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Section A

Answer all questions in this section.

Question 1
Changes in Higher Education

Extract 1: Reduction in subsidies for university education in the UK

A generation ago, students paid nothing for university education. Tony Blair then charged £3,000 in
2006 and David Cameron raised it to £9,000 in 2012. A spokesman for the government said: "We
believe the £9,000 fee allows universities to deliver high-quality teaching, with many institutions now
planning to invest more in improved teaching facilities for students." There is also more competition,
with new universities offering robust, no-frills degrees.

It seemed to stand to reason that the fees would deter all but the wealthiest families but now, four
years on, 592,000 students have applied for university, the highest ever. And not just the offspring
of the well-heeled: the number of teenagers from deprived backgrounds has also jumped to a
record high. Strikingly, 22% of deprived children in England have applied.

Sir Howard Newby, vice-chancellor of the University of Liverpool, said that the next step could see
universities able to charge as much as they want for courses, provided they subsidise the costs
incurred by students from poorer backgrounds. “The most rational way to deal with the financing of
higher education is to have fees which are uncontrolled, with no cap, but in return universities have
to make adequate provision for looking after students who can’t afford to pay that fee,” Sir Howard
said.

In this way, the English system is moving a step closer towards that of America, home to 22 of the
world’s top 30 universities. lvy League members are entirely independent of the US government,
yet operate a system of social outreach that no government could rival. Their admission system is
needs blind. Only once admitted is a student’s ability to pay considered: if students are rich, they’'ll
pay sky-high fees. But if they're poor, they'll be given what help they need to graduate. Using
ingenious fundraising techniques, US universities are now rolling in resources, with which they can
poach Britain’s best academics in what is becoming a global marketplace.

Sir Christopher Snowden, vice-chancellor of the University of Surrey and president of Universities
UK concurred that the £9,000 fee cap was not sustainable and should rise in line with inflation. His
comments follow a recent call from the vice-chancellor of Oxford University, Andrew Hamilton, for
undergraduate fees to be "more closely related to the true cost" of a degree at Oxford, £16,000.
Last month Prof Hamilton said the funding shortfall meant Oxford faced an annual funding gap of
£70m.

Universities UK will publish a report next week on the future of university financing. This is expected
to look at how universities will fund a predicted 26% rise in demand for university places within the
next 20 years. Universities Minister David Willetts has said a rising birth rate will mean the number
of university places needed will grow from 368,000 to 460,000.

Adapted from: www.timeshighereducation.co.uk; www.telegraph.co.uk; and www.bbc.co.uk,
accessed 3 August 2015
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Extract 2: Singapore Government’s subsidies to universities

The Government will continue to subsidise substantially the cost of university education to ensure
that it remains affordable to Singaporeans. Currently, the Government generally subsidises 75% or
more of the cost of education for general courses such as Engineering, Humanities and Social
Sciences provided by the autonomous universities, or about $76,000 to $105,600 for a four-year
course per student. Students are expected to bear their fair share of the cost of education as they
are the prime beneficiaries who would benefit from higher starting pay and successful careers after
graduation. Specialised courses such as Medicine and Dentistry cost much more than general
courses and students within these courses should therefore be prepared to pay higher fees.

However, MOE and the universities will ensure that no deserving student will be denied a place due
to financial difficulties. There is a wide range of financial assistance schemes — loans, bursaries,
and work-study schemes — offered by the Government, universities, foundations, community
groups, etc. As such, a Singaporean student can obtain up to 100% of funding for fees and living
expenses through a combination of loans and bursaries.

University fee increases have been modest over the years. For example, this year's fee increase
(AY2010) for most undergraduate programmes is under 2% on an annualised basis. This is below
the average annual inflation rate of about 3% for the past three years. When economic conditions
require it, the universities have also chosen to defer fee increases, such as in AY2009 due to the
global economic crisis.

Source: www.moe.edu.sg, accessed 3 Aug 2015
Extract 3: “Brexit” would harm higher education and research

Leaving the European Union (EU) would hit the economy, harm scientific research and damage
graduates’ job prospects, university vice-chancellors warn as they launch a drive to rally support
behind Britain remaining in the EU. They insist that membership of the 28-nation bloc has had an
“overwhelmingly positive” impact on the standard of higher education and has helped to cement the
strong global reputation of Britain’s universities. Universities UK argues that there are 125,000 EU
students at British universities, generating more than £2.2bn for the economy and creating 19,000
jobs, while 14% of academic staff come from other EU nations, contributing to greater collaboration
across borders. Academics warn that “Brexit” would have a serious impact on student numbers as
EU nationals would have to submit to tougher visa checks to obtain a place. Universities have
already protested that existing rules deter bright young adults from countries such as China and
India from taking degrees in Britain.

Universities UK’s president-elect, Dame Julia Goodfellow said, “The UK's membership of the EU
makes the UK’s outstanding universities stronger, contributing to economic growth, employable
graduates and cutting-edge research discoveries. The European Union supports research,
knowledge, innovation and technology — the factors that will decide future economic growth,
productivity and human progress.”

Campaigners point to the development of graphene as an instance of Britain reaping the benefits of
EU investment. Research on the super-strong material at the University of Manchester received
start-up funding from Brussels in 2007 — three years before the team behind it was awarded a
Nobel Prize. The global market for graphene is expected to be more than £250m by the middle of
the next decade.

Source: Nigel Morris, The Independent, 27 July 2015
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Figure 1: Government recurrent expenditure on education (‘000 SGD)
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Questions

(@ (i) With reference to Figure 1, compare the trend in government expenditure on
primary and university education in Singapore between 1998 and 2013. [2]

(i) Explain one possible reason for the difference observed in (a)(i). [2]
(b) Using evidence from the extracts where possible, explain two reasons why there was
a considerable increase in university undergraduates in the UK, despite the rise in

university fees. [4]

(c) With reference to extract 3 where applicable, comment on the validity of the concerns
of UK leaving the European Union from the perspective of the UK government. [4]

(d) (i) With reference to the extracts provided, explain why governments subsidise
university education. [4]

(i) ‘A generation ago, students paid nothing for university education’. Comment on

the advantages of this approach. [6]

(e) Discuss if you would recommend UK’s policy approach to reduce subsidies to
university education for Singapore. [8]
[Total: 30]
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Question 2
Uncertain US Economic Recovery
Extract 4: The US recovery is frustrating — but it’s the envy of the advanced world

The notion of the United States as a global engine is a reminder of what may now seem like an
ancient era. In the aftermath of the Great Recession, emerging economies like Brazil and China
took the lead role, but growth in those countries slowed as well. Economists caution that the US
economy remains fragile. And it's unclear if the US can lift up other struggling economies -- or will
be pulled down by them.

The optimists say the US can persist as an island of growth, in large part because of healthy
homegrown consumer demand. If consumer confidence remains high, the country can weather
global shocks — as it did during the Asian Financial Crisis in the late-1990s. Strong consumer
demand at home can even give a boost to other export-driven nations.

The US economy has been coming out of the recession by reliable consumer spending. But
Thursday’s data also came with an unexpected boost: The government, a negative drag in recent
years, is again lending a hand. In the latest quarter, it was a spike in defence spending that
provided the greatest lift. But more important, state and local governments — after a long period of
austerity — are now injecting significantly more money into the economy.

“The US is pretty well-insulated, mostly because exports play a fairly small role,” said Nariman
Behravesh, a chief economist at IHS. “By far, consumers are the most important factor, and the
good news is, US consumers are in pretty good shape as gas prices are down, home values are on
the rise, and there is an increasingly healthy debt-to-income ratio.”

Others say that the story of the economic recovery in the US is underway, yet uncertain. The US is
still vulnerable to unexpected global fluctuations — say, a larger-than-expected slowdown in China
and declining demand everywhere from France to Japan will trim US economic growth in the
coming quarters. Jobs are coming back, but millions are reluctantly accepting part-time work.

Adapted from www.washingtonpost.com, accessed on 23 Jul 2015
Extract 5: Federal Reserve still uncertain on when to raise interest rates

Total US job creation for 2014 hit 2.95m, the Labor Department figures showed. The strong job
growth data reinforce the growing evidence that the US is powering ahead of other large economies
and is likely to increase the gap in growth rates in the first half of this year.

Investors are betting that the US Federal Reserve will raise interest rates this summer. The figures
showed a better than expected fall in the US unemployment rate from 5.8% to 5.6%, ahead of
predictions of 5.7%. Economists have warned that as unemployment continues to fall to the rate the
Fed considers normal — between 5.2% and 5.5% — pressure will build for interest rates to
rise sooner rather than later.

However, the low level of inflation, which remains below the Fed’s target of 2%, is still an area of
concern for the Fed.

Source: www.ft.com, accessed on 20 Jul 2015
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Table 1: Selected US economic indicators from 2009 — 2014
2009 2010 2011 2012 2013 2014
Real GDP (% 2.8 2.5 1.6 2.3 2.2 2.4
change)
Unemployment
rate (%) 9.3 9.6 8.9 8.1 7.4 6.2
Labour Force 154.2 153.8 153.6 154.9 155.4 155.9
(Millions)
Inflation rate (%) -0.4 1.6 3.2 21 1.5 1.6

Source: World Bank, US Bureau of Labour Statistics

Table 2: Trade Data between US and Rest of the World (Selected Countries) in 2014

Country Exports to US % of country’s | Imports from US | % of country’s

(in billions of GDP (in billions of GDP
USD) USD)

Vietnam 30.6 16.5 5.7 3.1

Russia 23.6 1.2 10.7 0.5

UK 54.4 1.8 53.8 1.9

Singapore 16.4 5.3 30.5 9.9

Japan 133.9 2.9 67.0 1.5

Table 3: Russia: selected economic indicators 2010 — 2013

Source: US Census Board & World Bank

2010 2011 2012 2013
GDP growth (annual %) 4.5 4.3 3.4 1.3
Inflation, consumer prices (annual %) 6.9 8.4 5.1 6.8

0,

Unemployment, total (% of total labour 73 6.5 55 56
force)
Current account balance (BoP, current
USS$ billion) 67.5 97.3 71.3 34.1

Extract 6: Russia’s economy

Source: The World Bank

Russia is one of the world's leading producers of oil and natural gas and is also a top exporter of
metals such as steel and primary aluminium. Russia's manufacturing sector is generally
uncompetitive on world markets and is geared toward domestic consumption. Russia's reliance on
commodity exports makes it vulnerable to boom and bust cycles that follow the volatile swings in

global prices.

The economy, which had averaged 7% growth during 1998-2008 as oil prices rose rapidly, was one
of the hardest hit by the 2008-09 global economic crisis as oil prices plummeted and the foreign
credits that Russian banks and firms relied on dried up. Slowly declining oil prices over the past few
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years and difficulty attracting foreign direct investment have contributed to a noticeable slowdown in
GDP growth rates.

In late 2013, the Russian Economic Development Ministry reduced its growth forecast through 2030
to an average of only 2.5% per year, down from its previous forecast of 4.0% to 4.2%. In 2014,
following Russia's military intervention in Ukraine, prospects for economic growth declined further,
with expectations that GDP growth could drop as low as zero.

Faced with mounting uncertainty over the immediate future of the Russian economy, investors have
been piling out of the rouble. As a result, the rouble has fallen sharply against the dollar, hitting
record lows against the US currency.

In a drastic attempt to stem the rouble sell-off, Russia’s central bank raised interest rates to 17.5%
from 10.5%. It was the biggest one-day increase since the 1998 financial crisis that plunged Russia
into recession and shook stock markets around the world.

Source: CIA-The World Fact Book, The Guardian, 2015
Questions

(@ (i) Compare the trend of unemployment rate and inflation rate in the US from 2011 to
2014. (2]

(i) Explain one possible reason for the US wanting to raise interest rates. [2]

(b) Explain the economic rationale for specialisation and exchange between US and its
trading partners. [4]

(c) (i) Explain how an increase in interest rate will cause the external value of the US
dollar to increase. [2]

(i)  With reference to Table 2, assess the extent to which standard of living in different
countries will improve with an increase in interest rate in the US. [8]

(d) (i) Explain why “the economic recovery in the US is underway, yet uncertain”. [4]

(i) Discuss the relevance of the US economic recovery on whether the Russian
government should focus on lowering inflation. [8]

[Total: 30]
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Section B

Answer one question from this section.

3. In Singapore, the retail price of a pack of 20 cigarettes has gone up from $2.80 in 1987 to
$11.00 in 2012 — almost a 300% increase.

Source: ASEAN Tobacco Tax Report Card, May 2013

(a) Using demand and supply analysis, explain the possible reasons for this significant
increase in price. [10]

(b) Discuss the effectiveness of the policies the Singapore government currently adopts to
improve resource allocation in the market for cigarettes. [15]
4, (a) Explain the key determinants of sustained growth in Singapore. [10]

(b) With reference to Singapore, evaluate the current policies to maintain sustained
economic growth. [15]

End of Paper
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. Suggested Answer for AJC H1 Prelims 2015
Anderson Junior College 88 ]

JC2 2015 H1 Economics
Preliminary Examinations

CS0O 1 Changes in Higher Education

(@) i. With reference to Figure 1, compare the trend in government expenditure on
primary and university education in Singapore between 1998 and 2013. [2]

e Similarity: Both government expenditure on primary and university education in
Singapore increased between 1998 and 2013. (1m)

o Difference: The increase in government expenditure on university education was
greater than that on primary education. (1m)

Other possible answers:

e Increase in expenditure on primary education was gradual while increase in
expenditure on university education saw more fluctuations.

ii. Explain one possible reason for the difference observed in (a)(i). [2]

The number of students entering university in Singapore has increased more than the
number of students entering primary school which has remained relatively stable due to
the low birth rate. In contrast, the proportion of students who qualify for a place at the local
universities has increased significantly over the years.

Other possible answers:

The expenditure on university education on a per student basis has increased more than
that for primary education due to the significant increase in expenditure on creating the
new universities as well as on research and other facilities in the universities.

(b) Using evidence from the extracts where possible, explain two reasons why there
was a considerable increase in university undergraduates in the UK, despite the rise | [4]
in university fees.

The increase in university undergraduates in UK, despite the rise in university fees is likely
due to a change in the non-price determinant of demand for university education in UK.

Increase in demand for university education due to “high-quality teaching” (extract 1) would
likely cause a change in taste and preference for it. Due to such improvement in the
quality, there would be an increase in the willingness to enroll for university.

“rising birth rate” (extract 1) would likely lead to an increase in population size. Due to a
larger population, there would likely be an increase in the demand for university education.

Price elasticity for supply for university education is likely to be relatively price elastic, due
to low marginal cost required to expand the enrollment.

Thus, the significant increase in demand due to changes in population and taste and
preference would likely lead to considerable increase in university undergraduates in UK,
despite the rise in university fees.

Property of Anderson Junior College Economics Department 2015 Page 1
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Suggested Answer for AJC H1 Prelims 2015

(c) With reference to extract 3 where applicable, comment on the validity of the
concerns of UK leaving the European Union from the perspective of the UK
government (4]

UK leaving the European Union would likely lead to an increase in unemployment, as “EU
students currently generate more than £2.2bn for the economy and create 19,000 jobs”
(Extract 3). This would lead to a fall in the export revenue of UK as there would be a
decrease in the EU students due to tougher visa checks on them. The likely fall in export
revenue would cause a fall in AD. The fall would lead to an increase in the level of
unemployment in UK and fall in actual growth.

In addition, there could also be a fall in potential growth if UK leaves the EU since “the
European Union supports research, knowledge, innovation and technology”. Leaving the
EU might lead to a fall in EU support and funding in these areas, thereby leading to a fall in
the quality of factors of production in the long run. This will reduce the productive capacity
of the economy.

On the other hand, UK leaving the EU would mean that UK does not have to contribute to
the EU budget anymore and it could have more to spend on boosting government
expenditure within its own economy. UK could also sign more unilateral free trade
agreements on its own without being restricted by the pace of EU in terms of opening up to
global trade. These can possibly boost AD more, leading to an increase in actual growth
employment, especially in the long term, compared to staying in the EU.

(d) i. With reference to the extracts provided, explain why governments subsidise
university education. [4]

Governments should intervene in the market for university education as there is market
failure due to the presence of positive externalities

Consumers of university education only consider the private benefits of consuming
university education, such as “higher starting pay and successful careers after
graduation”(extract 2). They also consider the private costs of university education, which
includes the price of university education. However, they do not take into account the
positive externalities, such as university education leading to cutting-edge research
discoveries, contributing to economic growth (Extract 3), thus improving the purchasing
power of those who do not consume university education.

As consumers of university education are self-interested, they only consume university
education up to the point where private marginal benefit is equal to private marginal cost
so as to maximise their net benefit. However, at the free market equilibrium, due to the
presence of the positive externalities, society values each additional unit of university
education more than what it would cost society to consume. This results in a deadweight
loss to society, which could have been better off if more university education were
consumed.

Resources are thus under allocated to the consumption of university education and thus

Property of Anderson Junior College Economics Department 2015 Page 2



http://www.EconsPhDTutor.com

Econs & Maths Tuition $15/hour! Visit: EconaPh D .com

Suggested Answer for AJC H1 Prelims 2015

governments should subsidise university education.

ii. ‘A generation ago, students paid nothing for university education’. Comment on | [6]
the advantages of this approach.
When students paid nothing for university education, this suggests that there was a

subsidy provided by the government. This full subsidy provided by the government can be
evaluated on grounds of efficiency and equity.

A key advantage of this approach is that the access to university education is no longer
subjected to the ability of students to pay. It is inevitable that income inequality will exist in
the market for university education. By providing university education for free, willing
students from poorer backgrounds are also able to enjoy the benefits of university
education, such as the opportunity to gain employment with higher wage rates. Hence, this
would result in a more equitable distribution of university places and an equitable
distribution of income as these students earn higher incomes in the future.

Cost/Benefit

Dy MPC = MSC

E : I « Quantity of university
Q: Qs Q “" education consumed
MPB’
MPB

Another advantage of such an approach is that there is a more efficient allocation of
resources towards the attainment of university education. As explain in d(i), positive
externalities from higher education result in the under-allocation of resources to university
education and subsidies are thus required. As illustrated in figure 1, if the MPB=MPC=0 at
Qs, the amount of subsides required would be equivalent to the full amount of positive
externality at Qs and education should cost nothing to achieve allocative efficiency.

However, if the level of MPB was at MPB’ and university education was provided for free,
there will be an over-consumption of university education beyond the social optimal level of
consumption (consumption will be at Q1 > Qs). As such, providing university education for
free would lead to an over-allocation of resources to the attainment of university education
and a resultant net cost to society by the triangle CDE.

Property of Anderson Junior College Economics Department 2015 Page 3
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Furthermore, the government provision of a full subsidy has led to a case of government
failure where the government’s efforts in correcting the under-consumption of university
education, has led to a larger deadweight loss to society than before. For example,
resources that could have been diverted to other markets in the economy to support the
consumers from low income backgrounds are now over-allocated to the market for
university education. Hence, this may lead to worsening equity as well as inefficiencies on
the economy level.

Moreover, since university education is free for consumers, universities may not have the
ability to deliver higher quality teaching or improve teaching facilities for students. For
instance, by levying a £9000 fee would allow universities to deliver high-quality teaching,
with many institutions now planning to invest more in improved teaching facilities. Hence,
providing university education for free may result in a loss of students’ welfare due to the
sluggish development.

(e) Discuss if you would recommend UK’s policy approach to reduce subsidies to
university education for Singapore. [8]

As explained in (d) (ii), subsidies are provided to reach the socially optimal level of
university education. In Singapore, the Government continues to provide a high level of
subsidies (75% or more of the cost of education for general courses) whereas the UK
Government has been reducing subsidies and increasing fees from zero to £9,000 in 2012.

UK’s policy approach may be recommended as significant benefits of a university degree
accrue to the individual in terms of “higher starting pay and successful careers after
graduation” while the positive externalities are smaller. In other words, PMB is large while
the extent of the EMB is small. In such a case, the Singapore government may have
overvalued the amount of positive externalities and over-subsidised university education.
This will lead to over-consumption of university education at Q; beyond the socially optimal
level of consumption Qs, resulting in net cost to society by the triangle CDE.

Furthermore, overconsumption of university education can result in dilution of the value of
university degrees and even future under- and unemployment of university graduates.
Therefore, to achieve efficiency both in the short-term and in the long-term, the Singapore
government should reduce subsidies by the amount GF to reach socially optimal level of
university education.

Property of Anderson Junior College Economics Department 2015 Page 4
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Cost/Benefit
MPC = MSC
MPCreducedsub
MPCsub
H ............................
G ..................... [ I
MSB
MPB _ N
« Quantity of university

I I - education consumed
Qa & QO

Also, given that university fee increases have generally been “below the average annual
inflation rate in Singapore”, the subsidy (area HDFG) that has to be provided by the
government “may not be sustainable in the long term and should rise in line with inflation”.
Furthermore, the ageing population in Singapore would require increasing healthcare
expenditure and to maintain fiscal sustainability, it is recommended that Singapore reduces
subsidies for university education.

Nevertheless, the positive externalities in Singapore from higher education may be larger
than other countries. Increased knowledge capital of university graduates help to drive
productivity gains which spill over and raise wages even for non-university graduates. In a
resource-scarce, knowledge-based economy like Singapore, university education is crucial
in driving economic competitiveness, allowing it to compete on the frontier of innovation in
an increasingly dynamic global environment. Thus, if the positive externalities are indeed
high in Singapore’s case and the current subsidy levels are equivalent to the amount of
positive externalities, UK’s policy approach to reduce subsidies would not be
recommended as it is inappropriate to the context of Singapore and would instead lead to
welfare loss.

In addition, if subsidies were reduced, lower-income groups may not be able to afford
university education or may decide not to pursue university education as they have heavy
financial responsibilities that compel them to enter the labour market as soon as possible.
With the rich students receiving university education and thus higher pay and successful
careers in future while the poor students continue to only be engaged in low-wage jobs, the
income inequity in Singapore will worsen. Reducing subsidies is thus not recommended.

However, “lvy League members are entirely independent of the US government, yet
operate a system of social outreach that no government could rival’. Thus, it is still
possible for Singapore to reduce subsidies and leave universities to “use ingenious
fundraising techniques to roll in resources” like in the US while working with the various
institutions to publicise existing “financial assistance schemes”, and to encourage more
students from low-income families to take them up. This would ensure that eligible
students are receiving the available support and not unduly burdened by the financing of
their education.

Property of Anderson Junior College Economics Department 2015 Page 5
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On balance, it is still recommended that Singapore reduces across-the-board subsidies to
everyone and provide more targetted assistance instead where “bursaries and loans are
given to low-income families that require them while rich students pay the full cost of
education”. This will not only help to reduce the government spending on subsidies which
can then be diverted to funding other social expenditure with higher net benefit but also
reap greater “value relative to investment” as the positive externalities from allowing
talented and motivated low-income students to earn university degrees before joining the
labour market may be larger than that for a well-off student. Such an option would be more
equitable, efficient and make better use of taxpayers’ money.

Property of Anderson Junior College Economics Department 2015 Page 6
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CSO 2: Uncertain US Economic Recovery

(@ | () | Compare the trend of unemployment rate and inflation rate in the US from 2011
to 2014 [2]
From Table 1

(S): Both unemployment rate and inflation rate generally decreased.
(D):Unemployment rate has been consistently decreasing while inflation rate experienced an
increase from 2013-2014

(ii) | Explain one possible reason for the US wanting to raise interest rates. [2]

Either one will do

Reason 1: Raising i/r will help to prevent C and | from increasing too rapidly, thereby preventing
inflationary pressures

Reason 2: Raising i/r will cause the USD to appreciate, thereby preventing imported inflation as
import prices will now be lower with a stronger USD.

(b) | Explain the economic rationale for specialisation and exchange between US and its
trading partners. [4]

Specialisation and exchange occurs between US and its trading partners because there are
economic gains which can be explained by the theory of comparative advantage.

The theory of CA states that if there are differences in comparative costs of production between
countries, specialisation and exchange will result in higher world output and a greater
consumption for both countries. For US, they have comparative advantage in the production of
high technology goods such as computers, microchips as they incur lower opportunity costs in
production to a more skilled workforce. On the other hand, countries such as Vietham have
comparative advantage in the production of agricultural products such as rice due to a favourable
climate. Thus, US will specialize in the production of high technology goods while Vietnam will
specialize in the production of agricultural products. After specialisation, both countries will then
exchange their goods, with terms of trade between the opportunity costs of production of both
countries. After exchange, both countries will be able to counsume outside their PPC and enjoy a
higher material standard of living.

(c) | () | Explain how an increase in interest rate will cause the external value of the US
dollar to increase. [2]

Increase in interest rate will lead to an increase in short term capital inflows which will result in rise
in demand for US currency. Thus, the external value of the US dollar will rise/ appreciate.

(i) | With reference to Table 2, assess the extent to which standard of living in
different countries will improve with an increase in interest rate in the US. [8]

Standard of living (SOL) refers to the level of subsistence and comfort in everyday life enjoyed by
a community. To ascertain standard of living, there’s a need to look at both the material as well as
non-material aspects. Material standard of living looks at material comfort as measured by the
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goods and services available to the population while non-material standard of living looks at the
intangible aspects that make up human life, such as leisure, safety, physical health, environmental
quality issues, etc.

An increase in interest rate in the US will lead to an appreciation of US dollar as explained in part
(i). Hence, the foreign price of US exports rises and domestic price of imports into US falls.

P1: SOL in some countries will improve to a greater extent

As the domestic price of imports into US is lower, US consumers will switch to purchasing imports.
This result in an increase in US’s import expenditure which will mean an increase in export
revenue of US’s trading partners.

From Table 2, Vietnam’s export to US takes up 16.5% of GDP which is relatively significant as
compared to other countries. Hence export revenue for Vietnam will increase by a greater extent
as compared to other countries. Thus, net exports increase, ceteris paribus. Real national income
increases, leading to an increase in material SOL by a greater extent as they are able to
consume more goods and services.

With economic growth in Vietnam, more resources are likely to be allocated to improve the
healthcare facilities and education services. This would lead to longer life expectancy, lower
mortality rate and higher literacy rate, hence improving the non-material SOL significantly.

However, with increased production in the economy, this may lead to more pollution which will
worsen the quality of life for the people, thus lowering non-material SOL.

P2. SOL in other countries will improve to a smaller extent

However, if the export takes up a relatively insignificant percentage of GDP, the impact of
increase in export revenue on GDP is minimal.

From Table 2, Russia’s export to US takes up 1.2% of GDP which is the least as compared to
other countries. Hence export revenue for Russia will increase by a smaller extent, hence
increasing real national income and thus material SOL by a smaller extent.

Alternative P2: SOL in other countries will not improve

However, SOL may fall due to increase in interest rate in US. Appreciation of USD means that
foreign price of exports increases. This means that for countries which imports from US, they will
face a higher imported price.

From Table 2, Singapore’s import from US takes up 9.9% of GDP which is the most as compared
to other countries. Higher price of US’s imports into Singapore will increase cost of production in
Singapore, resulting in a fall in SRAS and hence real national income. Thus, material SOL
decreases in Singapore.

With a fall in real national income, there may be lesser resources allocated to improve healthcare
facilities and education services, hence leading to lower life expectancy and literacy rate and thus
non-material SOL.

Evaluation:
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On the whole, it is difficult to assess the overall effect on the SOL in different countries due to
missing information in Table 2. More information will be required to have a comprehensive
assessment of the SOL. Information such as the income distribution for the trade between the
affected countries and US is required. If the gain from the export revenue is only limited to those in
the export industry which is not distributed across the economy, the SOL of each person may not
increase at all. Hence it is difficult to assess if the SOL has actually improved. Comprehensive
measures such as GINI coefficient and Human Development Index could be included for better
assessment of SOL in the countries.

In addition, whether SOL improves in different countries depends on the existing policies in the
countries. If the countries already have existing policies to address the various issues in the
country such as pollution, the non-material SOL may not deteriorate as much.

(d) | (i) | Explain why “the economic recovery in the US is underway, yet uncertain”. [4]

As shown in extract 4, there was an increase in consumption expenditure due to higher
consumer confidence as well an increase in government defence spending. This leads to an
increase in AD and hence real national income, indicating a US economic recovery is
underway.

However, the recovery is uncertain as the US is still vulnerable to external shocks. For
example, as stated in extract 4, a slowdown in its trading partners will mean that there will be
a fall in demand for US exports, which will reduce AD and result in a fall or even negative
growth.

(ii) | Discuss the relevance of the US economic recovery on whether the Russian
government should focus on lowering inflation. [8]

Russia is suffering from falling economic growth rates, a high inflation rate as well as a worsening
current account, as shown in Table 3. Thus, Russia has to make a choice on whether to focus on
lowering, or to focus on other issues. Russia may choose to focus on lowering inflation as a high
inflation rate can lead to fall in purchasing power and a fall in the standard of living in Russia. In
addition a high inflation leads to unstable prices and profits for investments and will worsen the
outflow of FDI from Russia.

(Note: It is possible to argue that Russia should not focus on lowering inflation and use this as a
basis for further discussion.)

P1: US economic recovery is a relevant factor

US economic recovery will bring about an increase in demand for Russian exports, thereby
increasing AD and if the increase is substantial, this will create upward pressure on GPL. Even
though US may not a main trading partner of Russia, the recovery of US will also bring about
recoveries in other world economies who may be bigger trading partners of Russia, such as
China. The recoveries of these economies will thus bring about higher export demand, which may
translate to higher demand pull inflation in Russia. Thus, Russia should focus on reducing inflation

(For students whose premise is that Russia should not focus on inflation, they could argue for the
following under P1
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A US recovery will have little direct impact on Russia since Russia’s exports to US takes up only
1.2% of country’s GDP as shown in Table 2. Hence, even if US were to recover and import more
from other countries, Russia’s AD is unlikely be affected much. Thus, there is no need for the
Russia government to focus on inflation)

P2: US economic recovery is not a relevant factor

As stated in extract 4, the US economic recovery is uncertain. Thus, it may be too risky for Russia
to base its economic decision on a US economic recovery when it cannot be sure if the economic
recovery is going to happen. Thus, the US economic recovery will not be a relevant factor on
whether the Russian government should focus on inflation.

P3: Other factors are more relevant

Conflict in macroeconomic objective: If they focus on addressing inflation-> result in conflicts
with other goals: growth. This will exacerbate the situation in Russia which is already is already
experiencing falling growth rate.

Relative severity of the problem: Although growth is declining in Russia, it is still positive. On
the other hand, the inflation rate is high and continues to increase. Thus there may be a more
urgent need to reduce inflationary pressures in the country.

Expectations of future commodity prices: As Russia is a leading producer of commodities
(Extract 6), the fall in commaodity prices is one of the major factor why Russia is suffering a fall in
economic growth. If commodity prices are expected to increase in the future, the Russian
economy should recover without government intervention. Thus, the Russian government could
focus on reducing inflation rather than growth, which will worsen if commaodity prices increases.

EV: As a major world economy, the US economic recovery will affect may countries, either directly
or indirectly. The interconnectedness of the world economies will surely mean that Russia must
take into account the state of the US recovery. However, it will be difficult to decide which the
most relevant factor is as some of the factors discussed above are interconnected. For example,
A US economic recovery will increase the demand for commodities, leading to an increase in
prices. Thus, even though the expectation of future commodity prices may be an important factor,
this expectation is also dependent on the US economic recovery.
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3. In Singapore, the retail price of a pack of 20 cigarettes has gone up from $2.80 in 1987 to
$11.00 in 2012 — almost a 300% increase.

Source: ASEAN Tobacco Tax Report Card, May 2013

(a) Using demand and supply analysis, explain the possible reasons for this significant
increase in price. [10]

(b) Discuss the effectiveness of the policies the Singapore government currently adopts to
improve resource allocation in the market for cigarettes. [15]

Suggested Answer 3(a)

Over a span of 25 years, the price of cigarettes has risen drastically. The equilibrium price of
cigarettes is determined by market forces of demand and supply and changes in either one or both
factors can cause the price of cigarettes to increase. Demand refers to the quantity which a
consumer is able and willing to buy at each and every price level, in a specified time period, ceteris
paribus. Supply refers to the quantity which a producer is able and willing to sell at each and every
price level, in a specified time period, ceteris paribus. When the price of cigarettes increased three-
fold, this can be explained by a fall in supply of cigarettes and a rise in demand for cigarettes.

The rise in demand for cigarettes could be due to a myriad of reasons, one of which being the
increase in income levels of consumers in Singapore over the years. Assuming that cigarettes,
like many other goods, are normal goods, when an individual's income goes up, his ability to
purchase goods and services, including cigarettes, increases. Even young people who do not yet
earn an income are receiving more pocket money from their parents these days, so they can better
afford the habit of smoking.

Another likely reason for the rise in demand for cigarettes is the shifting preference towards
smoking, especially amongst young people. More and more youths are influenced or pressured by
their peers to begin smoking so as to gain social acceptance and affirmation. This is shown by the
increase in the number of daily smokers among young adults aged 18 to 29 from 12.3% in 2004 to
16.3% in 2011. There can also be an increase in the number of older adults turning to smoking
because of the increase in stress and personal problems faced over the years.

Finally, the demand for cigarettes could increase simply because the population size has
increased in Singapore. From about 2.8 million in 1987, the population size in Singapore has since
grown to 5.3 million in 2012. With more people living and working in Singapore, it is natural that the
demand for cigarettes will increase.

In summary, the above reasons supporting the rise in demand will cause a rightward shift in the
demand curve.

The primary reason for the fall in supply of cigarettes is the increase in excise tax levied on
tobacco products by the Singapore government over the years. An excise tax is an indirect tax
that is levied on the sale of specific goods and services, such as alcohol and tobacco, because of
the harmful effects that can arise from excessive consumption or indulgence. It is typically a per unit
tax, costing a specific amount for a volume or unit of the item purchased. Singapore’s excise tax has
increased considerably from $34 per kg of cigarettes in 1987 to $255 per kg of cigarettes in 2003. To
make the excise tax even more impactful and onerous to bear, this was subsequently levied on a per
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gram basis reaching $0.35 cents per gram of cigarettes in 2012.

Other possible reasons behind the fall in supply of cigarettes could be an increase in costs of
production attributable to higher labour and rental costs.

In summary, the above reasons supporting the fall in supply will cause a leftward shift in the supply
curve. However, to account for the very significant increase in the price of cigarettes, the rise in
demand and fall in supply need to be very large as well.

Price of S, (significant)
cigarettes
& A
“ S; (insignificant)
P AN \‘ 7
’ AN
Py
Po
D, (significant)
D, (insignificant)
0 >

Quantity of cigarettes
Figure 1

With reference to Figure 1, the larger the extent of the shifts of the demand and supply curves, the
more significant the price increase will be (i.e. OP, versus 0P4). While it is hard to ascertain if the
rightward shift of the demand curve is by a large or small extent, more certainty can be said for the
supply of cigarettes. Given the substantial rise in excise duty on cigarettes over these 25 years, the
fall in supply can be said to be very significant and this forms a strong contributing factor for the
significant increase in price of cigarettes.

Alternatively, the concept of price elasticity of demand can be used to explain for the significant
increase in cigarette price. Price elasticity of demand measures the responsiveness of the quantity
demanded of a good to a change in the price of the good itself, ceteris paribus. Demand for
cigarettes is likely to be price inelastic due to its addictive nature. Once a person picks up smoking, it
becomes a habit that is very difficult to break.

With reference to Figure 2, assuming no change to demand yet, a fall in supply results in a more
steep increase to price 0P, as compared to the case where demand for cigarettes is price elastic
which results in a less steep increase to price 0Ps.
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Now with an increase in demand, D% eastc Shifts to the right to D' ieiastic - At the initial equilibrium price
(Po), quantity demanded exceeds quantity supplied. This shortage causes an upward pressure on
price as consumers compete for the existing quantity of cigarettes available by bidding up the price.
At the same time, according to the law of supply, producers will increase the quantity supplied of
cigarettes due to the higher price. This process is represented by the movement along the demand
and supply curves, and will continue until there is no shortage and no upward pressure on price. The
combined effect of the rise in demand and fall in supply of cigarettes results in a significant increase
in the price of cigarettes

The inelastic nature of the demand curve results in the price of cigarettes to increase by a larger
extent to OP4,. Had the demand curve been more price elastic, even with the same extent of
rightward shift, the price of cigarettes would not have risen to such a great extent.

Suggested Answer 3(b)

The Singapore government currently adopts several policies to improve resource allocation in the
market for cigarettes due to market failure reasons. Market failure refers to the circumstances in
which distortions prevent the price mechanism from allocating resources efficiently.

Cigarettes are deemed by the Singapore government to be demerit goods as the consumption of
cigarettes exhibits negative externalities. Negative externalities refer to incidental costs to third
parties that are not taken into account by those who are involved in the activity. A smoker will only
take into account his private costs (price of the packet of cigarettes and own smoking-related health
problems) and private benefits (satisfaction derived from smoking). However, he does not consider
the negative externalities that would be generated by his smoking. There are many ill effects
imposed on passive smokers that come from the exposure to second-hand smoke, such as diseases
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like lung cancer, ischemic heart disease, asthma attacks, childhood respiratory disease and sudden
infant death syndrome. The social cost from undertaking the activity is the private cost faced by the
smoker as well as external costs accruing to third parties and this social cost can potentially be a
huge sum of money. A 1997 study published in the Singapore Medical Journal in 2002 estimated
that smoking cost the Singapore economy around $839 million annually.

The presence of negative externalities will lead to divergence of private cost and social cost (Figure

3).
Cost/ Benefits
A SMC (= PMC + EMC)
PMC
PMC + tax
PMB = SMB

‘ »  Qty of cigarettes
Qs Qe

Figure 3

The problem of market failure arises because the negative externality is underpriced by the price
mechanism. Private optimum occurs at Qe where PMB (the benefit to the individuals of smoking the
last unit of cigarette) equals PMC (the cost to the individual of smoking the last unit of cigarette).

But the socially efficient level is where SMC=SMB i.e. at output Qs. Therefore, there are too many
scarce resources devoted to the consumption of cigarettes. There will be over-consumption of
cigarettes because society values an extra unit of cigarette less than what it would cost society to
consume it. The shaded area represents the welfare loss to society as a result of this over-allocation
of resources. Society as a whole could be made better off if the current level of cigarettes were
reduced to socially efficient level at Qs. Thus, the current policies that the Singapore government
adopts generally aim to bring the level of cigarettes consumed down to somewhere closer to Qs.

One of the current policies that the Singapore government adopts to improve resource allocation is a
tax. The government had recently raised tobacco tax by a further 10% in 2014, bringing the total to
71%.

To achieve the socially efficient level of consumption of cigarettes at Qs, the tax levied has to be
equal to the external marginal cost at Qs (see Figure 3) in order to effectively internalize the negative
externality. When internalized by the individual smoker, this will increase his private marginal cost of
smoking and shift the PMC upwards to PMC + tax resulting in a reduction of cigarettes smoked to
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the socially efficient level of Qs.

A tax creates incentives to decrease consumption as smoking is now more expensive. Higher taxes
are especially effective in reducing tobacco use among lower-income groups and in young people
who are just starting to earn a salary. This is because demand for cigarettes is likely to be price
elastic for these groups of smokers, as a more expensive pack of cigarettes would take up a larger
proportion of their lower income. The disproportionately large number of lower-income smokers in
Singapore means that a tax can be a very effective policy. In fact according to the World Health
Organisation (WHO), for every 10% increase in the price of cigarettes, smoking drops by 4% to 8%,
depending on how affluent the country is.

In addition, a tax has an added advantage of giving the Singapore government the option of using
the tax revenue collected to fund smoking cessation clinics, educational campaigns, free health
scanning, etc, further driving home the health detriments of smoking. The latest tax hikes on
cigarettes and tobacco can in fact net the Singapore government $70 million more a year.

Unfortunately in reality, it is very difficult to accurately measure the exact amount of EMC incurred by
third parties. Underestimating the EMC will result in insufficient tax imposed to correct the market
failure. Overestimating the EMC will lead to too high a level of tax leading to consumption below the
socially efficient level and there will still be deadweight loss. A tax would also not work very well if
demand for cigarettes is price inelastic — since they are habit forming. Thus, people who are already
heavy smokers or who can well afford to pay, may not be responsive to the increase in price of
cigarettes. In Singapore, the root cause of smoking could be linked to a social issue - rising
delinquency among youths — which may be more effectively addressed with education than with
draconian measures like a tax.

The Singapore government also relies on tough legislation and regulation to curb the consumption of
cigarettes. In 2010, rules were tightened to suspend or revoke retailers who sold cigarettes to
underage smokers of their tobacco retail licences. This came in addition of a fine of up to $5,000 for
the first conviction, and up to $10,000 for subsequent convictions. Young people under 18 caught
using, buying or being in possession of tobacco products may be fined up to $300 if found guilty.
Smoking is also prohibited at air-conditioned workplaces, educational institutions, bus shelters,
interchanges, public pools and toilets, community clubs, open-air stadiums and even in
entertainment outlets. Other forms of regulation that target consumption include the control of
advertisements. These measures aim to bring the consumption of cigarettes closer to the socially
efficient level, assuming the government has a good idea of ascertaining where that is.

Rules are relatively simple to stipulate and easy to administer and those who do not obey will be
severely punished or fined which is a form of direct control. It is also better to enforce penalties than
to slap a heavy tax on cigarettes because a heavy tax would encourage the formation of black
markets, which would give smokers cheap access to contraband cigarettes.

Still, there must be rigorous enforcement, which would mean large amount of manpower needed, to
ensure that these regulations are complied with. This imposes a severe drain on resources.
Moreover, there are loopholes in these regulations. For example, persons below 18 years of age
may try to beat the system by asking their older friends to buy cigarettes for them. The government
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would also need to be mindful of the backlash from businesses, whose patronage and hence income
will be badly affected by these laws.

Market failure can also be caused by imperfect information — smokers may be unaware of the short-
and long-term health risks associated with smoking. As such, the Singapore government has also
been actively involved in providing public education workshops and initiating public campaigns about
the harmful effects of smoking. For example, the "I Quit" campaign is fronted by the Health
Promotion Board to encourage smokers to stop smoking for 28 days and to have a healthier smoke-
free lifestyle. Ideally armed with more information about the harmful effects of smoking, the
individual’'s perceived PMC would now be more attuned to a much-higher actual PMC, resulting in a
lower level of cigarettes consumed.

Education is seen as a more personable and humane approach than tax and legislation. If the
educational messages get through to people, they are more likely to quit smoking willingly on their
own accord and the effect would be much more lasting.

However, changing people’s mind-set is a difficult and long-term endeavour especially since
smoking is highly addictive. Education may only work for smokers who already have the intention to
quit but not for others. And when pitched inappropriately, it can turn people off. Like legislation, this
approach can be a drain on government resources. Money could have been spent on other areas of
development of the economy.

To conclude, the effectiveness of the current policies depends on many factors such as the target
group of consumers and the degree of urgency as resources are limited and hence there is a need
to be strategic about the choice of policies. For example, if underage smoking is the main problem, a
tax may be more effective since it hits them where it hurts most - their wallets. If the objective is to
quickly bring down the number of smokers notwithstanding any age groups, then tough
enforcements are the way to go. Ultimately, in view of the strengths and weaknesses of each policy,
it is more sensible to implement a combination of policies that targets both production and
consumption of cigarettes, and which takes into account the short-term and long-term effectiveness
of each policy.
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4.  (a) Explain the key determinants of sustained growth in Singapore. [10]

(b) With reference to Singapore, evaluate the current policies to maintain sustained economic
growth. [15]

Suggested Answer 4(a)

Sustained economic growth refers to both increases in actual and potential growth that
contributes to a continuous increase in the real national income (output) of country over time. In
other words, sustained growth can only be achieved via a continuous increase in AD and LRAS.
Actual growth refers to the percentage annual increase in the level of national output that is
actually produced by the economy. Potential growth refers to the percentage annual increase in
the capacity of the economy to produce.

One key determinant of sustained growth in Singapore is the inflow of foreign direct
Investment (FDI) due to government policies. Government policies of providing investment
grants for new investment projects will have the tendency to stimulate investment expenditure.
Likewise, the reduction in corporate tax rates will lead to higher after-tax profits, which will in turn
lead to an increase in investment expenditure. For example, the Singapore government has
always pursued a policy of maintaining low corporate taxes to attract businesses to invest in
the Singapore economy. In fact, with a low corporate tax rate of 17%, Singapore corporate tax
rate is the third lowest in the Asia-Pacific region after Hong Kong (16.5%) and Macau (12.5). A
higher FDI inflow results in increased spending on capital goods like plant, equipment, machinery
and building. This leads to an increase in AD as | is a component of AD, increasing real national
income and achieving actual growth.

Another key determinant is due to higher export revenue due to the signing of more FTAs. The
Singapore government has pursued a policy of freer trade by signing more Free trade
agreements (FTAs) to achieve economic growth beyond its domestic economic resources. In an
FTA, tariffs and quotas are removed between the signatories but retained outside the FTA for
other countries. This provides producers in Singapore with an enlarged market for their goods
and leads to an increase in demand for exports. There could also be an increase in foreign
direct investment (FDI) into Singapore as a result of the signing of more FTAs as foreign firms
would want to locate their production facilities in Singapore so as to take advantage of the access
to a greater number of export markets. In addition, if Singapore maintains a strong and
comprehensive network of FTAs with many countries, other countries would have greater
incentives to ship their goods through Singapore and hence generating export revenue for
Singapore, so as to bypass higher protectionist barriers in their final destination markets. These
factors will help to increase AD and achieve actual growth.

Additionally, a high level of investment expenditure will increase the size of capital stock
assuming that there is positive net investment. Usage of machines can bring about higher
level of productivity and more output can be produced with the same amount of labour resources.
Physical capital accumulation also increases the productivity of labour though a more efficient
combination of labour and capital factors of production. Thus, a higher level of investment brings
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about increased quantity and quality of an economy’s factors of production, raises the ability of the
economy to produce more, increases the productive capacity and achieves potential growth.

Moreover, a higher foreign direct investment could be in the area of research and development. In
the longer term, R&D efforts can also raise innovation and production capabilities.
Technological improvement can be either invention, which is the creation of new knowledge and
new techniques of production or innovation, which is the application of new technology to the
production processes. These can lead to greater productivity and hence more efficient usage of
resources. This increase in productive capacity will result in an increase in the potential output,
achieving potential growth.

Another key determinant of sustained growth in Singapore is improved labour productivity.
Increase in labour productivity can be achieved via training and upgrading of skills. This can be
done through measures such as subsidies on education, training workers with new
knowledge/skills, tax incentives/subsidies to encourage firms to mechanise and conduct R&D etc.
For example, the Workforce Development Agency (WDA) in Singapore provides a range of
training programmes which aims to build up the foundational and industry-specific skills. The
Singapore government has also adopted schemes like Continuing Education and Training (CET)
and has committed $2.5 billion over the period of 2010 to 2015 to drive productivity growth with a
designated target of 2% productivity growth per annum The increase in labour productivity also
increases the productive capacity of the economy, thereby helping to achieve potential growth in
the long run.In conclusion, the main determinants causing a sustained economic growth are
factors that will result in an increase in AD and AS. In Singapore, this can be due to our ability to
attract foreign direct investment in our country and/or an improvement to the quality of the
resources such as labour productivity.

Suggested Answer 4(b)

As mentioned in part a, one supply side policy used by Singapore to maintain sustained economic
growth is the increase in labour productivity which can be achieved via training and upgrading of
skills. This can be done through measures such as subsidy on education.

This policy is particularly effective as it target the root cause of the problem as Singapore has a
problem of low productivity (ranging from -0.8 to 2.3% from 2011 to 2014). Coupled with an ageing
population, there will be a fall in the availability of resources and as well as a higher cost of labour
when the supply of workers decreases. This will lead to a fall in the productive capacity of the country
in the long run. Thus to ensure that growth is sustained, one way is to enhance the quality of the
workers via increasing their productivity. This increase in labour productivity helps to increase the
productive capacity of the economy, thereby helping Singapore to achieve potential growth in the
long run.

However, one limitation of training and education is that it needs a long gestation period and its
success hinges on the receptiveness of the workers. Though CET was implemented from 2010; its
success has largely been limited with productivity falling in certain years. In Singapore, workers who
are structurally unemployed tend to be older workers who have little or no relevant skills to survive
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in industries that are our new areas of comparative advantage. However, due to their age, many of
these workers may not recognise that they could benefit from retraining programmes, and thus they
might refuse to accept help in this way. Hence the increase in potential growth could be limited.

Other than improving productivity, the government has also engaged in supply side policies such
as spending on infrastructure building especially in specific infrastructure development aimed to
create new comparative advantage in new areas of manufacturing industries such as the
development of Jurong Island for petrol-chemical industries, Tuas biomedical park for pharmaceutical
industries, and Biopolis to encourage R&D. This will expand the range of economic activities to
replace the declining industries that have lost their comparative advantage. The development of such
infrastructure attracts inflow of established foreign firms into the country. With the entry of the foreign
firms, there is further transfer of technology contributing to faster process and product innovation. The
transfer of knowledge that may also occur due to this could help to scale up the competency/skill
level of the local workers hence increasing the productive capacity of Singapore, leading to potential
growth.

In the long run, supply side policies to create new areas of growth may be effective in achieving full
employment as export demand for the knowledge based sectors tends to be less income elastic,
hence export revenue will be affected to a lesser extent with a world-wide recession. With the
increase in G on infrastructure and with a more productive workforce, Singapore is more likely to be
able to continue attracting more FDI to create more employment opportunities. This achieves more
actual and potential growth, thus achieving a sustained economic growth.

The supply side policy of the provision of infrastructure to develop new areas of CA is
pertinent for Singapore in the midst of globalisation. With the emergence of China and India and
many other low—cost economies, Singapore is losing comparative advantage in areas that were
previously her mainstay, such as low end manufacturing industries. As such she has to create new
areas of comparative advantage for export industries, such as pharmaceutical, biomedical and
precision engineering, so as to ensure that there is a sustained growth.

However, supply — side policies have limitations. Supply-side policies tend to be long term and
uncertain in their measurable outcome as they require structural changes to be made to increase
aggregate supply in the economy. Identifying new areas for development is also difficult given the
rapid change in technology and world supply conditions.

Other than supply side policies, another current policies to maintain sustained economic growth is
the signing of more FTAs, as mentioned in part (a)

This policy is particularly effective as Singapore is one of the world’s most trade dependent nations.
In 2013, Singapore had the world’s highest trade to Gross Domestic Product (GDP) ratio, with
imports and exports amounting to about 3.5 times the value of the GDP. Singapore, with a small
domestic market, is able to benefit from the signing of FTAs as it allows us to tap into foreign
markets. Foreign companies may choose to use Singapore as a springboard/gateway to other
economies where Singapore has FTAs with; this would ensure that they are able to benefit from the
FTAs signed between Singapore and other countries. Given that FDI made up a large component of
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I'in AD, trade policy is effective in contributing to actual growth for Singapore.

However, a greater reliance on external demand from adopting more free trade agreement also
makes Singapore and other small countries vulnerable to effects of an external downturn. For
example, Singapore was the first East Asian country to go into a recession in 2009 due to the
global slowdown arising from the US Financial Crisis. There was a significant decrease in global
demand, resulting in a fall in net exports which hit Singapore especially hard, in view of the small
domestic demand and heavy dependence on exports for growth. Thus, actual growth could be
impacted more adversely during economic downturn.

One other policy that Singapore has adopted is to adopt a modest and gradual appreciation of the
exchange rate. This helps to improve price stability, enable more stable profits and attract foreign
direct investment. A gradual appreciation would lower domestic price of imports. This significantly
reduces the general price level of the economy as much of the households and firms in Singapore
depend on imports for final goods and services. This lowers imported inflation and helps achieve
price stability in Singapore, thereby enabling more stable profits. This boosts business confidence
and investment, especially in industries where a stronger Singapore dollar helps to lower
productions costs. The higher investment will promote growth and create employment
opportunities as AD increase. This will generate a multiplied increase in national income (actual
growth) and increase national output. Firms will demand for more labour to meet the higher demand
and hence creating more job opportunities. In the long term, LRAS increases with capital
accumulation from the investment. Potential growth ensues.

However, the policy fails to address the dampening impact on Singapore’s export competitiveness in
the service sector which contributes about two thirds of its national income. A strong Singapore dollar
would hurt Singapore’s exports of services as they do not benefit as much from lower imported input
prices as manufactured goods do. This could lead to a significant fall in net exports and a fall in
Singapore’s actual economic growth.

In conclusion, there is no single best policy to achieve a sustained economic growth. The government
has to use a combination of demand management policies, supply side policies and trade policy to
ensure that actual and potential growth go hand in hand.

While pursuing a sustained economic growth, the government also has to bear in mind the
opportunity costs of current growth and the possible ills that accompany economic growth such as
income inequality and higher levels of pollution. Therefore, the desired growth levels and the
appropriate policies to achieve the desired growth levels is a normative decision that the government
has to make. Additionally, the Singapore government should have policies to curb these problems
that may arise due to sustained economic growth. For instance, the government can provide
subsidies to low-income households to help them cope with the rising cost of living and to have
measures to help the children of these households climb the social ladder (e.g. bursary). All in all,
though attaining a sustained economic growth is good, achieving an inclusive growth would be even
better.
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Section A

Answer all questions in this section

Question 1
Changes in Higher Education

Extract 1: Mergers in higher education

Over the past half century, the UK’s higher education landscape has been shaped to a great extent by
university mergers and acquisitions. According to Lancaster University research, some 30% of higher
education institutions went through the process between 1994-5 and 2009-10. These include the
merger of “equals”, such as the link-up between the University of North London and London Guildhall
University to form London Metropolitan University; and the absorption of smaller specialist colleges or
schools (most commonly teacher training colleges or medical schools) by larger universities. All these
strategic moves were underpinned by the belief that the external environment favoured larger
institutions with broader and deeper subject coverage.

This year will see a significant addition to the tally, when the University of London’s Institute of
Education (loE) surrenders its status as an independent institution to become the newest and largest
faculty of University College London (UCL). The merger will allow two institutions with complementary
strengths to pool expertise and build cross-disciplinary work across the full range of higher education
while better supporting delivery of teacher training and ultimately pupil attainment in London. Boris
Johnson, Mayor of London, said: “With international competition to attract the brightest students from
around the world, this significant merger will further reinforce London’s status as a global leader in
higher education.”

However, as institutions seek to better survive by reinventing themselves and rationalising - making do
with just one administration and trimming the size of departments by bringing them together, the
upheaval experienced by staff and its negative effects on morale should not be underestimated. There
is a tendency that the larger the organisation becomes, the more remote the ordinary member of staff
will feel about any form of decision-making. Ultimately, mergers may cost more than they save.

Adapted from: www.timeshighereducation.co.uk; www.guardian.co.uk; and www.ucl.ac.uk,
accessed 3 Aug 2015

Extract 2: Reduction in subsidies for university education in the UK

A generation ago, students paid nothing for university education. Tony Blair then charged £3,000 in
2006 and David Cameron raised it to £9,000 in 2012. A spokesman for the government said: "We
believe the £9,000 fee allows universities to deliver high-quality teaching, with many institutions now
planning to invest more in improved teaching facilities for students." There is also more competition,
with new universities offering robust, no-frills degrees.

It seemed to stand to reason that the fees would deter all but the wealthiest families but now, four
years on, 592,000 students have applied for university, the highest ever. And not just the offspring of
the well-heeled: the number of teenagers from deprived backgrounds has also jumped to a record
high. Strikingly, 22% of deprived children in England have applied.

Sir Howard Newby, vice-chancellor of the University of Liverpool, said that the next step could see
universities able to charge as much as they want for courses, provided they subsidise the costs
incurred by students from poorer backgrounds. “The most rational way to deal with the financing of
higher education is to have fees which are uncontrolled, with no cap, but in return universities have to
make adequate provision for looking after students who can’t afford to pay that fee,” Sir Howard said.

3
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In this way, the English system is moving a step closer towards that of America, home to 22 of the
world’s top 30 universities. lvy League members are entirely independent of the US government, yet
operate a system of social outreach that no government could rival. Their admission system is needs
blind. Only once admitted is a student’s ability to pay considered: if students are rich, they’ll pay sky-
high fees. But if they're poor, they’ll be given what help they need to graduate. Using ingenious
fundraising techniques, US universities are now rolling in resources, with which they can poach
Britain’s best academics in what is becoming a global marketplace.

Sir Christopher Snowden, vice-chancellor of the University of Surrey and president of Universities UK
concurred that the £9,000 fee cap was not sustainable and should rise in line with inflation. His
comments follow a recent call from the vice-chancellor of Oxford University, Andrew Hamilton, for
undergraduate fees to be "more closely related to the true cost" of a degree at Oxford, £16,000. Last
month Prof Hamilton said the funding shortfall meant Oxford faced an annual funding gap of £70m.

Universities UK will publish a report next week on the future of university financing. This is expected to
look at how universities will fund a predicted 26% rise in demand for university places within the next
20 years. Universities Minister David Willetts has said a rising birth rate will mean the number of
university places needed will grow from 368,000 to 460,000.

Adapted from: www.timeshighereducation.co.uk; www.telegraph.co.uk; and www.bbc.co.uk, accessed
3 August 2015

Extract 3: Singapore Government’s subsidies to universities

The Government will continue to subsidise substantially the cost of university education to ensure that
it remains affordable to Singaporeans. Currently, the Government generally subsidises 75% or more of
the cost of education for general courses such as Engineering, Humanities and Social Sciences
provided by the autonomous universities, or about $76,000 to $105,600 for a four-year course per
student. Students are expected to bear their fair share of the cost of education as they are the prime
beneficiaries who would benefit from higher starting pay and successful careers after graduation.
Specialised courses such as Medicine and Dentistry cost much more than general courses and
students within these courses should therefore be prepared to pay higher fees.

However, MOE and the universities will ensure that no deserving students who are admitted to our
universities will be denied a place due to financial difficulties. There is a wide range of financial
assistance schemes — loans, bursaries, and work-study schemes — offered by the Government,
universities, foundations, private and professional organisations, community groups and self-help
groups. As such, a Singaporean student can obtain up to 100% of funding for fees and living expenses
through a combination of loans and bursaries.

University fee increases have been modest over the years. For example, this year's fee increase
(AY2010) for most undergraduate programmes is under 2% on an annualised basis. This is below the
average annual inflation rate of about 3% for the past three years. When economic conditions require
it, the universities have also chosen to defer fee increases, such as in AY2009 due to the global
economic crisis.

Source: www.moe.edu.sg, accessed 3 Aug 2015
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Figure 1: Government recurrent expenditure on education (‘000 SGD)
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Source: Ministry of Education (MOE), 2014
Questions

(@)

(b)
()
(d)

(e)

(i)  With reference to Figure 1, compare the trend in government expenditure on primary
and university education in Singapore between 1998 and 2013.

(i)  Explain one possible reason for the difference observed in (a)(i).

Explain one reason why the UK government favours mergers of universities.

Discuss whether mergers of universities ‘cost more than they save’.

‘A generation ago, students paid nothing for university education’. Explain the advantages
and disadvantages of this approach.

Discuss if you would recommend UK’s policy approach to reduce subsidies to university
education for Singapore.

[2]
[2]
[2]

[8]

[6]

[10]

[Total: 30]


http://www.EconsPhDTutor.com

Econs & Maths Tuition $15/hour! Visit: EconaPh D .com

Question 2
Uncertain US Economic Recovery
Extract 4: The US recovery is frustrating — but it’s the envy of the advanced world

The notion of the United States as a global engine is a reminder of what may now seem like an ancient
era. In the aftermath of the Great Recession, emerging economies like Brazil and China took the lead
role, but growth in those countries slowed as well. Economists caution that the US economy remains
fragile. And it's unclear if the US can lift up other struggling economies -- or will be pulled down by
them.

The optimists say the US can persist as an island of growth, in large part because of healthy
homegrown consumer demand. If consumer confidence remains high, the country can weather global
shocks — as it did during the Asian Financial Crisis in the late-1990s. Strong consumer demand at
home can even give a boost to other export-driven nations.

The US economy has been coming out of the recession by reliable consumer spending. But
Thursday’s data also came with an unexpected boost: The government, a negative drag in recent
years, is again lending a hand. In the latest quarter, it was a spike in defence spending that provided
the greatest lift. But more important, state and local governments — after a long period of austerity —
are now injecting significantly more money into the economy.

“The US is pretty well-insulated, mostly because exports play a fairly small role,” said Nariman
Behravesh, a chief economist at IHS. “By far, consumers are the most important factor, and the good
news is, US consumers are in pretty good shape as gas prices are down, home values are on the rise,
and there is an increasingly healthy debt-to-income ratio.”

Others say that the story of the economic recovery in the US is underway, yet uncertain. The US is still
vulnerable to unexpected global fluctuations — say, a larger-than-expected slowdown in China and
declining demand everywhere from France to Japan will trim US economic growth in the coming
quarters. Jobs are coming back, but millions are reluctantly accepting part-time work.

Adapted from www.washingtonpost.com, accessed on 23 Jul 2015
Extract 5: Federal Reserve still uncertain on when to raise interest rates.

Total US job creation for 2014 hit 2.95m, the Labor Department figures showed. The strong job growth
data reinforce the growing evidence that the US is powering ahead of other large economies and is
likely to increase the gap in growth rates in the first half of this year.

Investors are betting that the US Federal Reserve will raise interest rates this summer. The figures
showed a better than expected fall in the US unemployment rate from 5.8% to 5.6%, ahead of
predictions of 5.7%. Economists have warned that as unemployment continues to fall to the rate the
Fed considers normal — between 5.2% and 5.5% — pressure will build for interest rates to rise sooner
rather than later.

However, the low level of inflation, which remains below the Fed’'s target of 2%, is still an area of
concern for the Fed.

Source: www.ft.com, accessed on 20 Jul 2015
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Table 1: Selected US economic indicators from 2009 — 2014

2009 2010 2011 2012 2013 2014
Real GDP (% 2.8 2.5 1.6 2.3 2.2 2.4
change)
Unemployment 9.3 9.6 8.9 8.1 7.4 6.2
rate (%)
Labour Force 154.2 153.8 153.6 154.9 155.4 155.9
(Millions)
Inflation rate (%) -0.4 1.6 3.2 21 1.5 1.6

Source: World Bank, US Bureau of labour Statistics

Table 2: Trade Data between US and Rest of the World (Selected Countries) in 2014

Country Exports to US % of country’s | Imports from US | % of country’s

(in billions of GDP (in billions of GDP
USD) USD)

Vietnam 30.6 16.5 5.7 3.1

Russia 23.6 1.2 10.7 0.5

UK 54.4 1.8 53.8 1.9

Singapore 16.4 5.3 30.5 9.9

Japan 133.9 2.9 67.0 1.5

Source: US Census Board & World Bank

Table 3: Russia: selected economic indicators 2010 — 2013

2010 2011 2012 2013
GDP growth (annual %) 4.5 4.3 3.4 1.3
Inflation, consumer prices (annual %) 6.9 8.4 5.1 6.8

0,

Unemployment, total (% of total labor 73 6.5 55 56
force)
Current account balance (BoP, current
USS$ billion) 67.5 97.3 71.3 34.1

Source: The World Bank
Extract 6: Russia’s economy

Russia is one of the world's leading producers of oil and natural gas and is also a top exporter of
metals such as steel and primary aluminium. Russia's manufacturing sector is generally uncompetitive
on world markets and is geared toward domestic consumption. Russia's reliance on commodity
exports makes it vulnerable to boom and bust cycles that follow the volatile swings in global prices.

The economy, which had averaged 7% growth during 1998-2008 as oil prices rose rapidly, was one of
the hardest hit by the 2008-09 global economic crisis as oil prices plummeted and the foreign credits
that Russian banks and firms relied on dried up. Slowly declining oil prices over the past few years and
difficulty attracting foreign direct investment have contributed to a noticeable slowdown in GDP growth
rates.
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In late 2013, the Russian Economic Development Ministry reduced its growth forecast through 2030 to
an average of only 2.5% per year, down from its previous forecast of 4.0% to 4.2%. In 2014, following
Russia's military intervention in Ukraine, prospects for economic growth declined further, with
expectations that GDP growth could drop as low as zero.

Faced with mounting uncertainty over the immediate future of the Russian economy, investors have
been piling out of the rouble. As a result, the rouble has fallen sharply against the dollar, hitting record
lows against the US currency.
In a drastic attempt to stem the rouble sell-off, Russia’s central bank raised interest rates to 17.5%
from 10.5%. It was the biggest one-day increase since the 1998 financial crisis that plunged Russia
into recession and shook stock markets around the world.

Source: CIA-The World Fact Book, The Guardian
Questions

(@) Compare the trend of unemployment rate and inflation rate in the US from 2011 to 2014. [2]

(b) Explain why the Federal Reserve should not increase interest rates until:

(i) inflation rate increases to 2%. [2]
(i) unemployment rate falls to between 5.2 and 5.5%. [2]
(c) (i) Explain how an increase in interest rate will lead to an increase in the external [2]

value of the US dollar.

(i)  With reference to Table 2, assess the extent to which standard of living in different

countries will improve with an increase in interest rate in the US. [8]

(d) (i) Explain why “the economic recovery in the US is underway, yet uncertain”. [4]
(i) Discuss if the US economic recovery is the most relevant factor on whether the

Russian government should focus on growth. [10]

[Total: 30]

End of Paper
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Answer three questions in total.

Section A

One or two of your three chosen questions must be from this section.

1. Trouble continues to brew within the Malaysian government. The internal squabbles and
allegations of corruption at the highest level have created much uncertainty for foreign
investors. While the recently implemented Goods and Services Tax of 6% is seen as a more
stable source of revenue for the Malaysian government, shops are bracing themselves for
the impact. To make matters worse, the number of shoppers from Singapore has taken a hit
due to a 400% increase in Causeway toll charges.

With the use of demand and supply analysis, discuss the impacts of the factors mentioned
on different markets. [25]

2.  Singapore raised excise duties on alcohol by 25% and banned alcohol from being sold in
retail shops or consumed in public places from 10.30pm to 7am. The measures were
deemed necessary as people often drink excessively, unwittingly harming themselves as
well as causing fatal traffic accidents.

(a) Explain the reasons for government intervention in the market for alcohol [10]

(b) Discuss the relative effectiveness of taxation and legislation in curbing the consumption
of alcohol. [15]

3. (&) Explain why firms may practise pﬂﬁzemmﬁiation domestically and internationally. [10]

(b) Discuss whether price discrimination is always undesirable from a society’s point of view.
[13]
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Section B
One or two of your three chosen questions must be from this section.
4. Businesses cannot rely on low-cost, low-skilled foreign manpower to achieve its economic
aims. Thus, Singapore has reduced its foreign manpower quota to encourage companies

to invest in technology and to bring about a more equitable and efficient allocation of
resources.

LABOR COST, LABOR PRODUCTIVITY AND GDP GROWTH

2011 2012 2013 2014
Percentage change

UNIT LABOUR COST INDEX OF

OVERALL ECONOMY 17 34 24 35
LABOR PRODUCTIVITY 2.3 -0.5 0.3 -0.8
GDP GROWTH 6.0 3.0 4.0 3.0

Source: Singstat.gov.sg and Mof.gov.sg, last accessed 29 July 2015
Discuss the view that improving labour productivity alone will achieve the economic aims of
Singapore. [25]
5. China recorded GDP growth of 7.7% in 2013, its lowest in the last decade, and this trend is
expected to stay.
(a) Explain the impacts of the above development on price stability in Singapore. [8]
(b) Discuss whether domestic or external factors are more likely to limit the effectiveness

of exchange rate policy in achieving price stability in Singapore. [17]

6. The Trans-Pacific Partnership (TPP) is a proposed trade agreement that aims to expand
the flow of goods, services and capital among its members. Its critics, however, warned of
damage to domestic workforce from outsourcing and offshoring and are clamouring for
more protection for workers.

Assess the economic case for these two approaches amidst the current global economic
uncertainty. [25]

End of Paper
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CS0O 1 Changes in Higher Education

(@) i. With reference to Figure 1, compare the trend in government expenditure on
primary and university education in Singapore between 1998 and 2013. [2]

e Similarity: Both government expenditure on primary and university education in
Singapore increased between 1998 and 2013. (1m)

o Difference: The increase in government expenditure on university education was
greater than that on primary education. (1m)

Other possible answers:

Increase in expenditure on primary education was gradual while increase in expenditure on
university education saw more fluctuations.

ii. Explain one possible reason for the difference observed in (a)(i). [2]

The number of students entering university in Singapore has increased more than the
number of students entering primary school which has remained relatively stable due to
the low birth rate. In contrast, the proportion of students who qualify for a place at the local
universities has increased significantly over the years.

Other possible answers:

The expenditure on university education on a per student basis has increased more than
that for primary education due to the significant increase in expenditure on creating the
new universities as well as on research and other facilities in the universities.

(b) Explain one reason why the UK government favours mergers of universities.

[2]

The UK government favours mergers of university as it can “better support delivery of
teacher training and ultimately pupil attainment in London” (Extract 1). With mergers, UK
universities would be able to reinforce UK’s status as a global leader in higher education.
This would help them attract the brightest students from around the world. In the long run,
this will improve the quality of labour factors as well as improve the quality of UK goods
and services, achieving both actual and potential growth.

(c) Discuss whether mergers of universities ‘cost more than they save’ [8]
There are two types of mergers of universities mentioned in Extract 1. Universities may
undergo a merger of "equals" or larger universities may absorb smaller specialist colleges.
Such mergers may or may not allow universities to enjoy cost savings.

As universities undergo a merger, they are likely to be able to 'pool expertise and build
cross-disciplinary work' (extract 1). Prior to the merger, if universities wanted to broaden
the scope of subjects they offer to students or embark on cross-displinary research, there
was a need for universities to collaborate with one another through discussions and
contractual agreements which may take a long time to establish. Once the merger has
been completed, the universities can now pool expertise and conduct cross-dsplinary
research more easily and enjoy cost savings (i.e. time cost).

Property of Anderson Junior College Economics Department 2015 Page 1
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Furthermore, a merger allows the formation of 'one administration and the trimming of
departments'. There will now be less overlap in the work done and the personnel hired by
the universities. Also, instructions handed down to ordinary member staff would also be
clearer and the decision making process will be made faster with only one administration
instead of two. Hence, this will lead to costs savings for the university as they will now be
able to provide the same level of services with less labour and with less time delays.

However, mergers may also lead to higher costs experienced by universities. As the
university become larger, it may lead to management problems of coordination and control,
as ‘ordinary staff members feel more remote about any form of decision making’. Hence,
inefficiencies may go unchecked and this may result in higher costs incurred by the
university. Also, there may be a loss in morale due to the significant changes experienced
by the staff due to the merger, i.e. a loss in identity. This may lead to poor motivation and
shoddy work, resulting in higher costs to correct such problems.

Nonetheless, it is likely that university mergers will not cost more than they save. Given
that there are reductions in subsidies for UK university education provided by the
government, universities would have the incentive to pursue continual improvement and
ensure that they are operating on the least cost possible. Hence, it is likely that universities
would put in measures to ensure that staff welfare and morale is well taken care of in the
midst of such significant changes.

(d) ‘A generation ago, students paid nothing for university education’. Explain the | [6]
advantages and disadvantages of this approach.
When students paid nothing for university education, this suggests that there was a

subsidy provided by the government. This full subsidy provided by the government can be
evaluated on grounds of efficiency and equity.

A key advantage of this approach is that the access to university education is no longer
subjected to the ability of students to pay. It is inevitable that income inequality will exist in
the market for university education. By providing university education for free, willing
students from poorer backgrounds are also able to enjoy the benefits of university
education, such as the opportunity to gain employment with higher wage rates. Hence, this
would result in a more equitable distribution of university places and an equitable
distribution of income as these students earn higher incomes in the future.
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Cost/Benefit

Dy MPC = MSC

E : I « Quantity of university
Q; Qs Q “" education consumed
MPB’
MPB

Another advantage of such an approach is that there is a more efficient allocation of
resources towards the attainment of university education. As explain in d(i), positive
externalities from higher education result in the under-allocation of resources to university
education and subsidies are thus required. As illustrated in figure 1, if the MPB=MPC=0 at
Qs, the amount of subsides required would be equivalent to the full amount of positive
externality at Qs and education should cost nothing to achieve allocative efficiency.

However, if the level of MPB was at MPB’ and university education was provided for free,
there will be an over-consumption of university education beyond the social optimal level of
consumption (consumption will be at Q1 > Qs). As such, providing university education for
free would lead to an over-allocation of resources to the attainment of university education
and a resultant net cost to society by the triangle CDE.

Furthermore, the government provision of a full subsidy has led to a case of government
failure where the government’s efforts in correcting the under-consumption of university
education, has led to a larger deadweight loss to society than before. For example,
resources that could have been diverted to other markets in the economy to support the
consumers from low income backgrounds are now over-allocated to the market for
university education. Hence, this may lead to worsening equity as well as inefficiencies on
the economy level.

Moreover, since university education is free for consumers, universities may not have the
ability to deliver higher quality teaching or improve teaching facilities for students. For
instance, by levying a £9000 fee would allow universities to deliver high-quality teaching,
with many institutions now planning to invest more in improved teaching facilities. Hence,
providing university education for free may result in a loss of students’ welfare due to the
sluggish development.
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(e) Discuss if you would recommend UK’s policy approach to reduce subsidies to university | [10]
education for Singapore.

As explained in (d), subsidies are provided to reach the socially optimal level of university
education. In Singapore, the Government continues to provide a high level of subsidies
(75% or more of the cost of education for general courses) whereas the UK Government
has been reducing subsidies and increasing fees from zero to £9,000 in 2012.

UK’s policy approach may be recommended as significant benefits of a university degree
accrue to the individual in terms of “higher starting pay and successful careers after
graduation” while the positive externalities are smaller. In other words, PMB is large while
the extent of the EMB is small. In such a case, the Singapore government may have
overvalued the amount of positive externalities and over-subsidised university education.
This will lead to over-consumption of university education at Q; beyond the socially optimal
level of consumption Qs, resulting in net cost to society by the triangle CDE.

Furthermore, overconsumption of university education can result in dilution of the value of
university degrees and even future under- and unemployment of university graduates.
Therefore, to achieve efficiency both in the short-term and in the long-term, the Singapore
government should reduce subsidies by the amount GF to reach socially optimal level of
university education.

Cost/Benefit
\ MPC = MSC
MPCreducedsub
MPCsub

MSB

MPB

< Quantity of university

I I ' - education consumed
Q Q Q

Also, given that university fee increases have generally been “below the average annual
inflation rate in Singapore”, the subsidy (area HDFG) that has to be provided by the
government “may not be sustainable in the long term and should rise in line with inflation”.
Furthermore, the ageing population in Singapore would require increasing healthcare
expenditure and to maintain fiscal sustainability, it is recommended that Singapore reduces
subsidies for university education.

Nevertheless, the positive externalities in Singapore from higher education may be larger
than other countries. Increased knowledge capital of university graduates help to drive
productivity gains which spill over and raise wages even for non-university graduates. In a
resource-scarce, knowledge-based economy like Singapore, university education is crucial
in driving economic competitiveness, allowing it to compete on the frontier of innovation in
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an increasingly dynamic global environment. Thus, if the positive externalities are indeed
high in Singapore’s case and the current subsidy levels are equivalent to the amount of
positive externalities, UK’s policy approach to reduce subsidies would not be
recommended as it is inappropriate to the context of Singapore and would instead lead to
welfare loss.

In addition, if subsidies were reduced, lower-income groups may not be able to afford
university education or may decide not to pursue university education as they have heavy
financial responsibilities that compel them to enter the labour market as soon as possible.
With the rich students receiving university education and thus higher pay and successful
careers in future while the poor students continue to only be engaged in low-wage jobs, the
income inequity in Singapore will worsen. Reducing subsidies is thus not recommended.

However, “lvy League members are entirely independent of the US government, yet
operate a system of social outreach that no government could rival’. Thus, it is still
possible for Singapore to reduce subsidies and leave universities to “use ingenious
fundraising techniques to roll in resources” like in the US while working with the various
institutions to publicise existing “financial assistance schemes”, and to encourage more
students from low-income families to take them up. This would ensure that eligible
students are receiving the available support and not unduly burdened by the financing of
their education.

On balance, it is still recommended that Singapore reduces across-the-board subsidies to
everyone and provide more targetted assistance instead where “bursaries and loans are
given to low-income families that require them while rich students pay the full cost of
education”. This will not only help to reduce the government spending on subsidies which
can then be diverted to funding other social expenditure with higher net benefit but also
reap greater “value relative to investment” as the positive externalities from allowing
talented and motivated low-income students to earn university degrees before joining the
labour market may be larger than that for a well-off student. Such an option would be more
equitable, efficient and make better use of taxpayers’ money.
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CSO 2: Uncertain US Economic Recovery

(a)

Compare the trend of unemployment rate and inflation rate in the US from 2011 to [2]
2014.

From Table 1

(S): Both unemployment rate and inflation rate generally decreased.

(D):Unemployment rate has been consistently decreasing while inflation rate experienced an
increase from 2013-2014

(b)

Explain why the Federal Reserve should not increase interest rates until:

(i) |inflation rate increases to 2%. [2]

An increase in interest rates will reduce C and | due to higher costs of borrowing. This will reduce
AD.

As shown in Extract 5, the inflation rate of US is very low — below target of 2%/ falling inflation
rate till 1.6% in 2004 as shown in Table 2. Given such low inflation rate, a fall in AD might lead to
deflation. Consumers would delay consumption due to lower future expected prices which will
lead to a fall in the real national income, impeding growth.

(i) | unemployment rate falls to between 5.2 and 5.5%. [2]

Table 2: although unemployment rate is falling, it remains high at 6.2% in 2014. A fall in AD will
significantly result in high demand deficient unemployment, worsening the already high
unemployment in US.

(i) | Explain how an increase in interest rate will lead to an increase in the (2]
external value of the US dollar.

Increase in interest rate will lead to an increase in short term capital inflows which will result in
rise in demand for US currency. Thus, the external value of the US dollar will rise/ appreciate.

(i) | With reference to Table 2, assess the extent to which standard of living in
different countries will improve with an increase in interest rate in the US. [8]

Standard of living (SOL) refers to the level of subsistence and comfort in everyday life enjoyed by
a community. To ascertain standard of living, there’s a need to look at both the material as well
as non-material aspects. Material standard of living looks at material comfort as measured by the
goods and services available to the population while non-material standard of living looks at the
intangible aspects that make up human life, such as leisure, safety, physical health,
environmental quality issues, etc.

An increase in interest rate in the US will lead to an appreciation of US dollar as explained in part
(i). Hence, the foreign price of US exports rises and domestic price of imports into US falls.

P1: SOL in some countries will improve to a larger extent

As the domestic price of imports into US is lower, US consumers will switch to purchasing
imports. This result in an increase in US’s import expenditure which will mean an increase in
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export revenue of US’s trading partners.

From Table 2, Vietnam'’s export to US takes up 16.5% of GDP which is relatively significant as
compared to other countries. Hence export revenue for Vietnam will increase to a relatively large
extent. Real national income increases, leading to an increase in material SOL by a greater
extent as they are able to consume more goods and services.

With economic growth in Vietnam, more resources are likely to be allocated to improve the
healthcare facilities and education services. This would lead to longer life expectancy, lower
mortality rate and higher literacy rate, hence improving the non-material SOL significantly.

However, with increased production in the economy, this may lead to more pollution which will
worsen the quality of life for the people, thus lowering non-material SOL.

P2: SOL in other countries will improve to a smaller extent

However, if exports take up a relatively insignificant percentage of GDP, the impact of increase in
export revenue on GDP is minimal.

From Table 2, Russia’s export to US takes up 1.2% of GDP which is the least as compared to
other countries. Hence export revenue for Russia will increase by a smaller extent, hence
increasing real national income and thus material SOL by a smaller extent.

Alternative P2: SOL in other countries will not improve

On the other hand, SOL may fall due to increase in interest rate in US. Appreciation of USD
means that foreign price of US exports increases. This means that for countries which imports
from US, they will face a higher imported price.

From Table 2, Singapore’s import from US takes up 9.9% of GDP which is the most as compared
to other countries. Higher price of US’s imports into Singapore will increase cost of production in
Singapore, resulting in a fall in SRAS and hence real national income. Thus, material SOL
decreases in Singapore.

With a fall in real national income, there may be less resources allocated to improve healthcare
facilities and education services, hence leading to lower life expectancy and literacy rate and thus
non-material SOL.

Evaluation:

On the whole, it is difficult to assess the overall effect on the SOL in different countries due to
missing information in Table 2. More information will be required to have a comprehensive
assessment of the SOL. For example, if the gain from the export revenue is only limited to those
in the export industry which is not distributed across the economy, the SOL of some citizens may
not increase at all. Hence it is difficult to assess if the SOL has actually improved.
Comprehensive measures such as GINI coefficient and Human Development Index could also be
included for better assessment of SOL in the countries.

In addition, whether SOL improves in different countries depends on the existing policies in the
countries. If the countries already have existing policies to address issues such as pollution, the
non-material SOL may not deteriorate as much.
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(d)

(i) | Explain why “the economic recovery in the US is underway, yet uncertain”. [4]

As shown in extract 4, there was an increase in consumption expenditure due to higher
consumer confidence as well an increase in government defence spending. This leads to an
increase in AD and hence real national income, indicating a US economic recovery is
underway.

However, the recovery is uncertain as the US is still vulnerable to external shocks. For
example, as stated in extract 4, a slowdown in its trading partners will mean that there will be
a fall in demand for US exports, which will reduce AD and result in a fall or even negative
growth.

(i) | Discuss if the US economic recovery is the most relevant factor on whether
the Russian government should focus on growth. [10]

Russia is suffering from falling economic growth rates, a high inflation rate as well as a worsening
current account, as shown in Table 3. Thus, Russia has to make a choice on whether to focus on
growth, or to focus on other issues. Russia may choose to focus on growth as a continual decline
in economic growth will lead to fall in purchasing power as well as a fall in the standard of living in
Russia.

(Note: It is possible to argue that Russia should not focus on growth and use this as a basis for
further discussion.)

P1: US economic recovery is arelevant factor on whether Russia should focus on growth

As the US economy recovers, more foreign direct investors may be drawn to invest in the US
economy due to the higher demand and higher profits that they can enjoy in the US economy.
Thus, Russia will need to focus on growth (which will provide higher and more stable profits for
investors) so that there will not be a massive outflow of FDI from Russia, which will worsen its
BOP as well as a further depreciation of the Russian Rouble.

(For students whose premise is that Russia should not focus on growth, they could argue for the
following under P1

US economic recovery will bring about an increase in demand for Russian exports, thereby
increasing AD and RNY. Even though US may not a main trading partner of Russia, the recovery
of US will also bring about recoveries in other world economies who may be bigger trading
partner of Russia, such as China. The recoveries of these economies will help to bring about
growth in Russia through higher export demand. Thus, Russia should not focus on growth, but on
other macroeconomic aims instead )

P2a: US economic recovery is not a relevant factor on whether Russia should focus on
growth

Moreover, a US recovery will have little impact on Russia since Russia’s exports to US takes up
only 1.2% of country’s GDP as shown in Table 2. In other words, even if US were to recover and
import more from other countries, Russia is unlikely to benefit much from it. Thus, Russia cannot
rely on the US recovery to bring about Russia’s economic growth and therefore, Russia should
focus on achieving growth using its own economic policies
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As stated in extract 4, the US economic recovery is uncertain. Thus, it may be too risky for
Russia to base its economic decision on a US economic recovery when it cannot be sure if the
economic recovery is going to happen. Thus, the US economic recovery will not be a relevant
factor on whether the Russian government should focus on growth.

P2b: Other factors are more relevant

Conflict in macroeconomic objective: If Russia focuses on addressing slower growth through
expansionary demand management policies, this may result in conflicts with other goals, such as
price stability. Such expansionary policies will increase AD and exacerbate the inflation in Russia
, Which is already at 7.8% as stated in in Table 2. This conflict in macroeconomic object may
thus be a more relevant factor on whether Russia should focus on growth.

Relative severity of the different macroeconomic problems: Although growth is declining in
Russia, it is still positive. On the other hand, the inflation rate is high and continues to increase.
Thus there may be a more urgent need to address inflationary pressures in the country instead.

Expectations of future commodity prices: As Russia is a leading producer of commodities
(Extract 6), the fall in commodity prices is one of the major factor why Russia is suffering a fall in
economic growth. If commaodity prices are expected to increase in the future, the Russian
economy should recover without government intervention. Thus, the Russian government could
thus decide to focus on objectives other than growth.

EV: As a major world economy, the US economic recovery will affect may countries, either
directly or indirectly. The interconnectedness of the world economies will surely mean that Russia
must take into account the state of the US recovery. However, it will be difficult to decide which
the most relevant factor is as some of the factors discussed above are interconnected. For
example, A US economic recovery will increase the demand for commodities, leading to an
increase in prices. Thus, even though the expectation of future commodity prices may be an
important factor, this expectation is also dependent on the US economic recovery.

Property of Anderson Junior College Economics Department 2015 Page 9


http://www.EconsPhDTutor.com

Econs & Maths Tuition $15/hour! Visit: EconaPhD Tultor.com

Suggested Answer for AJC H2 Prelims 2015

1. Trouble continues to brew within the Malaysian government. The internal squabbles and
allegations of corruption at the highest level have created much uncertainty for foreign
investors. While the recently implemented Goods and Services Tax of 6% is seen as a more
stable source of revenue for the Malaysian government, shops are bracing themselves for the
impact. To make matters worse, the number of shoppers from Singapore has taken a hit due to
a 400% increase in Causeway toll charges.

With the use of demand and supply analysis, discuss the impacts of the factors mentioned on
different markets. [25]

Suggested Answer

The various factors have reduced both demand and supply of normal goods in Malaysia and other
countries. The extent of impact on different markets will differ depending on the price and income
elasticities.

Demand for a product refers to the quantity which a consumer is willing and able to buy at every
price level, in a specified time period, ceteris paribus. Supply refers to the quantity which producers
are willing and able to make available for sale at different prices in a specified period of time, ceteris
paribus.

The two factors that will affect demand for various goods and services are the uncertainty for foreign
direct investors as well as the increase in Causeway tolls.

The political instability and allegations of corruption have negatively impacted business confidence
and stability of the investment environment. Investment expenditure falls due to lower business
expectations of profits and stability. One market that is affected is the labour market. With falling
investment expenditure, firms involved in the production of capital goods will experience unplanned
stock accumulation. They will reduce their output and employ fewer factors of production, including
labour. This fall in derived demand for labour will cause the equilibrium wage rate and quantity of
labour to fall.

Real national income falls at the same time as aggregate demand falls, leading to lower purchasing
power. The impact of a fall income levels on other markets depends on the income elasticity of
demand (YED) for the good. YED measures the degree of responsiveness of the quantity demanded
of a good to a change in income, ceteris paribus. For normal goods such as general merchandise
and groceries, the income elasticity of demand (YED) is positive. With lower income levels, the
demand for normal goods will fall due to a fall in purchasing power. In these markets, there will be
fall in equilibrium price and quantity, leading to lower total revenue for the producers.

The fall in demand for luxury goods such as organic food products and luxury fashion items, which
are income elastic, will be larger than for necessities such as basic food items and utilities, which
are income inelastic (0 < YED < 1). Thus, the market for luxury goods will see a sharper fall in
equilibrium price and quantity as compared to necessities.

On the other hand, inferior goods, such as instant noodles, have negative income elasticity (YED <
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0). Hence the fall in income levels will result in an increase in demand as consumers switch from
more luxurious substitutes, such as restaurant meals, to consume more instant noodles. In the
market for inferior goods, equilibrium prices and quantity are likely to increase due to the increase in
demand.

Furthermore, the large increase in toll charges (the charges that motorists pay when entering
Malaysia) have also resulted in a reduction in the number of tourists from Singapore as it is now
more expensive to travel by car to Malaysia for shopping and holidays. With fewer shoppers, both
normal goods and inferior goods will experience a fall in demand.

Overall, normal goods are likely to experience a significant fall in demand due to the fall in income
and increase in toll charges. However, inferior goods are likely to experience an increase in demand.
This is because the shoppers and tourists from Singapore are more likely to be purchasers of normal
and luxury goods when they travel to Malaysia. Hence the fall in demand for inferior goods due to
the impact of the rise in tolls is not likely to outweigh the rise in demand due to a fall in income.

With the fall in demand for normal goods, the final impact on the market for various types of normal
goods depends on the price elasticity of supply (PES). PES measures the degree of responsiveness
of the quantity supplied of a good to a change in its own price, ceteris paribus.

The PES varies depending on the level of stocks and how easily they can be produced within a short
period of time. Manufactured products such as toothpaste and soap are likely to have price elastic
supply (PES > 1) as firms can keep larger quantities of stock and can be produced by factories
relatively quickly. This means that there is a more than proportionate decrease in quantity supplied
relative to a fall in price=

On the other hand, products such handmade luxury items such as bespoke clothing require a longer
period of production as the material has to be made and crafted by hand, hence is also likely to have
price inelastic supply i.e. PES < 1. This means that there is a less than proportionate increase in
quantity supplied with a fall in price due to the fall in demand.

The implementation of the Goods and Service Tax (GST) of 6% will increase the cost of production
as part of the tax burden will fall on producers, thereby reducing supply. GST is a form of indirect, ad
valorem tax that is charged for every unit of good sold. However, the impact on inferior goods and
necessities may be less significant as the government may choose to reduce the amount of GST
taxable for necessities and inferior goods.

With the changes in supply, the final impact on the various markets depends on the price elasticity of
demand (PED) of the different goods and services. PED measures the degree of responsiveness of
the quantity demanded of a good to a change in its own price, ceteris paribus. It is shown by a
movement along the demand curve and is calculated by the formula:

The proportion of income spent on basic food items like rice and cooking oil is generally small, and
there are few alternatives available. Hence the demand for such necessities and inferior goods are
likely to be price inelastic (PED < 1). The impact of the GST implementation will result in a less than
proportionate fall in quantity demanded relative to the increase in price. In contrast, the demand for
goods and services such as cars and branded imports are likely to be price elastic (PED > 1) as the
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proportion of income spent on these products are significant. The impact of the GST implementation
will result in a more than proportionate fall in quantity demanded relative to the increase in price.

(Note: In reality, GST in Malaysia is not implemented on certain necessities such as rice.
Nonetheless, the student is not expected to know this and analysis related to this aspect was not
penalized for being factually inaccurate)

As shown in Figure 1 below, the overall impact of the various factors on luxury goods is a fall in
equilibrium price and quantity for luxury goods. Demand in falls from D4 to D,, and supply falls from
S; to Sy, with demand likely to fall more than supply due to the combined impact of the tolls and fall
in income. This is likely to be especially so for luxury goods and services in areas nearer to the
Causeway, such as Johor, as they are likely to have a larger proportion of consumers from
Singapore than areas further north.

Price of

luxury

goods S,

A Sl

Figure 1: Luxury goods experience a
fall in equilibrium price and quantity

Quantity
> of luxury
aoods

As shown in Figure 2 below, the overall impact of the various factors on necessities is an increase
in equilibrium price and fall in equilibrium quantity (from P4 to P, and Q; to Q,. Demand falls from D;
to Dy, and supply falls from Sy to S,, with demand due to the relatively smaller impact of falling
incomes and of the causeway tolls.
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Price of
necessities
A S,
P, Figure 2: Necessities experience an
- increase in equilibrium price and fall
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As shown in Figure 3 below, the demand for inferior goods increases while the supply falls. As the
increase in demand is likely to outweigh the fall in supply, the result is a significant increase in
equilibrium price (P4 to P,) and a slight increase in equilibrium quantity (Q, to Q). This is likely to be
the case as GST is not imposed on certain necessities in Malaysia.

A Price of inferior

goods
N e
e R kil
Quantity of
D, inferior
goods

v

Figure 4: An increase in equilibrium price and quantity of inferior goods

Certain markets in Singapore may also be affected. Goods and services in Singapore can be seen
as substitutes to those in Malaysia (especially those in Johor Bahru), hence with the cross-elasticity
of demand is positive. Cross elasticity of demand measures the degree of responsiveness of the
quantity demanded of good X to a change in the price of good Y, ceteris paribus. With the increase
in prices of necessities and inferior goods in Malaysia, consumers may choose to stay in Singapore
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and switch to the now relatively cheaper substitutes, such as choosing to do grocery shopping in
local supermarkets and to eat at hawker centres, thereby increasing the demand for these products.
The equilibrium price and quantity of such products will both increase. However, the increase in
demand is not likely to be highly significant as the degree of substitutability is not very high, as
consumers require much time and hassle to travel between the two places.

In conclusion, the various factors in Malaysia impact different markets differently. Luxury goods
experience a fall in equilibrium price and quantity, while inferior goods experience the opposite. The
equilibrium quantity of necessities fall but the equilibrium prices increase. While the extent of the
changes in price and quantity in the different markets differ due to the differences in elasticities, the
markets that depend heavily on Singaporean consumers and foreign direct investment are likely to
be affected more than markets that do not. In the long run, the impact on different markets is also
likely to vary due to changes in other factors, such as possible government intervention, and to the
political scene. With a further worsening of the political situation, it is likely that demand for all goods
and services in Malaysia will fall due to worsening consumer confidence thereby negatively reducing
price and quantity, as well as total revenue.
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2.  Singapore raised excise duties on alcohol by 25% and banned alcohol from being sold in retail
shops or consumed in public places from 10.30pm to 7am. The measures were deemed
necessary as people often drink excessively, unwittingly harming themselves as well as causing
fatal traffic accidents.

(a) Explain the reasons for government intervention in the market for alcohol [10]
(b) Discuss the relative effectiveness of taxation and legislation in curbing the consumption of
alcohol. [15]

Suqggested Answer for Part (a)

The government intervened in the market for alcohol due to imperfect information and existence of
external costs.

Consumers of alcohol will only consider their private marginal cost (PMC) and private marginal
benefit (PMB) in consuming alcohol. The private cost of alcohol consumption includes the price of
alcohol while the private benefit includes the satisfaction from consuming alcohol, such as being able
to de-stress. If left to the free market, consumers would be consuming up to the quantity where their
PMB equates PMC at Qe, as shown in Fig 1 below.

As stated in the preamble, “people often drink excessively, unwittingly harming themselves”. This
could be because they didn’t factor in the true health costs of excessive alcohol consumption such as
the cost of possible damage to the liver due to excessive drinking. Because of the existence of
imperfect information on the actual private cost to the consumers, there is a divergence between the
perceived and actual PMC. Actual PMC is shown in the diagram as PMC’. Hence at the level of
consumption determined in the free market, i.e., Qe, the PMB is lower than the actual PMC. This
means that society values an additional unit of alcohol consumption less than what it costs society to
consume it. The consumers’ optimal consumption of alcohol is at Qp where PMB equates PMC’.
Hence if left to the free market, there will be an over-consumption of Qe — Qp as a result of imperfect
information. There’s therefore a need for government to intervene for this reason.

In addition, there are also negative externalities associated with alcohol consumption. Examples of
the external cost are the harm/violence towards the surrounding members of the public as the
drinkers become easily aggravated and lost control of themselves. The surrounding members of the
public may need to bear treatment cost as a result of the assault. In addition, when those who drink
drive, their negligence may result in accidents; even fatal ones, as stated in the preamble. The cost
inflicted on other road users or pedestrians are the treatment cost or even cost associated with loss of
lives.

Because of the external cost, there is a divergence between social marginal cost (SMC) and PMC. At
the level of consumption in the free market, the social marginal cost is greater than social marginal
benefit (SMB). Society values an additional unit of alcohol less than what it costs society to consume
it. The socially optimum level of consumption is at Qs, where SMB=SMC. There’s therefore a
situation of over-consumption, resulting in a deadweight loss as shown by the shaded area. Society’s
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welfare is not maximised at Qe. There's a need to allocate less resource to the consumption of
alcohol until the socially optimum level of consumption could be attained at Qs. There’s a need for the
government to intervene to ensure this outcome.

Cost/Benefit SMC

,T\

PMC

Fig 1

PMB = SMB
> Qty of alcohol

Suqggested Answer for Part (b)

How taxation works:

A tax that is imposed by the amount of the external marginal cost at the socially optimum level of
consumption would increase the private marginal cost of consuming alcohol. This would reduce the
consumption of alcohol to the socially efficient level and remove the deadweight loss indicated in
Figure 1 earlier.

How legislation works:

The ban on the sale of alcohol from retail shops and the ban on consumption of alcohol at public
places from 10.30pm to 7am directly reduces consumers’ access to alcohol and reduces the
likelihood of external cost being inflicted on members of the public when drinkers drink in public areas
respectively, and helps to achieve the socially optimal quantity of consumption.

Perspective 1: Taxation > Legislation (Effectiveness of Taxation vs Limitation of Legislation)

Taxation works with the market forces. It maintains consumer sovereignty since consumers are still
able to decide where and how much of alcohol they would like to consume. However, legislation
works against the free market as it forces consumers to behave in a certain manner. For example, as
stated in the preamble, it is illegal in Singapore to drink in public places from 10.30pm to 7am. This
measure force consumers to drink elsewhere; they don’t have the freedom to drink in public places.
The banning of the sale of alcohol in retail shops also directly reduces consumers’ access to alcohol
during the stated hours.
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Taxes can also be easily adjusted according to the level of external cost. As seen in the preamble,
the government could easily adjust the tax upwards as the incidence of fatal traffic accidents
increase. Changing of legislation and law however, would require more resource in dissemination of
the information to the public; otherwise the people could simply claim ignorance if they are found to
be breaking the rule.

The revenue from taxes would also improve the budget balance. The revenue could be used to fund
public projects to create more awareness of the harm from excessive consumption of alcohol. This
would be necessary to continue to curb the issue in the long run. On the other hand, legislations are
costly in its enforcement. There’s a need to mobilise resource such as police patrols to monitor and
ensure that the legislation is adhered to. This would put a strain on the government budget instead,
and perhaps the resource could have been better channelled elsewhere.

In addition, the ban only occurs during certain from 10.30pm to 7am. Consumers will still be able to
purchase the alcohol prior to the ban and consume the alcohol in private places during the ban, and
subsequently go to public places. Thus, the amount of alcohol consumed may not be reduced
significantly and the external costs associated with the consumption of alcohol may not be reduced.

Perspective 2: Taxation < Legislation (Effectiveness of Legislation vs Limitation of Taxation)

However, there are also merits of legislation over taxation. Legislation would directly ensure that the
socially optimum level of alcohol consumption could be attained. By banning consumption of alcohol
in public areas from 10.30pm to 7am, consumers will not be able to consume alcohol at public areas
at the stated hours, and since most of the external cost to third parties are inflicted during the stated
hours, the external cost such as disturbances on members of the public is directly curbed with
certainty; given proper enforcement of the law. On the other hand, there’s uncertainty in the outcome
of taxation, as whether the socially optimum level of consumption can be obtained depends on the
price elasticity of demand for alcohol. Changes in the value of PED would mean that the
government’s estimated tax rate may not help in bringing consumption to the socially optimum level of
consumption.

In addition, if the extent of external cost is large, it is administratively easier to just ban the activity. It
is more cost effective to ban the sale of takeaway alcohol from 10.30pm, and ban the consumption of
alcohol in public areas rather than to deploy resources in order to decide on the right amount of tax
for the high external cost inflicted. Imperfect information on the true value of the external cost and the
difficulty in assigning a monetary value to the intangible cost such as the psychological hurt on third
parties assaulted by the drinker would also make it difficult to decide on the right taxation amount.
Hence there could be incidences of over-taxation which could worsen the extent of deadweight loss
to society.

EV: The Singapore government needing to raise taxes by 25% show that the previous tax estimation
was inadequate. It is indeed difficult to estimate the extent of external cost and the socially optimum
level, what more the tax amount required to achieve the socially optimum level. Hence while
increases in taxation is beneficial in improving government’s budget balance so that it has more
resources to deal with the problem, an alternative measure such as the legislation also needs to be

Property of Anderson Junior College Economics Department 2015 Page 17



http://www.EconsPhDTutor.com

Econs & Maths Tuition $15/hour! Visit: EconaPh D .com

Suggested Answer for AJC H2 Prelims 2015

put in place to better keep the 3 party effects of alcohol consumption under control. The revenue
obtained from the taxes could be used to fund the monitoring cost of the legislation.

EV: In the long run, the government may need to reduce its extent of regulation and taxation and rely
on provision of information to change drinking habits of the population. Improvement in provision of
information to the public enables to them to factor in the true costs of consumption to themselves and
their family members and would hence be a more sustainable way to curb this problem in the long
run, instead of continuing to drain the government resource on enforcement of legislation.
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3. (a) Explain why firms may practise price discrimination domestically and internationally.  [10]
(b) Discuss whether price discrimination is always undesirable from a society’s point of view.
[15]

Suggested Answer 2(a)

Price discrimination occurs when a producer charges different prices for different units of the
same commodity for reasons not associated with differences in cost. There are three types of
price discrimination — first-degree, second-degree, and third-degree price discrimination though
second- and third-degree price discrimination are more commonly found.

To understand why price discrimination is practiced both in the domestic and overseas markets, it is
necessary to start from the objectives of firms.

Firms may practice price discrimination to increase their profits. Profits are defined as total
revenue less total cost. To maximize profits, the firm will set the profit maximizing level of output at
where marginal revenue (MR) is equal to marginal cost (MC). Such firms practicing price
discrimination are likely to weld significant market power and are hence price-setters.

Price discrimination allows the firm to earn even _more supernormal profits that would not
have been possible as a single-price monopolist. Consider a monopolistic firm practicing first-
degree price discrimination in a domestic market. For any given level of output, this discriminating
monopolist will receive higher profits than if it charges a profit-maximising single price. This ability to
charge multiple prices gives the firm the opportunity to capture all of consumer surplus, converting it
into more profits for itself.

Price

MC

Supernormal profits
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Pe

\MR DD=AR R
N 2 Quantity
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Figure 1: Single price monopolist
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In Figure 1, the monopolist firm charging a single price at the profit-maximizing level of output Q.
would have enjoyed supernormal profits illustrated by the shaded area. But the monopolist firm
charging a different price for every unit of output sold would have attained even more supernormal
profits (Figure 2). This is possible since the firm is able to charge the maximum possible price for
each unit which enables it to capture all available consumer surplus for itself. Fortunately in practice,
first-degree discrimination is rare.

Price A

MC

Supernormal profits

DD=MR

> Quantit
Qe Y

Figure 2: First-degree price discrimination

Firms may also practice price discrimination to improve social welfare. Such firms are likely to be
state-owned firms or private firms who have an obligation of meeting certain social objectives. These
firms generally provide goods or services which are deemed to be merit goods or which are essential
to the well-being of the people e.g. education, health care, public transport, water and electricity.
Consider public transport providers practicing third-degree price discrimination in the domestic
market.

Public transport providers divide their total market into two sub-markets — concessionary and non-
concessionary. Concessionary rates are often offered to elderly, students, people with disabilities and
low-wage workers while everybody else pays non-concessionary rates. This helps to improve social
welfare. From a financial viewpoint, the practice of doing so also allows the public transport providers
to earn more revenue. As transport costs take up a larger proportion of the income of low wage
workers, elderly and people with disabilities, their demand for public transport is relatively price
elastic. Lowering the fare for this group of commuters will result in a more than proportionate
increase in quantity demanded and hence an increase in total revenue for the provider. On the other
hand, transport costs take up a smaller proportion of income of normal working adults, their demand
for public transport is relatively price inelastic. Raising the fare for this group of commuters will result
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in a less than proportionate decrease in quantity demanded and hence still an increase in total
revenue for the provider.

Firms may also practice price discrimination to expand their market share in overseas markets.
Dumping is where exports are sold at prices below the marginal cost of production. This is a form of
international price discrimination because consumers in the domestic market of these firms will pay a
higher price than those in the overseas market. To drive out competitors in the overseas markets, the
firm temporarily lowers the prices of its goods — a practice known as predatory dumping. The
purpose of doing so would be to gain monopoly power in these countries. Once local competition is
driven out, the exporting firm will monopolize the foreign market and raise prices. There are
examples of predatory dumping historically, such as the German chemical industry's attempt to drive
Dow Chemical out of business by dumping bromine into the U.S. market in the early 1900s.

In conclusion, the motives for practicing price discrimination are generally for the promotion of self-
interests of firms. Whether doing so will ultimately be undesirable from the society’s point of view, this
will be discussed in part (b).

Suggested answer 2(b)

As defined in part (a), price discrimination occurs when a producer charges different prices for
different units of the same commaodity for reasons not associated with differences in cost.

Price discrimination is undesirable from the society’s point of view largely due to the
reduction of consumer surplus which represents a loss of consumer welfare. The most
extreme case is that of first-degree price discrimination where 100% of consumer surplus is
extracted by the producer. Although this merely involves a transfer of surplus from the consumers to
the producer and there is no additional deadweight loss incurred, nevertheless there is greater
inequity due to transfer of income from consumers to monopolist. The monopolist benefits at the
expense of the consumers, and this, from the society’s point of view, should be prevented.

Higher profits earned by the discriminating monopolist may lead to more complacency and X-
inefficiency. The monopolist may have less incentive to minimise cost since it can survive
comfortably even without producing at the lowest possible cost. The firm may no longer seek to
produce a given output at the lowest possible cost. It can incur extra expenses due to over-staffing,
spending on unnecessary prestigious buildings and fixtures, over-generous perks for senior
management, or from lack of motivation to use the most efficient production methods. Without
competitive pressure on profit margins, cost controls become lax and goals other than profit-
maximisation may be pursued. Hence, from society’s point of view, it is likely that a discriminating
monopolist is productively inefficient.

Predatory dumping, an international form of price discrimination, is also undesirable from the
society’s point of view due to the harmful effects caused to the importing country. The importing
country may get the benefit of cheap imports in the beginning. But after competition ends and the
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discriminating monopolists sells the same good at a high monopoly price, the importing country
incurs a loss because it now has to pay a high price. In addition, when the domestic industries of the
importing country are unable to bear the competition and close down, this leads to high
unemployment. Such market distortions also go against the Theory of Comparative Advantage as
the monopolist may not truly have comparative advantage but is merely incurring short-term losses
to under-price its rivals. Protection from such unfair competition in the form of tariffs or quotas would
hence be justified based on the market distortions which can result in long-term inefficiencies.

In addition, such aggressive tactics via predatory dumping can also act as a barrier to entry to keep
out new entrants, exerting less competitive pressures on the firm who is less likely to seek cost-
efficient methods to stay relevant and to engage in innovation. Arguably, however, the opposite may
also happen: price discrimination may actually make a market more contestable. The ability of a firm
to price discriminate may force producers to be more efficient to be able to stay in the market,
resulting in increased productive efficiency.

However, price discrimination can also be desirable from the society’s point of view. Output
under price discrimination will generally be larger than under a single-price monopoly. A
monopoly firm that must charge a single price for a product will produce less than under price
discrimination because it knows that selling more depresses its price. Price discrimination allows it
to avoid this disincentive. In the case of first-degree price discrimination, in which every unit is sold at
a different price, the MR curve will now be identical to the demand curve. The monopolist will
produce every unit for which the price charged is greater than or equal to its marginal cost. It will
therefore produce up to the quantity of output where MC = MR (the same quantity of output as the
firm in perfect competition). As such, more goods are produced. This is desirable for society as the
“right” amount of goods, in the case of first-degree price discrimination, is produced. Moreover, the
price at the last unit of output produced is equal to its MC. As such, first-degree price discrimination
also achieves allocative efficiency at the last unit of output produced.

The discriminating monopolist may produce goods or services which would otherwise not be
produced by a single-price monopoly. Assume that there is a demand curve for a product which
many people will like to purchase, and average cost is higher than average revenue at all levels of
output. Hence, no single price charged can allow the monopoly to cover total costs and nothing will
be produced by a single-price monopoly despite there being a demand for the product. However, it is
possible for a price discriminating monopolist to cover costs of production, say at an output of OQ
(Figure 3). At that level of production, total cost = area OCBQ. With first-degree price
discrimination, total revenue = OFEQ (area under the demand curve). Since area ACF > ABE, this
implies that total revenue is greater than total cost. As a result, the monopolist gains a profit which
would not be possible without price discrimination. The consumer gains by being able to consume a
good which otherwise would not be available.
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Figure 3: First-degree price discrimination

Unfortunately, these benefits made possible with first-degree price discrimination are unlikely to
occur since first-degree price discrimination is very rare in the real world. The producer would need
to know every single consumer’s reservation price in order to practice first-degree price
discrimination.

The discriminating monopolist can charge a lower price for some people which would
otherwise not be possible under a single-price monopoly. In third-degree price discrimination,
those charged the lower price will consume more of the good and in some cases they may be able to
obtain a good or service they would otherwise be unable to afford if it were sold at a single (profit
maximising) price, for example discounted medical fees for the poor and concessionary bus fares for
senior citizens. Although those who pay higher prices may complain, but if by being more able to pay
higher prices, they help subsidize the poor, this brings about greater level of equity.

Price discrimination can also prevent over-consumption of resources at certain times and
under-consumption of resources at other times by managing demand more effectively. If there is
no third-degree price discrimination practiced for public transport, trains and buses running at peak hours
would be more overcrowded, generating congestion and other negative externalities. Price discrimination
gives an incentive for some people to go much earlier or much later in the day. This means that those
who have to travel at rush hour benefit from less congestion. The same can be said for airlines. Without
lower airfares offered during non-peak seasons, planes would be flying at less than full capacity, wasting
fuel and other valuable resources. Therefore, from the society’s point of view, price discrimination can
help to maximize the use of resources more efficiently.

Higher profits for the discriminating monopolist can also be re-invested into research and
development which leads to product improvement and cost reductions. The extra profits that the
firm earns may also allow it to expand and reap economies of scale in the long run. With the ability to
exploit economies of scale, consumers can eventually benefit from lower prices as well.
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Finally, predatory dumping is extremely unlikely since trade liberalization, reduced transportation
costs, and increased competition in world markets have reduced the ability of firms to pursue
international price discrimination and create worldwide monopolies, especially in undifferentiated
intermediate product markets, which are the most likely targets for a dumping strategy. It is more
likely to be sporadic or intermittent dumping adopted under exceptional or unforeseen
circumstances when the domestic production of the good is more than the target or there are unsold
stocks of the good even after sales. In such a situation, waste can be minimized. Dumping can also
force industries or companies in the foreign markets (importing markets) to become more
competitive and innovative. If they believe the dumping may continue for the long-term, they will
have no choice but to look for ways to reduce costs or improve quality to differentiate their product.
Either way, this works to benefit the consumers.

In conclusion, price discrimination can be both advantageous and disadvantageous. No doubt, price
discrimination inevitably will reduce consumer surplus and raise producer surplus. But what matters
more is to ensure that the price discriminating firm uses its increased profits suitably to benefit
consumers in the long run. To ensure that this happens, close government monitoring and
competition regulation may be needed.
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4. Businesses cannot rely on low-cost, low-skilled foreign manpower to achieve its economic
aims. Thus, Singapore has reduced its foreign manpower quota to encourage companies to
invest in technology and to bring about a more equitable and efficient allocation of resources.

LABOR COST, LABOR PRODUCTIVITY AND GDP GROWTH

2011 2012 2013 2014
Percentage change

UNIT LABOUR COST INDEX OF

OVERALL ECONOMY 7 31 24 35
LABOR PRODUCTIVITY 2.3 -0.5 0.3 -0.8
GDP GROWTH 6.0 3.0 4.0 3.0

Source: Singstat.gov.sg and Mof.gov.sg, last accessed 29 July 2015

Discuss the view that improving labour productivity alone will achieve the economic aims of
Singapore. [25]

Suggested Answer

The economics aims of a government include attaining both microeconomic and macroeconomic
objectives. Microeconomic objectives include achieving economic efficiency and a more equitable
distribution of income. Whereas, macroeconomic objectives include achieving sustainable economic
growth, low rates of unemployment, price stability, as well as a healthy balance of payments.

Improving labour productivity, which refers to the output per worker per hour of work or output per
man-hour, is an important factor to achieve the above aims though there are limitations and trade-offs
that could result. Besides, there are other policies that the Singapore government can implement to
achieve these economic aims. These include, adopting a modest and gradual appreciation stance to
mitigate inflation and the signing of more FTAs to promote economic growth.

Improving labour productivity can help to achieve both actual and potential growth. Increase in
labour productivity can be achieved via training and upgrading of skills. This can be done through
measures such as subsidy on education & training to equip workers with new knowledge/skills, tax
incentives/subsidies to encourage firms to upgrade existing physical capital & do R&D etc. so that the
more efficient capital or production processes can enable the labour to increase its productivity too.
For example, the Workforce Development Agency (WDA) in Singapore provides a range of training
programmes which aims to build up the foundational and industry-specific skills. The Singapore
government has also committed $2.5 billion over the period of 2010 to 2015 to schemes like
Continuing Education and Training (CET) to drive productivity growth with a target of achieving 2%
productivity growth per annum. Additionally, the Singapore government has been tightening the supply
of foreign labour to achieve productivity driven growth, especially in labour-intensive jobs such as
cleaning, transport and F&B. The fall in labour supply would motivate firms in these industries to use
technology and improve processes that help to increase labour productivity and decrease cost of
production at the same time.
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Since reductions in unit cost of production would increase the SRAS, it will help to dampen cost push
inflation as well as create actual growth. The increase in labour productivity also increases the
productive capacity of the economy, thereby helping to achieve potential growth and dampens DD-pull
inflation in the long run. This policy is particularly effective as it targets the root cause of the
problem. From the preamble, Singapore has a problem of low productivity (ranging from -0.8 to 2.3%
from 2011 to 2014). More importantly, the data seems to suggest that for years with a fall in labour
productivity, there was a slower increase in actual growth. This implies that productivity and actual
growth are positively related. Thus, targeting higher productivity can lead to higher actual growth for
Singapore.

Increasing labour productivity can also translate into higher export price competitiveness as cost of
production is lowered. Given that demand for our exports is price elastic, the lowering of the price of
exports will lead to a more than proportionate rise in quantity demanded, translating into higher export
revenue, improving the balance of trade and balance of payments.

With greater availability of skilled labour, Singapore might become more attractive to FDI, and this can
help to reduce unemployment too. The inflow of FDI can increase AD, real national income and real
national output, thereby increasing the derived demand for labour and increasing the domestic
employment level.

However, if labour productivity is achieved through improving capital and/or technology and if capital is
still more efficient than labour, unemployment may not be reduced as firms may prefer to substitute
labour with capital. Additionally, if AD does not increase as much as AS from labour productivity, there
may also be unemployment.

Also, if improvement in labour productivity is uneven across sectors/industries, it may lead to greater
income inequity. For industries e.g. cleaning or food & beverage industries where labour productivity is
not easily increased, wages may remain stagnant while wages increase in other industries where it is
easier to improve labour productivity. Hence income inequity could worsen.

Improving labour productivity in itself is also not easy to achieve. This is because; it requires education
and retraining which may not be effective if workers are not receptive. From the table above, though
CET was implemented from 2010, its success has largely been limited with productivity falling in
certain years. Older workers are the main group that requires training, yet their mindset could be hard
to change. This problem is compounded with Singapore facing an ageing population, and hence there
are older workers who may be less receptive to training and retraining. To counter this, in Budget
2015, the Singapore government has advocated for ‘lifelong learning’ and made systemic changes to
the educational landscape and introduced the Skillsfuture package to encourage lifelong learning for
all Singapore Citizens. Thus in the future, we would expect to see a change in the receptiveness of
workers and this limitation will be less pertinent. Nevertheless, this policy may only be more effective
in the LR but not in the short run.

Programmes to improve labour productivity will also incur opportunity cost as government spending on
providing subsidies for training and retraining will mean less money for other social programmes such
as healthcare and education. However, this is not a big problem for Singapore as the Government has
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strong reserves due to its prudent and disciplined approach in keeping a balanced budget annually.

In the case of tackling imported inflation, improving labour productivity will not be very effective
because first, it does not address the root cause of the problem. Secondly, imported FOPs take up a
large portion of production costs in Singapore. Thus, even though improving labour productivity can
help to reduce cost of production, it cannot fully mitigate the effects of imported inflation. Thus,
improving labour productivity alone cannot fully achieve the economic aims of Singapore. There is
thus a need to use complementary policies such as the exchange rate policy.

The Singapore government has adopted a modest and gradual appreciation stance to mitigate
inflation. As Singapore is a small economy with few natural resources and imported items make up a
fairly large proportion of the average consumer’s spending, an appreciation of the Singapore dollar
(SGD) means that each unit of SGD is able to purchase more units of foreign currency, thereby
reducing the domestic price of foreign imports. This helps to alleviate and address the root cause
of imported inflation.

Besides improving labour productivity, the Singapore government has pursued a policy of freer
trade by signing more Free trade agreements (FTAs) to achieve economic growth beyond its
domestic economic resources. Singapore is the world’s most trade dependent nation. In 2013,
Singapore had the world’s highest trade to Gross Domestic Product (GDP) ratio, with imports and
exports amounting to about 3.5 times the value of the GDP. Singapore, with a small domestic market,
is able to benefit from the signing of FTAs as it allows us to tap into foreign markets. This provides
producers with an enlarged market for their goods and leads to an increase in production. The
signing of FTAs also allows for more efficient allocation of resources as a result of specialisation
and trade; Singapore is able to focus on the production of goods that are capital- and knowledge-
intensive in nature, while importing other goods from countries in our trade network. There could also
be an increase in foreign direct investment (FDI) into Singapore as a result of the signing of more
FTAs.

In conclusion, increasing labour productivity is an important policy adopted by the Singapore
government as it helps achieves the different economic goals for Singapore. Given that Singapore is
facing an ageing population which will lead to a fall in the availability of resources and raise the cost
of labour in future as the supply of workers decreases, increasing productivity is a good long term
strategy for Singapore.

Furthermore, as suggested by the Tinbergen rule, in order to achieve a certain number of policy
targets, it is necessary to control an equal number of policy instruments. Thus, in this case, to achieve
the different economic goals, the government can use a combination of policies of increasing
productivity, modest and gradual appreciation stance to mitigate imported inflation and demand pull
inflation and trade policies to encourage freer trade to stimulate growth.
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5. China recorded GDP growth of 7.7% in 2013, its lowest in the last decade, and this trend is
expected to stay.

(a) Explain the impacts of the above development on price stability in Singapore. [8]
(b) Discuss whether domestic or external factors are more likely to limit the effectiveness of
exchange rate policy in achieving price stability in Singapore. [17]

Suggested answer 5(a)

The slower rate of growth in China would mean a smaller increase in China’s national income. This
would translate to a smaller increase in China’s demand for exports from its trading partners,
including exports from Singapore. China is Singapore’s third largest export market and the slow-
down in demand would lead to a smaller increase in Singapore’s net exports and consequently
aggregate demand (AD). Aggregate demand refers to total spending on goods and services and is
made up of consumption expenditure (C), investment expenditure (I), government expenditure (G)
and net exports (X-M). The Singapore economy is operating near full employment with a low
unemployment rate of below 3% in 2013. The smaller increase in AD would mean less severe
demand-pull inflation for Singapore.

Furthermore, the slower growth in China and the expectation that this trend would stay also means
greater uncertainty in business outlook. China’s slower rate of growth has a profound impact on the
global economic outlook because it is the world’s second largest economy and this is against the
backdrop of slow recovery in the US and the debt crisis in the Eurozone. Global economic outlook
would likely be uncertain and less optimistic, causing both domestic and foreign investment to fall
and in this case, AD would fall and there would be a fall in demand-pull inflation.

The slower growth in China would also have an impact on cost-push inflation in Singapore. As the
slower growth would also mean a slow-down in production in China, there would be a considerably
smaller increase in the demand for factors of production such as energy and metals, leading to only
moderate increase in prices of such factors of production. This would mean lower cost-push inflation
for Singapore, which is significant as Singapore is heavily dependent on imported raw materials and
intermediate goods for its manufacturing sector.

Overall, the slower rate of growth in China and expectation that the trend would stay would lead to
greater price stability in Singapore.

Suggested answer 5(b)

The Monetary Authority of Singapore (MAS) adopts a policy of modest gradual appreciation of the
Singapore exchange rate to achieve price stability in Singapore. This will control both cost-push
inflation and demand-pull inflation.

Appreciation of the Singapore dollar will lead to an increase in the foreign price of exports and a fall
in the domestic price of imports. Singapore is heavily dependent on imported raw materials as well
as final goods. The fall in the domestic price of imports would lower the cost of imported raw
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materials, especially critical factor inputs such as crude oil, thus helping to reduce cost-push
inflation.

Furthermore, as the Marshall-Lerner condition (MLC) holds, where PEDeyports + PEDimports > 1, due to
availability of substitutes in foreign markets, net exports will fall, causing AD to fall, as shown by the
leftward shift of the AD curve from AD; to AD, and consequent fall in the general price level from
GPL, to GPL,, keeping inflation under control.

General Price
Level

GPL,;

GPL,

Yr Real National Income
Figure 1: Effects of appreciation of the exchange rate

Notwithstanding the above, domestic and external factors could limit or even negate the
effectiveness of the exchange rate policy in achieving price stability in Singapore.

For one, the Singapore government’s policy of growing the service sector as an important engine of
growth has limited the effectiveness of the exchange rate policy in achieving price stability. This is
because services have relatively lower import content as compared to manufactured exports and
thus the service sectors do not benefit from lower imported input prices as manufactured goods do.
In other words, appreciation of the SGD would not reduce cost-push inflation significantly.

Secondly, sufficient foreign reserves are needed to intervene in the foreign exchange market to bring
about an appreciation. This is, however, not a major limitation for Singapore because of the BOP
surplus that it had accumulated.

In addition, the MLC may also not hold in the short run. As consumers’ taste and preferences may
be insensitive to changes in prices in the short run and it takes time for firms to make adjustments to
their output due to business contracts, (X-M) may instead increase and worsen demand-pull
inflation. Furthermore, other domestic factors may even negate the effectiveness of the exchange
rate policy in achieving price stability. High wage cost is one such domestic factor. With the
tightening of foreign labour into Singapore coupled with limited improvement in labour productivity,
wages have increased, leading to wage push inflation in Singapore. This will reduce the short-run
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aggregate supply (SRAS), offsetting the effectiveness of the exchange rate policy in controlling
inflation. However, the extent is not likely to be large due to tripartism in Singapore. The National
Wage Council provides guidelines for wage increases that are in line with productivity growth over
the long term to ensure sustainability and also to not erode the competitiveness of Singapore’s
economy.

Notwithstanding the above, changes in external conditions would also limit the effectiveness of
exchange rate policy to achieve price stability in Singapore. Singapore lacks natural resources and is
heavily dependent on imported raw materials. Therefore, any supply shocks to critical factors of input
will severely increase our cost of production, lead to cost-push inflation and limit the effectiveness of
our modest and gradual appreciation in achieving price stability. For example, the prices of crude olil
and food increased sharply in 2013 and led to higher cost of production in the manufacturing and
food and beverage industries in Singapore. MAS kept to its gradual and modest appreciation stance
which helped to control cost-push inflation but did not further tighten monetary policy by increasing
the rate of appreciation either as that would reduce net exports and cause AD and consequently real
national output to fall significantly. Hence there is a limit to how much the MAS can appreciate the
SGD to achieve price stability.

In addition, the exchange rate of other countries may have appreciated relative to the Singapore
dollar and this would again cause the domestic price of imported inputs to increase. This would
increase cost push inflation in Singapore and limit the exchange rate policy in achieving price
stability.

Furthermore, in times of strong global economic growth, when the national income of our trading
partners increases, demand for Singapore’s exports will also increase. As net exports is a large
component of AD in Singapore, the increase in AD will be significant and appreciation of the SGD
may not be sufficient to control demand-pull inflation and achieve price stability.

Overall, both domestic and external factors are significant in limiting the effectiveness of exchange
rate policy in achieving price stability in Singapore. The relative significance depends on several
factors such as the root cause of the inflation, the magnitude of changes in domestic and global
conditions as well as the nature of the Singapore economy.

The small and open nature of the Singapore economy may mean that external factors are more
likely to limit the effectiveness of exchange rate policy to achieve price stability in Singapore. This is
because our growth is intrinsically tied to external demand and our factor inputs are mostly imported,
thus making Singapore more vulnerable to changes in external conditions. As we have seen, it is
also not sufficient to use the exchange rate policy alone to achieve price stability. Therefore, the
Singapore government supplements the exchange rate policy with supply-side policies to increase
the SRAS as well as the productive capacity of the Singapore economy to ease inflationary
pressure. Together, they effectively achieve price stability in Singapore regardless of domestic or
external factors that contribute to inflation.
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6. The Trans-Pacific Partnership (TPP) is a proposed trade agreement that aims to expand the
flow of goods, services and capital among its members. Its critics, however, warned of
damage to domestic workforce from outsourcing and offshoring and are clamouring for more
protection for workers.

Assess the economic case for these two approaches amidst the current global economic

uncertainty. [25]

Suggested answer

With the expansion of the flow of goods, services and capital among its members, the Trans-Pacific
Partnership (TPP) would augment the trend towards globalisation and free-er trade. A free trade
agreement (FTA) is a legally binding agreement between two or more countries to bring about closer
economic integration. Its critics are however, advocating for protectionism to maintain home
employment.

There is strong economic case for the TPP as it helps countries achieve their economic goals, which
is made difficult by the current global economic uncertainty. Firms and households across countries
have cut spending in view of the uncertain economic outlook. This has led to fall in outward
investment and demand for exports from trading partners. The fall in export revenue would lead to a
fall in aggregate demand (AD) and if the fall in AD persists, firms would cut production and lay-off
workers.

This is where the TPP may be able to mitigate the negative impact of the global uncertainty. The
TPP connects member countries to major economies and new markets and enhance trade and
investment flows through the removal of trade barriers and improvement to custom procedures. With
the removal of trade barriers, a greater degree of specialisation based on comparative advantage
(CA) is encouraged when countries specialise and trade in industries which they have CA in, shifting
consumption away from high-cost producers towards low-cost producers. The theory of CA states
that so long as a country has comparatively lower opportunity cost in the production of a good,
specialisation and trade can benefit itself and its trading partner.

The access to an enlarged market afforded by the TPP and specialisation according to CA will
enable countries to reap the gains of improved resource allocation and economies of scale, resulting
in lower average cost and higher efficiency and thus a lower price for consumers. Consumers no
longer have to pay high prices for domestically produced goods in which the country has a
comparative disadvantage. The goods can now be obtained more cheaply from other members of
the TPP. In return, the country can export goods to them in which it has a comparative advantage in.
World output increase and more trade takes place. Thus free trade is needed to bring up the level of
world output which would otherwise have declined because of the global economic uncertainty.

The easier access to foreign markets could also lead to an increase in foreign direct investment and
hence, an increase in the level of income, employment and standard of living for member countries.
The TPP facilitates the inflow of FDI and also enables member countries to gain higher export
revenue from producing and exporting to an enlarged market. The increase in investment and net
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exports will increase AD. This will offset the fall in AD from reduced consumption and investment
expenditure due to the economic uncertainty that reduced households’ and firms’ confidence. The
increase in FDI also allows for an increase in capital goods leading to greater productive capacity in
the economy. There can also be a transfer of technology and expertise together with the inflow of
foreign capital. In the long run, investments also help to improve productivity levels and thus lead to
potential growth. Thus the increased trade and capital flows between member countries help to
mitigate the negative impact of the global economic uncertainty.

Another good reason for the TPP is that it will bring about increased competition between member
countries as trade barriers are removed and foreign firms could enter domestic markets more easily.
Increased competition puts pressure on domestic firms to be more cost efficient and to engage in
research and development to improve product quality and production processes. This will stimulate
efficiency, encourage investment and reduce monopoly power. If cost savings are passed on to
consumers in terms of lower prices of goods, it will help to ensure that that there is still demand for
their exports despite the global economic uncertainty.

Notwithstanding the gains that the TPP could bring to its member countries, there are some calls for
protectionism amidst the global economic uncertainty. Protectionism refers to any action that the
government may take to influence market forces to provide an advantage to domestic industries over
foreign producers.

The current global economic uncertainty has made the achievement of macroeconomic goals
difficult. As firms and households across countries cut spending, there will be a fall in demand for
exports from trading partners. An export-led decline for countries which rely heavily on export
demand would lead to a significant fall in national income and demand-deficient unemployment. As
net exports fall and aggregate demand (AD) falls, firms have unplanned increase in stock levels
which will prompt them to cut production in the next cycle. If the uncertainty persists and demand
remains low, firms would have to retrench workers because of a lack in global demand for their
goods rather than a loss of comparative advantage. Thus at this point, they cannot enjoy the benefits
of trade. In such a case, protectionist measures are used to ensure that income is spent on
domestically produced goods to prevent massive unemployment in the country. For example, the
government may impose tariffs on imports which would make imports more expensive. This will
cause a fall in the quantity demanded of imports as consumers switch to the cheaper domestically
produced goods. This will maintain the level of domestic production and protect home employment.
Otherwise, massive unemployment would cause a further drop in consumer and investor confidence,
leading to a fall in consumption and investment expenditure and consequently fall in AD, deepening
the uncertainty.

Furthermore, with global economic uncertainty, prevalence of dumping may increase. With the fall in
AD, firms are likely to have excess stock which they may try to sell in overseas market at prices
below their marginal cost of production. Domestic firms which are unable to match the lower prices
would be driven out of business and workers would be retrenched. Thus protectionism may be
justified in such circumstances to protect home employment
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Moreover, free-er trade such as that proposed by the TPP could potentially bring about negative
impact on economies, chiefly on unemployment, and worsen the already higher level of
unemployment caused by the global economic certainty.

The TPP would lead to increased labour and capital mobility. Developed member countries with
higher wage cost, such as the US and Japan may offshore their lower-end production processes to
lower-wage countries such as Mexico and Peru to lower their cost of production and boost their
exports price competitiveness. However, this will lead to loss of job opportunities for domestic
workers and if they lack the skills to take on jobs in other industries, they face structural
unemployment.

The increased competition afforded by the TPP could also lead to unemployment. Smaller domestic
industries in some member countries may be unable to compete effectively against the larger MNCs,
in terms of prices or quality of their products. Domestic firms which are unable to compete will have
to leave the industry. Domestic workers are laid off and if they do not have the skills to take up jobs
in other industries, structural unemployment will result. In view of the possible adverse impact on
unemployment, protectionist measures are used to protect domestic industries and hence
employment.

This is especially undesirable for a country like Japan which exports cars and various electronic
products to the world economy. If they do not adopt protectionist measures, they will face massive
unemployment. This is because of a possible large fall in demand as the YED value is likely to be
greater than 1. This means a fall in world income will lead to a more than proportionate fall in
demand for such luxury goods, leading to a large increase in demand deficient unemployment.
Therefore, there is a need to adopt protectionist policies to protect local employment.

Amidst the uncertainty, governments may try to identify and develop new growth areas. Thus in the
short term, protectionist measures to protect infant industries with potential comparative advantage
may be a valid reason. A country may have a potential comparative advantage in a certain industry
i.e. a new industry (infant industry). However, it cannot compete with the established foreign
industries due to a lack of economies of scale that the rivals enjoy. At the initial stage of operation,
the infant industry faces a high initial cost of production as it has only a small share of the market.
Thus, establishing an infant industry can be quite difficult in the early years, especially if the new
industry faces keen competition from a long established firm operating at lower costs in the
international market. If the infant industry does have the potential comparative advantage, then
protection may well be justified as it means the development of an export revenue earning industry.
The future increase in net exports from the infant industry would increase aggregate demand
bringing an increase in national income. This would provide long term employment and eventually
economic growth. Examples of infant industries in Asia include electronics in Taiwan, automobile
industry in the early stage of Japan’s economic development and shipbuilding in South Korea. .

In conclusion, there are strong economic reasons for adopting a free-er stance on trade as well as
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valid reasons for protectionist measures.

However, by protecting their industries and employment in the midst of the global economic
uncertainty, countries are merely passing their problem on to their trading partners who in turn may
retaliate, leading to further contraction in world trade and fall in global income. On the other hand,
the inter-connectedness of world trade means that when a recovery does begin, the flow-on benefits
to all countries will spread quicker without protectionism.

Protectionism, even of infant industries with potential CA, should only be a temporary measure. The
reality however, is that once a tariff is imposed, it is not easily removed Thus, protection should not
be indiscriminately given to local industries.

Free-er trade such as that proposed by the TPP would impact member countries differently. Some
would gain more while some would gain less, depending on their relative CA and also the nature of
their economy. Small and open economies dependent on external demand and investment would
gain more from free trade than protectionism. In addition, member countries which are able to
correctly identify their CA and seize the opportunities afforded by the TPP while putting in place
appropriate policies to mitigate the threats would gain more. Policies that could mitigate the
challenges include supply-side policies to equip workers with continued skills upgrading, as well as
grants to encourage product and process innovation to build comparative advantage and improve
cost efficiency of production.
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Section A

Answer all questions in this section.

.Co0Mm

Question 1
Healthcare in China and India
Table 1: Health expenditure per capita, 2009-2013
2009 2010 2011 2012 2013
China 189 216 274 322 367
India 46 54 61 58 61
Japan 3746 4115 4656 4787 3966
Table 2: Selected healthcare indicators, 2013
Immunization Improved
, Mortality rate, o/ sanitation
Life expectancy measles (% of o
. under 5 years . facilities (% of
at birth (years) old (per 1000) children ages 12- population with
23 month)
access)
China 75 13 99 65
India 66 53 74 38
Japan 83 3 95 100

Source: The World Bank Group

Extract 1: China: A soaring demand for quality medical care

Despite the Chinese healthcare system running at full speed over the past few decades, it can’t
possibly move fast enough to keep up with the country’s social and economic changes. China’s
per capita GDP grew more than 25-fold from 1980 to 2011; its life expectancy rose by nine
years; its infant mortality rate quartered. By the end of last year, China's elderly comprised 14
percent of its population. That figure is expected to grow to 25 percent by 2030. It is an
appealing market for pharmaceutical firms and medical-equipment makers; with spending in the
industry expected to nearly triple to $1 trillion by 2020 from $357 billion in 2011.

Yet, hospitals are not keeping up well enough. Those who need the essential, basic services
are unable to seek treatment, including this growing elderly population. China has a lack of
doctors and that has led to bottlenecks at hospitals, with frustrated patients who want to receive
better medical attention resorting to bribing doctors.

The Chinese government has poured billions of dollars into healthcare reform in recent years,
and the system has improved accordingly. Yet the price of basic medical services has also
risen, with patients still paying the same amount as they did before despite subsidies. Thus,
China has one of the highest savings rates in the world — about 50% — largely because families
fear catastrophic healthcare costs.

Therefore, China will increase its healthcare subsidies by 19 percent this year to deepen social
reforms and strengthen safety nets. Authorities will also use new technologies, new training
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regimens for doctors, reduce the cost of drugs and medical checks, and increase the availability
of doctors in rural areas, with the total number of doctors doubling by 2020. Yet, many feel that
these measures are still insufficient as these resources are likely to move into more lucrative
sectors like cosmetics and cardiology, rather than the much-needed general family medicine.

Source: The Guardian, 29 October 2014 and Reuters, 9 May 2015

Extract 2: China healthcare reform to relax curbs on foreign investment in hospitals

China will ease curbs on foreign investment in joint-venture hospitals, as the government aims
to cut costs and spruce up overloaded public services. The move would increase the number of
locations where Hong Kong, Taiwan and Macau investors could set up wholly-owned medical
centres, and let overseas investors set up wholly-owned hospitals in designated areas such as
the Shanghai free trade zone.

China's private healthcare sector has drawn investment from both domestic and overseas firms
as the government opens it up to attract funds and reduce the burden on public hospitals.
Healthcare providers such as Singapore-based Raffles Medical Group Limited and U.S.-listed
Chindex International Incorporation already operate in China. Analysts say more private
hospitals are expected to open, as firms, both local and foreign, are all heading in.

Source: Reuters, 28 May 2014
Extract 3: Why India trails China

Modern India is, in many ways, a success. But besides slower growth, the far greater gap
between India and China is in the provision of essential public services like education and
healthcare — a failing that depresses living standards and is a persistent drag on growth.

India’s underperformance is due to a failure to learn from the examples of Asian economic
development, in which rapid expansion of human capability is both a goal in itself and an
integral element in achieving rapid growth.

Japan used investments in education and health care, to simultaneously enhance living
standards and labour productivity and thus achieve rapid economic growth. Their development
experiences remained and were followed by Singapore and China in the early 1980s. There are
strong economic returns that come from bettering human lives. For India to match China in its
range of manufacturing capacity — its ability to produce gadgets of almost every kind, with
increasing use of technology and better quality control — it needs a better-educated and
healthier labour force at all levels of society. China’s healthier, more productive workforce and
its manufacturing capacity are attractive for foreign firms, when deciding where to locate their
factories. It has thus allowed China to become the manufacturing hub of the world.

Source: The New York Times, 19 June 2013
Extract 4: Things to know about India’s healthcare system

In India, one of the fastest growing economies globally, a staggering 70% of the population still
lives in rural areas and has no or limited access to hospitals and clinics. Many rely on herbal,
alternative medicine and government programmes in rural health clinics as they do not know
the importance of proper healthcare. Also, only a small percentage of the population has access
to quality sanitation, which further exacerbates health problems due to easy spread of diseases.
There is a growing need to fix its basic health concerns in the areas of malaria, tuberculosis,
diarrhoea and mortality. The Indian government contributes only about 30% of the country’s
total healthcare expenditure, the 11™ lowest in the world in 2013.

Source: Forbes India, 9 September 2014
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Questions

(@ (i) Compare the trend of health expenditure per capita between India and China from

2009 to 2013.

[2]

(i) What conclusion would you draw from Tables 1 and 2 about the relationship
between health expenditure and healthcare outcomes? Explain your answer. [4]

(b) Using demand and supply analysis, explain what you would predict about healthcare

prices in China beyond 2015.

[6]

(c) (i) lllustrating your answer by reference to the data, explain how a positive externality

can create a divergence between private and social benefits.

[4]

(i) Comment on the extent to which subsidies should be used as a means of increasing

the consumption of healthcare in India.

[6]

(d) Discuss the impact of easing curbs on foreign investments in hospitals as mentioned in

Extract 2 on China’s current and future standard of living.
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Question 2
The Japanese and Greek economies
Table 3: Selected macroeconomic indicators of Japan:
2010 | 2011 | 2012 | 2013
Real GDP Growth (annual %) 4.7 -0.5 1.8 1.6
Consumer Prices (annual %) -0.7 | -0.3 0.0 0.4

Unemployment (% of total labour force) | 5.0 4.5 4.3 4.0

Interest Rate (%) 1.6 1.5 1.4 1.3

Public Debt (% of GDP) 194.1 | 200.0 | 211.7 | 218.8

Source: World Bank, Trading Economics

Table 4; Selected macroeconomic indicators of Greece:

2010 | 2011 | 2012 | 2013

Real GDP Growth (annual %) -54 | -89 | -66 | -3.9

Consumer Prices (annual %) 47 | 3.3 | 1.5 | -0.9

Unemployment (% of total labour force) | 12.5 | 17.7 | 24.2 | 27.3

Interest Rate (%) 1.0 | 1.0 1.0 0.8

Public Debt (% of GDP) 129.7 | 146 | 171.3 | 156.9

Source: World Bank, Trading Economics

Extract 5: Eurozone debt burden hits all-time high even after austerity

Europe's debt dynamics keep getting worse in spite of years of austerity measures. Official
figures showed that the debt burden of the 17 European Union countries that use the euro hit
all-time highs at the end of the first quarter, even after austerity measures were introduced.

Battered by a global recession and a banking crisis, a number of euro countries have been
forced to undertake austerity measures to deal with their debts.

One side-effect of the austerity measures has been to keep a lid on economic growth —
government spending is a key component of the economy, while tax rises can choke
consumption and investment. Many euro countries are actually in recession and shrinking
economies can make the debt-to-GDP ratio look less favourable. Coupled with the fact that
countries continue to add to their debt mountains, the overall debt burden of the Eurozone has
continued to rise.

The hope of those who have advocated austerity as the main response to Europe's debt crisis
is that economic growth will start to emerge as soon as countries get their borrowing levels
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down to manageable levels. There are hopes that the Eurozone recession, which has lasted
since the end of 2011, may come to an end, primarily through strength in Germany.

Source: The Huffington Post, 22 July 2013
Extract 6: Low interest rates to generate economic growth come with risks

European Central Bank Governing Council member Jens Weidmann said low interest rates
come with risks that can’t be ignored, even though the current expansionary monetary policy is
appropriate. The ECB reduced its benchmark rate to a record low of 0.25 percent last week
after inflation slowed to 0.7 percent in October, the lowest in four years.

“The expansionary monetary policy is justified considering the outlook for price stability,”
Weidmann, who heads Germany’s Bundesbank, said in a speech in Frankfurt today. At the
same time, “one must not lose sight of the many challenges that come within an environment of
negative interest rates,” he said.

Weidmann said he sympathizes with savers, whose return on deposits may fall further after last
week’s rate cut. He argued that savers across the euro area are affected by lower interest rates.

“It is important to make sure that negative real interest rates won’t become a permanent state
and that monetary policy isn’'t captive to politics or financial markets,” Weidmann said. “Ultra-
loose interest-rate policy is no substitute for structural reform, which is necessary in some euro-
area member states.”

Some member states like Italy and Ireland experience supply-side roadblocks to growth.
Rigidities and gaps in capital, labour, and product markets continue to hamper productivity, job
creation, and the shift of resources from the domestic to the export sector. Persistently high
unemployment and low investment could reduce the economy’s capacity to grow in the
foreseeable future.

Source: Bloomberg, 13 November 2013

Extract 7: Abe's three arrows: Can Abenomics make Japan's economy fly?

After decades of economic stagnation signs of recovery are back in Japan. Many Japanese are
loosening their purse strings and don't hesitate to splurge $10,000 or more on precious things
like a gold and diamond ring.

What has turned Japan around? The answer lies in the country's Prime Minister Shinzo Abe
and his bold measures to jump-start the economy, known as "Abenomics". Abe has vowed to
revive the country's sluggish economy with "three arrows".

The first arrow is printing money and easing monetary policy to jolt consumer spending and
weaken the yen, thus boosting exports. The Bank of Japan, the country's central bank,
announced in April that it would boost the money supply by 60 trillion yen to 70 trillion yen, in a
bid to reach 2% inflation in two years.

The second arrow is spending money by revving up fiscal stimulus. Abe announced ambitious
spending packages this year: one that is worth 10.3 trillion yen in January and another 5.5
trillion yen ($54 billion) that was unveiled on December 5.

Abe's two arrows have proved an effective weapon. In October, inflation rate was recorded at
1.1%, while core Consumer Price Index (CPI) rose 0.9% from a year earlier. The world's third
largest economy expanded in the first half of 2013, 4.3% annual growth rate in the January-
March quarter.
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But Abe's toughest battle yet is to deliver the third arrow: structural reform. One area that
reformers hoped the committees would tackle is Japan’s labour market. Currently, unless they
are going out of business, firms are barred from firing staff employees.

"We're not talking about small technological innovations, we're talking about a big economic
reform," says the chief Japan economist at Credit Suisse. This includes opening up its many
protected sectors; loosening labour rules, making it easier for companies to hire and fire
workers; and relaxing immigration rules — but these have left many Japanese workers cautious
about how Abenomics would affect wages.

Source: The Cable News Network, 11 December 2013
Extract 8: Public Debt in Japan

Some economists are warning that Japan would be wise to attack its rising debt levels by
hatching a plan to cut welfare benefits and raise taxes in the medium term. The debt problem is
severe. Japan's gross public debt is projected to hit 230% of GDP by 2014 after years of
sustained deficits.

For many years, very low interest rates allowed Japan to issue debt and not be overwhelmed by
servicing payments. And Japanese citizens, famous for their savings habit, were happy to buy
government bonds. In contrast to countries like Greece, almost all Japanese debt is held
domestically. But risks remain, especially if interest rates spike.

Source: The Cable News Network, 23 April 2013

Questions

€) (i)  Explain the theoretical relationship between economic growth and public debt. [2]
(i) How far does Table 4 demonstrate this relationship? [3]

(b) (i)  What evidence is there in the data that real interest rate was negative in Greece?

[2]
(i) Explain one adverse effect of negative real interest rate on an economy. [2]

(©) (i)  Using a diagram, explain why the structural reforms identified in Extract 7 “have
left many Japanese workers cautious about how Abenomics would affect wages”.

[3]

(i)  Assess the costs and benefits of the structural reforms on the Japanese economy.

[6]

(d) Identify and explain the type of unemployment experienced in Greece from 2010 to

2013. [4]

(e) In view of the large public debt, discuss what would be the most appropriate policy for
Greece to achieve economic growth. [8]

[Total: 30]
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Section B
Answer one question from this section.

Begin this section on a fresh sheet of paper.

3 (a) Explain how the price mechanism allocates scarce resources in the free market. [10]

(b) Assess the ability of the price mechanism in allocating scarce resources efficiently.
[15]

4 (a) Explain the consequences of a persistent and large balance of payments deficit on an
economy. [10]
(b) Discuss the extent to which expenditure-reducing policy alone can be effective in

correcting a balance of payments deficit.
[13]
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ACJC Prelim: H1 Case Study 1 (Healthcare in China and India)

(@ (i) Comparethe trend of health expenditure per capita between India and [2]
China from 2009 to 2013.
Similarity:
The health expenditure per capita in both China and India shows increasing
trend from 2009 to 2013.

(Any) Difference:
China’s health expenditure per capita is consistently increasing while India’s fell
once in 2012.

OR

China’s health expenditure per capita is increasing faster than India’'s (94%
versus 33%)

(i)  What conclusion would you draw from Tables 1 and 2 about the [4]
relationship between health expenditure and health outcomes? Explain
your answer.
Explain relationship
We can conclude that there is a positive relationship between health
expenditure per capita and healthcare outcomes. Higher per capita spending on
health would lead to better healthcare outcomes as more spending on
healthcare would mean people can get protected and treated against diseases
and illnesses.

Explain evidence

China has a larger spending on health expenditure per capita than India and
better healthcare outcome in terms lower mortality rate of children under 5
years old. This could be due to China having higher % of children whom are
immunized against measles hence they are less likely to be infected and grow
up healthily.

China has also better healthcare outcome than India in term of higher life
expectancy at birth. A reason could be because China has better sanitation
facilities than India which resulted in the Chinese being able to live more
hygienically and less susceptible to diseases which resulted in higher life
expectancy.

(b) Using demand and supply analysis, explain what you would predict about [6]
healthcare prices in China beyond 2015.
Increase in demand

- Increase in income: China’s per capita GDP grew more than 25-fold
from 1980 to 2011 (Extract 1)

- China will continue to experience slowing but still positive economic
growth beyond 2015. There will be an increase in per capita disposable
income, and assuming healthcare is a normal good, its demand will rise
beyond 2015.

- OR change in demographics: By the end of last year China's elderly
comprised 14 percent of its population. That figure is expected to grow
to 25 percent by 2030. (Extract 1)

- As China’s is expected to have an increased proportion of elderly and
aged, there will be an increase in the proportion of population who need
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healthcare, thus there will be an increase in demand beyond 2015.

Increase in supply

- Government policy: China will increase its healthcare subsidies by 19
percent this year/ reduce the cost of drugs and medical checks/ increase
the availability of doctors (total number of doctors doubling by 2020)
(Extract 1)

- Subsidies by the Chinese government / reduced cost of drugs and
medical checks will lead to a fall in cost of production of healthcare and
an increase in supply beyond 2015.

- ORincrease in doctors: The increase in number of doctors can lead to
an increase in number of clinics or healthcare facilities, thus increasing
the supply of healthcare beyond 2015.

- OR Technology: Authorities will also use new technologies (Extract 1)

- The use of new technology will allow hospitals to use current resources
more efficiently and be able to produce more healthcare services like
surgeries and check-ups, leading to an increase in supply beyond 2015.

Relative magnitude of shift

- The government policies are still insufficient as these resources are
likely to move into more lucrative sectors like cosmetics and cardiology,
rather than the much-needed general family medicine (Extract 1)

- Theincrease in demand is likely to outweigh the increase in supply
because the increase in demand due to rapid increase in income is
reinforced by a large increase in demand due to the rise in the aged
population.

- This is represented by the demand curve shifting to the right more, from
DDO0 to DD1 than the supply curve shifting from SS0 to SS1.

(Or any explained judgement)

Diagram

Price (S)
DD1 SSO
SS1

PL (- N
PO |------2

Quantity in 1000s’

0 Q0 Qs Q1 Qd

Price Adjustment Process

At original price PO, the new quantity demanded exceeds the new quantity
supplied. The resultant shortage of (Qd-Qs) will cause an upward pressure on
price along DD1 and SS1 to clear the shortage.

Overall conclusion on prices
The equilibrium price for China’s healthcare beyond 2015 is likely to increase,
from PO to P1, since the increase in demand is larger than the increase in

supply.
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(c) ()

(i)
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lllustrating your answer by reference to the data, explain how a positive [4]
externality can create a divergence between private and social benefits.

Identifying example

Positive externality is an external benefit enjoyed by third parties not involved in
the consumption or production of a good, and is unpaid for.

In the health market, immunization against measles is a health service that
exhibits positive externality. (Table 2)

OR

In the healthcare market, consumption of healthcare services, such as
vaccinations, surgeries or even medication to keep one healthy can have spill
over benefits to society and the economy (Extract 3).

Explanation of example: External benefit

Measles is a highly contagious disease and when an individual decides to get
immunized by it, he reduces the probability of third parties around him
contracting the contagious disease.

OR

A healthier individual is more productive, being physically present and well, and
is able to produce a greater output for his employer.

OR

A healthier labour force can lead to a more productive workforce and attract
foreign firms to invest, which enables a country to enjoy higher economic
growth, with its citizens, even those who did not consume healthcare enjoying
higher incomes.

Explanation of example: Private benefit

Individuals will not consider this benefit enjoyed by others as they aim to pursue
self-interest and will only consider his private costs and benefits, such as his
own health and comfort and the medical bills, when deciding whether to
consume a measles vaccination.

Explanation of divergence

As marginal social benefits = marginal private benefit + marginal external
benefit, the existence of positive externalities in the consumption of healthcare
can lead to a divergence between private and social benefits.

Comment on the extent to which subsidies should be used as a means of  [6]
increasing the consumption of healthcare in India.

Explanation of how a subsidy works to increase the consumption of
healthcare in India
- A subsidy is a payment made by the government to producers in order
to lower their cost of production.
- By subsidizing the production of healthcare, the supply will increase and
equilibrium price lowers and equilibrium quantity increases. (OR the
MPC of consuming healthcare will decrease)
- This higher equilibrium quantity of healthcare would mean its
consumption has increased.

Weighing the extent of using subsidies

Large extent:
- Subsidies can be effective when it is well-targeted measure as it is able
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to increase the consumption of healthcare directly. It is also well-
received by producers and consumers, which is crucial as India is still a
developing country and healthcare is an essential service for consumers
to enjoy.

- India’s current health expenditure is very low, even compared to China —
another developing country (Table 1) and with poor health outcomes in
terms of life expectancy and infant mortality as compared to China
(Table 2). They perform poorer than Japan, a developed country and
certainly need to increase spending on healthcare to achieve higher
consumption as the country develops economically.

Small extent:

- Considerations of government budget (the size of the budget, trade-offs
of other aspects like education and public goods). India is still a
developing country with low national income and low tax revenue, and
with many essential products like defence and education that require
government spending. Constraints of the government budget may mean
limited amount of subsidies can be provided, so consumption of
healthcare would only increase by a small amount.

- Limited effectiveness of subsidy in increasing consumption of
healthcare, given that the demand for healthcare is price inelastic.
Consumption on healthcare may only increase by a small amount.
Otherwise, a significantly large amount of subsidy is needed to bring
about a substantial increase in healthcare consumption, which again
strains the government budget.

- Many rely on herbal, alternative medicine and government programmes
in rural health clinics as they do not know the importance of proper
healthcare (Extract 4). Limited effectiveness of a subsidy as the cause
of under-consumption may be imperfect information rather than the
presence of positive externalities or inability to afford or access (rural
areas). In this case, consumers may not be fully aware of the benefits of
proper healthcare systems and its effectiveness, and instead are
misinformed about the benefits of herbal and alternative medications.

- Subsidies alone may not be sufficient to increase the consumption as it
needs to address the issues of the different standards and access to
healthcare in rural and urban regions.

- Other policies can be more appropriate to increase consumption of
healthcare: such as joint provision, especially in rural areas with poor
access, education about herbal versus proper medication and legislation
of compulsory measles vaccination.

Overall conclusion:

Given that the level of the current low level of government intervention and poor
health outcomes, subsidises are certainly needed for the India government to
increase the consumption of healthcare. However, while they can rely on
subsidies to a large extent, the Indian government needs to use other policies
as well to prevent a prolonged drain on their budget. Since they may be
constrained by the size of their budget, they can choose to only subsidize
services which create large positive externalities, or those that are crucial and
necessary for survival. This will allow the Indian government to maximize the
benefits of higher healthcare consumption given its budget.
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Level descriptors Marks
L3 | Developed analysis of how a subsidy works, as well as 5-6
well-explained considerations of some strengths and
limitations of using a subsidy before coming to a
conclusion about the extent of using subsidies.
L2 | Weak analysis of how a subsidy works and its strengths 3-4
and limitations
OR
Well explained but unbalanced, e.g. only explaining the
strengths or limitations of a subsidy. Conclusion may be
given, but not weighed.
Answer was not in the context of India (no reference to
case materials)
L1 | Descriptive answer without good linkages in statement 1-2
Did not understand question requirements e.g. giving a
range of policies and comparing against each other.

(d) Discuss the impact of easing curbs on foreign investments in hospitals as [8]
mentioned in Extract 2 on China’s current and future standard of living.

Easing curbs on foreign investment in hospitals will allow the supply of hospitals
to increase, as more private, international firms enter to offer medical services.
This is also an increase in Investment at the economy level, and would lead to
actual and potential economic growth in China.

There will be a micro and macro effect of this policy, and it should increase the
current and future standard of living of the Chinese. Standard of living refers to
the material goods and necessities, comfort and wealth available to a person. It
comprises of the material aspect, which refers to the amount of goods and
services one has at their disposal to enjoy, and the non-materials aspect which
is a more holistic picture of their well-being: including health, income inequality
and education.

Micro effect (DD/SS diagram optional):

This will lead to an increase in supply of healthcare, fall in equilibrium price
and increase in equilibrium quantity of healthcare. There will be an
increased consumption of healthcare, affordability and able to improve people’s
health standards and thus improve non-material standard of living in
China.

Furthermore, it allows increased variety and choice for consumers, who will
then be able to choose the hospitals that can better cater to their needs. For
example, the public hospitals may begin to offer basic, necessary services like
family medicine (Extract 1) which are kept affordable for the general population.
On the other hand, the private firms, or especially international firms, can
specialize and focus on more complicated healthcare services like cardiology
and cosmetic surgery that are more expensive. This will allow the low income to
be able to afford healthcare they need, and the higher income to pay for the
quality they want. This differentiation also ensures a more efficient and
equitable allocation of resources in the healthcare market, by ensuring both
low and high income Chinese can enjoy healthcare.
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Also, the increased competition between the private domestic and
international firms may result in better quality services that allow consumers to
enjoy health and an improvement in non-material standard of living.

The increased supply and availability of more healthcare services is important
since there is a rising elderly population in China (Extract 1). The existence of a
rural and urban population, which may suggest a differing income level and
ability to afford healthcare, so domestic and foreign firms specializing in
different types and quality of health services and thus differing prices of
healthcare, can enable Chinese to afford the appropriate, basic healthcare
services they need.

Nonetheless, a long period of time is needed for construction of these new
hospitals and healthcare services and so in the current period, there may not be
the desired effect of a lower price and higher quantity, so the non-material living
standards will only improve in the future. Also, whether the introduction of new
firms can really ensure better healthcare and living standards for the lower
income depends on whether firms will then all choose to specialize in areas that
can earn more, or choose to focus on different aspects of healthcare. The
Chinese government needs to intervene and regulate the market, by ensuring
that there is a better allocation of resources into the different types of healthcare
services.

Macro effect (AD/AS diagram optional):

This will lead to an increase in Investments in China, and will increase the
Aggregate Demand since | is a component of the AD. The increase in AD will
cause an increase in national income in China. The higher demand for
capital goods will lead to firms hiring more workers to increase production,
hence higher national output produced and higher national income earned by
these workers. The increase in national income will mean an increase in
disposable income for the Chinese, assuming the increase in population does
not outweigh the increase in national income. With higher real disposable
income and greater output, Chinese citizens are able to purchase more goods
and services for their consumption. This will improve their current material
standard of living.

Furthermore, as investments represent an accumulation of capital goods that
will enable them an increase in quantity of factors of production. Also, an
increase in foreign investments can also lead to a transfer of knowledge and
technology, which in total can increase China’s productive capacity, and is
seen by a rightward shift of the LRAS.

In addition, with more and better health services, the Chinese people would be
able to achieve better health outcomes. The healthier workforce will be more
productive, showing an improvement in the quality of labour. This will be able
to increase China’s productive capacity and is seen by a further rightward
shift of the LRAS.

Furthermore, the healthier and more productive Chinese labour force would be
able to attract more foreign direct investments, especially in the areas of
manufacturing (Extract 3), which further means an accumulation of capital
goods and will be able to increase China’s productive capacity and is seen
by a further rightward shift of the LRAS.

This means China will experience a higher full employment national output, and
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allow her to enjoy non-inflationary economic growth in the future, if AD
continues to increase. This means the Chinese will be able to enjoy higher
disposable income and output in the future and thus purchase more goods and
services for their consumption. The future material standard of living in China
will also improve.

However, this increase in supply of healthcare providers may come with a lower
quality of healthcare as firms aim to cut costs to lower prices and compete
more. Overall, this may not signify an improvement in the standards of
healthcare and thus health outcomes of the Chinese.

Also, this improvement in material standard of living and health standards in
China does not necessarily mean the overall standard of living will improve.
SOL includes other aspects of one’s well-being. The higher national income
may result in longer working hours for Chinese workers, which will mean less
leisure time and time with families. Also, the increased production and
construction means more energy is used, leading to higher carbon emissions,
which may cause pollution and cause poorer health standards, worsening their
non-material SOL.

Overall conclusion:

Overall, the easing curbs on foreign investments in hospitals will, to a larger
extent, have a positive impact on China’s current and future, material and non-
material, in terms of health, standard of living. This is also dependent on how
the China government regulates these new firms to ensure that there is an
overall improvement in health outcomes for its people.

Level descriptors Marks
L3 | Developed analysis of how the ease of curbs on foreign 5-6
investment will improve current and future standard of

living.

Answer has considered material, non-material (with
some understanding of the healthcare market) aspects
of SOL

L2 | Undeveloped analysis of how the ease of curbs on 3-4
foreign investment will improve current and future
standard of living.

OR Unbalanced but well explained answer: e.g.
Considered material SOL or non-material SOL only, OR
Considered current or future SOL only.

L1 | Descriptive answer, without economic concepts. 1-2
Did not understand question requirements
E2 | Well-explained judgement about overall impact on 2

various SOL aspects (with some reference to possible
negative impacts)
E1 | Unexplained or one-sided judgement 1
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ACJC Prelim: H1 Case Study 2 (Japan and Greece)

@) (i) Explain the theoretical relationship between economic growth and public
debt. [2]
e There is an inverse relationship between economic growth and debt. When economic
growth is positive and increasing, public debt should fall.
e As the country experiences positive economic growth, national income increases,
income tax revenue increases while expenditure on unemployment benefits falls, thus
reducing the budget deficit and in turn the public debt levels.

(i) How far does Table 4 demonstrate this relationship? [3]

e The relationship is demonstrated in Greece in 2011 and 2013. During this period, GDP
growth worsened while public sector debt was increasing as a percentage of GDP.

e However, the relationship is not demonstrated in Greece in 2012, where GDP growth
was improving but public sector debt increased as a percentage of GDP.

e Conclusion: Thus the relationship is demonstrated in Table 4 to a large extent.

(b) (i) What evidence is there in the data that real interest rate was negative in
Greece? [2]
o Real interest rate is nominal interest rate, adjusted to remove the effects of inflation
From 2010 — 2012 (time period must be stated), the inflation rate as measured by
annual % change in consumer prices was higher than the nominal interest rate. (Table
4)
o Therefore Greece had negative real interest rate from 2010 to 2012.

(i) Explain one adverse effect of negative real interest rate on an economy. [2]

e Savings are discouraged leading to less loanable funds available in banks. This could
reduce future investment levels and affect the potential growth of the economy in the
long run.

o Savers suffer lost their returns to deposits, and instead, incur a cost for saving. This
reduces their future income levels, therefore reducing future material standard of living.

¢ Negative interest rates if used in the long run may lead to overheating of the economy
once it is out of recession. It may lead to high levels of consumption and investment
which increases AD. This causes demand pull inflation if the economy is close to full
capacity.

(c) (i) Using a diagram, explain why the structural reforms identified in Extract 7

“have left many Japanese workers cautious about how Abenomics would
affect wages”. [3]

S

Wagey |= === = - L -~

5
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|
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According to extract 7, the structural reforms include relaxing migration rules. This could

lead to an influx of foreign labour into Japan, increasing the supply of labour.

¢ An increase in the supply of labour would result in a surplus of labour at the current
wage rate. There would be a downward pressure on wages until a new equilibrium, with
lower wages, is established in the market. Therefore the risk of falling wages would be
a cause for concern for Japanese workers.

(i) Assess the costs and benefits of the structural reforms on the Japanese
economy. [6]
Explain the structural reforms:
o Refers to market oriented supply side policy
o Relaxing labour laws are likely to lower wages, which will lower cost of production for
firms

e Technological innovations will also help to boost the productive capacity in Japan

Benefits:
o Lower wages > lower cost of production - increase in SRAS -> growth in the
economy

e Lower COP - attracts foreign firms to invest in Japan - increase investment -
growth in both AD and LRAS - actual and potential growth + creation of jobs and
lower unemployment rate (demand deficient unemployment)

o Exports also become more price competitive due to lower COP - growth in exports »>
actual growth and improvement of BOP (current account)

Costs:

¢ Japanese may suffer from lower wages due to the loosening labour rules. Existing
employees may be fired more easily leading to loss of income. This could result in a fall
in consumption expenditure by households and may lead to a fall in AD-> fall in actual
growth.

e Structural reforms may worsen the problem of deflation. Japan is already suffering from
very low levels of inflation, with CPI growth falling below 0 in 2010 and 2011.
Expanding the aggregate supply through structural reforms will lead to further fall in
general price levels. This will cause Japan to be stuck in a deflationary spiral where
consumers expect prices to fall further and delay expenditure. It also reduces business
confidence in the economy, further reducing investment levels.

Synthesis:

e Structural reforms are likely to bring about more harm than good In the short run given
that the current situation of Japanese economy is that of unhealthily low level of
inflation and slow growth in Japan

o However, if used together with other demand management policies, such as the first
two arrows of expansionary fiscal policy and quantitative easing (as mentioned in
extract 7), it may be beneficial to Japan in the long run. This is because it targets the
root problem of poor expectations in the economy.

Level Descriptors Marks

L3 o Well-developed explanation of both costs and benefits 5-6
Good reference to data and context given

o Weighs the benefits and costs to come to an overall conclusion

L2 e Underdeveloped explanation of costs and benefits of structural | 3-4
reforms

o Developed explanation of either costs OR benéefits

e Some reference to the context given
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L1

e Descriptive answer lacking economic analysis 1-2
e Points are largely irrelevant
e Pure listing of points

(d)

(e)

Identify and explain the type of unemployment experienced in Greece from 2010
to 2013. [4]
Greece experienced demand deficient/cyclical unemployment from 2010 to 2013
Evidence: Growth rate was negative from 2010 to 2013, indicating that Greece was
suffering from a recession

This indicates that aggregate demand was low and falling from 2010 — 2013. As AD
falls, national output is falling. With less goods and services being produced, the
economy would experience a loss of jobs, resulting in rising cyclical unemployment.

In view of the large public debt, discuss what would be the most appropriate
policy for Greece to achieve economic growth. [8]

Introduction:

.Co0Mm

e Explain debt levels in Greece: High level of debt (up to 156% of GDP). Debt is held

externally which results in leakages from the economy when Greece repays its debt. This
will then affect the BOP of Greece as there are more outflows than inflows, resulting in a

loss of foreign reserves in financing its deficit.

e Explain current economic conditions of Greece —Negative economic growth (-3.9% in
2013), High Unemployment (27.3% in 2013), falling consumer prices which has brought
about weak consumer and business confidence in Greece.

Body:

A) Austerity measure might be appropriate in reducing high government debt to

pursue EG for Greece

e In light of the high government debt, austerity measures by cutting government
spending and increasing taxes, seems more appropriate to reduce its debt level.
However, this will be contractionary and will result in negative growth in the short
run.

e Yet by reducing public debt levels in Greece, this may start to improve business
and consumer sentiments which will increase C and | and increase AD and NY in
the long run (Extract 5).

However, austerity measures will have a contractionary effect on Greece’s economy and will
result in negative growth in the short run. By cutting G and increasing T, this will cause a fall in
AD and NY. Also, falling GDP will also cause debt-to-GDP ratio to look less favourable in
Greece (Extract 5). Thus there is a need for more appropriate policies to generate economic
growth in both the short and long run.

B) Expansionary DD-management policies are appropriate in using domestic demand

to pursue EG for Greece even with the high government debt

i. Expansionary FP by increasing G more than the contractionary impact of the sales
tax (ie. fall in C & ) — describe mechanism & its net impact on AD
e The impact: Rise in AD would promote the level of economic activity that leads
to greater employment of resources (esp labour — derived dd) leading to a
magnified rise in NY due to the multiplier effect, achieving economic growth.
e Contextualisation/Link to the question:
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However, the high government debt limits the scope of expansionary fiscal policy, thus
make it inappropriate as it may worsen the situation where the debt increases further if
the government expenditure is larger than the tax revenue that it collects.

o High debt levels are unsustainable in the long run as the government may not
be able to pay back their debts.

e There is also a further strain on the budget due to the interest on borrowing that
has to be paid back in the future. Therefore this may limit the government’s
spending in the future, and impeding future economic growth.

e Greece is already experiencing deflation and negative growth, which results in
weak business and consumer confidence. In this context, reducing taxes will be
ineffective as consumers and firms are unwilling to borrow and spend. The poor
economic outlook encourages them to save instead.

e Increasing levels of debt also reduces business and consumer confidence (as
mentioned earlier) and could in fact lead to a fall in | and C, especially if the
economy experiences the crowding out effect when the government borrows
from private banks.

But expansionary fiscal policy need not lead to a worsening of debt and hence it may
still be appropriate. Since the economy is in recession, the government should not try to
reduce its debt yet, but wait for the economy to recover, as growth will help to alleviate
the debt levels.

Yet expansionary fiscal policy will still require government spending in the short-run,
which might lead to the worsening of debt. Since monetary policy does not require
government spending, it seems like an appropriate policy tool for the Greek
government to use in order to stimulate aggregate demand.
ii. Expansionary MP:

e The impact: Rise in AD would promote the level of economic activity that leads

to greater employment of resources (esp labour — derived dd) leading to a

magnified rise in NY due to the multiplier effect—achieving actual growth.

¢ Contextualisation/Link to the question:

o However in the case of Greece, it does not have control over its own
monetary policy as it belongs to the Eurozone which shares a common
currency —Euro, and the ECB determines the interest rate. Thus in Greece’s
case, it is unable to change its interest rate or exchange rate unilaterally.

o Hence for Greece, its expansionary monetary policy would be implemented
by relaxing loan obligations, giving more incentives for companies to borrow,
making it easier for people to borrow money which will increase C & I.

o At the same time, the current expansionary monetary policy which ECB is
adopting is appropriate for Greece (Extract 6). Interest rate levels are at a
very low level, which is hence supposed to encourage borrowing, increasing
C &I, increasing actual growth.

However, as Greece is currently experiencing high unemployment rates and going through
recession, the current consumer and business sentiments are very weak. As a result, using
domestic demand to drive economic growth in Greece might not be very appropriate and thus
Greece might need to use external demand to drive the economy instead.

C) Trade policies are appropriate in using external demand to pursue EG for Greece
even with the high government debt

Currently as there is weak domestic demand, Greece should hence tap on external demand to

drive economic growth by signing more FTAs and diversify its trading partners. This is to
increase net exports, which will then increase AD and achieve higher growth rates. Also by
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opening up new markets, this will encourage foreign direct investments that will also increase
both actual and potential economic growth.

However, Greece needs to build up its domestic industries and develop a comparative
advantage in various areas in order to benefit from trade. Thus there is a need for SS-side
policies to increase productivity and upgrade the skills of its citizens.

D) Supply side policies may be more appropriate to achieve economic growth despite
high government debt
¢ Given the high amount of debt, Greece’s government is unable to use expansionary
fiscal policies indefinitely.

e Greece should use SS-side policies to address the root problem of poor expectations
in the economy in order to get out of the recession and ensure sustainable growth in
the long run as well.

e Short run supply side policy:

o The government can try to encourage more competition in markets through
deregulation and anti-trust policies. This will encourage firms to be productively
efficient and find lower cost methods of producing.

o There will be an increase in SRAS and corresponding increase in national
income

e Long run supply side policy:

o The government can spend on skills upgrading or building infrastructure to
develop a comparative advantage in certain goods and services.

o This will help to attract investors into the country by boosting the confidence in
the economy as well as increase export revenue into Greece.

o Though spending is needed in the short run, it is not an indefinite increase in
expenditure as the government can cut down spending once investment and
consumption starts increasing.

For an economy like Greece which is facing a chronic govt debt, as well as falling economic
growth, the odds are against Greece in being able to get the funds to incentivize retraining to
enhance the labour productivity level or to generate adequate domestic demand to pursue EG
of both types.

While some supply side policies may require spending by the government, they are able to
solve the root problem in the long run and are more sustainable (Extract 6). These policies are
more sustainable as they are self-financing. By channelling funds to training workers, this will
increase productivity and generate higher income in the long-run. Hence even though these
policies may incur higher spending in the short-run and worsen debt levels, this will generate
higher income and economic growth in the long-run, which can be used to repay Greece’s
debt.

E) Synthesis/Conclusion:

In spite of Greece’s high debt levels, it would be myopic to adopt austerity measures as this
will hinder growth. But it would be more appropriate for Greece to use expansionary DD-
management, trade and SS-side policies to achieve economic growth. Growth will also help to
reduce public debt levels in the long run. As the country experiences positive economic growth,
national income increases and as a result, income tax revenue increases. In the same way,
through increasing tax incentives/concessions, this will increase the profitability of firms, which
will also increase tax revenue and thus reduce budget deficit. Also, as the country experiences
increase in economic growth rates, this will lead to higher production and hence higher
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demand for labour, increasing employment levels. This will cause expenditure on
unemployment benefits to fall, thus reducing the budget deficit and in turn, public debt level
falls.

Hence in Greece’s case the most appropriate policy measure is not simply a choice between
dd-side or ss-side, but whether any macroeconomic policy measure undertaken by the Greek
government would actually achieve any degree of EG that would create a positive ripple-effect
(multiplier-accelerator effect) that would gain momentum to cure all the chronic components of
the ailing economy albeit one at a time.

Level Knowledge, Application, Understanding and Analysis Marks
L3 e Balanced and developed discussion of at least 2 policies to 5-6

pursue economic growth for Greece (& how it might conflict with
other macro objectives)

e Answer exhibits consideration of Greece’s large debt

e Good reference to data and context given

L2 e Developed but one-sided discussion of at least 2 policies to 3-4
pursue economic growth for Greece

¢ Undeveloped but balanced discussion of various policies to

pursue economic growth for Greece

Limited reference to Greece’s large debt

Limited reference to data

Descriptive answer lacking economic analysis 1-2

Points are largely irrelevant

Pure listing of points

Reasoned judgement on appropriateness of various policies for 2

Greece based on a criterion for e.g Expansionary Fiscal Policy is

unlikely to be the most appropriate in the long-run given that

Greece already has high levels of unsustainable debt.

E1 ¢ Unreasoned judgement of one policy being more appropriate to 1

pursue economic growth for Greece

L1

E2
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3. (a) Explain how the price mechanism allocates scarce resources in the free
market. [10]

(b) Assess the ability of the price mechanism in allocating scarce resources
efficiently. [15]

Suggested Solution

Synopsis:

Candidates will show how the price mechanism works to allocate scarce resources in the
free market. Candidates may use DD/SS framework for their analysis of the price
mechanism, and explain how the three questions of allocation of resources are solved.
Examples of how resources are allocated should be raised.

Introduction:

1. Explain the meaning of “free market” and price mechanism:

a. A free market is an economic system in which prices and wages are determined by
unrestricted demand and supply forces, without government regulation or
intervention.

b. Through the use of price signals, the price mechanism is the ‘invisible hand’ that
guides goods, services and resources (Factors of production) to move to where
they are most needed.

2. Explain why resources are “scarce” = unlimited wants but limited resources

Body/Analysis:

3. How the price mechanism works to allocate scarce resources in the free market:

a. The price mechanism serves as a signalling function for the free market.

b. Market prices of goods will adjust to changing demand and supply forces, and
highlight to the consumers and producers where resources are required, and where
they are not:

i. Increasing prices signal a need for resources to be employed into those
markets;

ii. Falling prices will indicate that resources are not needed in that market, and
thus will be re-allocated elsewhere.

c. Inthe free market, these market price adjustments serve to re-allocate the scarce
resources towards producing goods that fetch the relatively higher price at that time.
Such adjustments will then reduce unnecessary use of resources in producing the
less valued/wanted goods;

4. 3 resource allocation questions will be answered as the price mechanism works its way
through the market: What to produce, How to produce and For Whom to produce.

a. ‘What’ to produce: The market would decide which needs or specific
goods/services among the unlimited wants would be produced instead of the others.
Usually these are goods which may signal the relatively higher prices due to their
higher demand.

b. ‘How’ to produce: Once producers have been given the signal by consumers on
what to produce, they will engage in seeking factors of production and conduct
production processes that are the most productively efficient. Producers may thus
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choose production methods that could be labour intensive or capital intensive,
depending on the overall costs that will be compared against the benefits derived.
‘For Whom’ to produce: The free market system would decide who would
ultimately get to enjoy these goods/services produced and usually it would be those
who are willing and able to pay the prices of these goods/services. They might even
bid for the goods at higher prices if they are willing and able to purchase it.

5. lllustration/Example of the price mechanism in action: the bubble tea market

a.

6.

To answer the question of ‘what to produce’> When there is rising demand for
bubble tea (from Dd1 to Dd2), the price of bubble tea will rise (from P1 to P2) and
this signals producers to produce more teas to meet the rising demand. More
resources such as labour and capital will then be allocated to production of bubble
tea.

Price of a

cup of
bubble tea

A S8

Pl e, e "
1

1

P1 \

DD2

DD1

1 |
‘ I
|
I
‘ |
|
N |
N |
' I
|

|
I
|

5 No of cups of
Qs Q2 Qd bubble tea

As shown from the above diagram, producers would react to the higher price by
increasing the quantity supplied of bubble tea from Qs to Q2.

As the producer allocates more resources to the production of teas, he would try to
increase production using lowest cost possible. The question of “How to produce”
is answered through sourcing for the lowest cost teas and labour available. The
firm would hence use the cheapest possible combination of resources to increase
production of teas so that his profits are the highest.

‘For whom’ to produce: At the same time, as more people demand bubble teas, its
price will rise. Consumers who can afford the higher prices of Bubble teas will leave
the market. At the higher price, some people will not wish to consume bubble teas
will leave the market.

Without government intervention, resources are allocated more efficiently towards
production of bubble teas.

The price mechanism, when allowed to exist freely without any govt intervention,
would be able to achieve allocative efficiency.

Conclusion:

7. The price mechanism works well without government intervention.
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Knowledge, Analysis and Application

L3 | ¢ Good explanation and analysis of the price mechanism PLUS a good | 7-10
account of the 3 questions of allocation of resources.

¢ Candidates using demand/supply framework should show a complete
analysis of how changes in demand and supply forces may lead to changes
in resource allocation.

e Candidates use an example to illustrate how equilibrium price and quantity is
achieved through the price mechanism, and make some reference to
resource allocation taking place.

L2 | ¢ Sound explanation of the price mechanism but with insufficient or | 5-6
inadequate analysis of the 3 questions of allocation of resources.

¢ Candidates might only provide token explanation for the questions of ‘What
to produce, how to produce and for whom to produce’.

¢ Candidates may illustrate the working of the price mechanism or the dd/ss
framework using an example of a good without making reference to
resource allocation.

o Sufficient explanation of the price mechanism using demand/supply
framework without making reference to resource allocation

L1 | e Inaccurate explanation of price mechanism or mostly irrelevance in demand | 1-4
and supply analysis.

e Not using demand/supply framework

e Presence of major conceptual inaccuracies.

(b) Assess the ability of the price mechanism in allocating scarce resources
efficiently. [15]

Suggested Solution

Synopsis:

Candidates will assess the ability of the price mechanism to allocate scarce resources
efficiently. This is dependent on a variety of factors, and society might need the government
to intervene to achieve allocative efficiency.

Introduction:

1. Define allocative efficiency:
e The situation in which one could not be made better off without making some else
worse off;
e All resources are fully employed, and are being used to obtain the maximum benefit
to the entire society.
e Consumer and producer surpluses are maximised.

Body/Analysis/Evaluation:

2. Analyse how efficiency is achieved in the free market system, alluding to the details in
part (a), where the price mechanism has already been explained.

3. Students should highlight that consumer surplus and producer surplus would be
maximised, if the equilibrium price were to be achieved in the market. (A diagram on
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maximum consumer/ producer surplus would be useful, if it has not been indicated
earlier)

4. Allocative efficiency also means that maximization of welfare in the economy is
achieved. At this point, the valuation of the good should be equal to the additional cost
of producing the good (P = MC).

5. However, the ability of the price mechanism to allocate scarce resources efficiently
depends on some conditions being present: (students should highlight at least two
reasons that show inefficiencies in the market) firms are operating in a perfectly
competitive environment and externalities (external costs and benefits) are not present,
goods sold are rival and excludable.

6. Imperfect competition in markets

a. This exists when there are barriers to entry and products are differentiated. Firms
in such markets may engage in some competitive behaviour, but due to the
presence of barriers, they may acquire some level of market power, and their
demand curve would be less than elastic.

b. Differentiated products also lead to firms’ demand to be less elastic, and thus
would have some ability to set a price that is greater than the market price.

c. The market would have thus failed to achieve allocative efficiency if the price is
not at equilibrium. Resources would thus have to be allocated less efficiently in
this case.

7. Presence of externalities (positive & negative):

a. The valuation of goods and services by consumers and producers are only based
on self-interests; third-parties may be affected positively or negatively without
having been compensated.

i. Explain external costs and benefits.

ii. This would mean that the overall costs and benefits to society are much
higher than the market price that has been paid and received by consumers
and producers respectively.

iii. Goods with negative externalities will be over-consumed; goods with positive
externalities will be under-consumed. Thus, the market would thus have
failed to allocate resources efficiently.

8. Some goods cannot rely on the price signals. These are called public goods.

a. Public goods are non-excludable and non-rival in nature.

i. Define non-excludable and non-rival.

ii. Non-excludable: itis not possible to exclude non-payers from consuming the
good. There exists a free-rider problem in this case as consumers will not be
willing to pay for the good.

ii.  Non-rivalry: consumption of the good by one does not diminish the benefits
and satisfaction by subsequent consumers. The provision of the good to
additional consumers does not incur additional costs.

b. For these goods, consumers are able to consume these goods even though they
have no intention to pay for it. There is no price signal, and this is a case of
missing market. For example, the military defence forces.

c. As aresult, the free market does not allocate resources for production of these
essential goods. Allocative efficiency is not attained.

9. For all the cases above where the price mechanism is not able to allocate resources
efficiently (situations of market failure), the government would have to intervene: (not
limited to these measures)
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b. The government may impose indirect taxes on demerit goods or on goods with
negative externalities like alcohol and cigarettes.
c. These specific measures, if calibrated correctly, would help the market achieve
efficient resource allocation.
Conclusion:

Left on its own, the price mechanism is not able to achieve efficient resource allocation,

a. The govt may subsidise the low income groups for them to sufficiently afford basic

consumption goods or goods with positive externalities like healthcare and
education

unless the above conditions are met. Intervention by the govt is then needed to achieve
allocative efficiency most of the time.

Knowledge, Analysis and Application
L3 | ¢ Candidates provide a comprehensive analysis of achievement of allocative | 9-11
efficiency by the price mechanism.
¢ Candidates give a good account of sources of market failure (where price
mechanism is not able to achieve efficient resource allocation)
e Candidates show good analysis of both forms of market failures
(externalities and public goods).
L2 | ¢ Candidates are able to show that the price mechanism is not always able to | 6-8
achieve efficient allocation of resources
¢ Candidates make some attempts to discuss allocative efficiency but lacked
economic analysis of both forms of market failure.
e Answers are not balanced and limited to just good detailed analysis of one
form of market failure.
L1 | ¢ Candidates have not discussed the reasons for the inability of the price | 1-5
mechanism to achieve allocative efficiency
e Mostly inaccurate and irrelevant answers
Evaluation
E2 | ¢ For an evaluative assessment based on sound economic analysis. 3-4
E1l | ¢ Evaluation without justification. 1-2
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4. (a) Explain the consequences of a persistent and large balance of payments
deficit on an economy. [10]

(b) Discuss the extent to which expenditure-reduction policy alone can be
effective in correcting balance of payment deficit. [15]

Suggested Solution

Synopsis:

Candidates will explain the impact of a persistent and large balance of payments deficit on
the domestic and external facets of an economy.

Introduction:

1. Define and explain the make-up of a country’s balance of payments (BOP): Current
Account, Capital Account and the Official Reserves Account.
2. Explain the meaning of deficit in the BOP.

Body/Analysis:

3. Explain some reasons why the deficit BOP may be persistent and large in some
cases:

a. Could be due to a deficit in the Current Account:

i. When the economy is continuously dependent on imported consumption
goods; local production is insufficient to satisfy local demand for goods and
services

ii. When the economy is does not own natural resources and is dependent on
imported raw materials for its production processes

iii.  When there is insufficient demand for its exports — could be due to a relatively
high rate of domestic inflation or relatively lower quality of goods as compared
to its competitors

b. Could be due to a deficit in the Capital Account:

i.  Anunresolved economic or political crisis in the economy could also lead to
persistent outflow of funds over a few years as foreign investors flee the
country.

ii. Increasing investment overseas by domestic firms who seek expansion
elsewhere that are not matched by an inflow of investment from overseas
companies.

c. When the economy does not have sufficient reserves or it is unable to borrow from
official sources to offset the deficit in the primary balance (deficit in current and/or
capital accounts).

4. Analysis of the consequences an economy might face if a persistent and large deficit in
the BOP is present:
(Students may incorporate the analyses below as a consequent of each of the
reasons above)

a. Depreciation of exchange rate against other currencies, such that

i.  Prices of imports increase —>higher cost of living (due to high import prices)
for domestic residents - lower purchasing power for residents
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ii. Investors’ confidence may be negatively affected, and investment and
employment may be significantly reduced. - Long-run AS (productive
capacity of the economy) will shift left, indicating that their potential income is
reduced.

b. Persistent deficit: The country’s reserves could be depleted if the country
chooses to continuously support the weakening exchange rate - these reserves
could be funds that could be used for future infrastructural development projects. >
AS could be reduced

i.  Overall, funds required to build the economy up for the future would be
reduced, and potential inflows discouraged from being invested in the
economy.

ii. Possibility of reducing imports in the future - ability to support production is
affected negatively

Conclusion:

5. A persistent and large deficit in BOP can cause costs of living to increase and standards
of living to fall in an economy. In the long run, the economy could face severe
contraction in their economic potential and high unemployment.

Knowledge, Analysis and Application

L3 | ¢ Candidates give a well-written analysis and addresses the issue of “a large | 7-10
and persistent BOP”

e Candidates give a good analysis of the economic problems of inflation,
unemployment and contraction of AD in the economy

¢ Candidates provide a clear analysis of the consequences of persistent deficit
using AD/AS framework

L2 | ¢ Candidates just adequately explain in general, the effect of a deficit BOP, | 5-6
without highlighting its persistence and magnitude

e Candidates may not be consistent in using AD/AS framework in analysis of
the consequences of deficit.

L1 | ¢ Candidate shows inaccurate analysis of BOP components and the effects of | 1-4
a persistent and large deficit BOP on the economy

e Mostly inaccurate and incoherent explanation of a deficit in BOP and its
effects.

(b) Discuss the extent to which expenditure-reduction policy alone can be effective in
correcting balance of payment deficit. [15]

Synopsis

Candidates are expected to analyse the effectiveness of expenditure-reducing strategies in
order to correct BOP deficit. It is also expected that students offer alternative policies, for
example, expenditure-switching measures, which could supplement expenditure-reduction
policy to improve the deficit in BOP.

Introduction:
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1. Explain the meaning of expenditure-reduction policy - These involve a general
reduction in aggregate demand to achieve the goal of reducing expenditures on
imports

Body/Analysis/Evaluation:

2. Expenditure-reduction policies may include contractionary fiscal or monetary policies
that reduce aggregate demand, which would reduce expenditure on imports:

a. Contractionary fiscal policy = e.g. a reduction in government expenditure
and/or a rise in taxes to reduce aggregate demand.

b. Contractionary monetary policy = e.g. a rise in interest rates, stricter hire
purchase regulations, more constraints on bank lending, which can dampen
spending and investments.
= Expenditure on imports could be reduced, with a long-term view of eradicating

the deficit BOP.

2 Both contractionary policies will lower AD, and will also lower domestic
inflation - improvement in competitiveness of exports, hence also reducing
trade/ current account deficit.

3. Evaluation > The effectiveness of these policies depend on:

a. The extent of conflict between external and internal objectives:

i. As the BOP deficit improves, the deflationary policies could slow down the
country’s economic growth and increase unemployment.

ii. If the BOP deficit is due to inflation caused by high domestic goods prices,
then the contractionary policy could solve both problems at the same time.

b. The proportion of consumption attributed to import expenditures - the higher the
proportion, the more imports will fall and thus reduce the deficit.

c. The economic slowdown due to the contractionary policies could be worse and
longer than expected: higher unemployment would result, and the economy
should brace itself for a recession, if the downturn is prolonged.

4. Other policies considered: Expenditure-switching strategies - These policies are
aimed at reducing the consumption of imported goods in favour of domestic goods:

a. Depreciating or devaluing the domestic currency > prices of imports increase
relative to prices of domestic goods

i. depending upon the PED for X and PED for M, this might worsen the deficit
before improving it after a time lag (J-Curve effect)

b. Use of import restrictions and tariffs - this will increase the prices of imports and
thus discourage its consumption:

i. These have to be targeted at consumer goods and not at producer goods as
taxes or quotas will add to cost of production to industries that depend on
imported raw materials.

c. Switch the expenditures of foreign households from domestic goods to foreign
goods (e.g. Singapore goods) to boost our exports. - improve quality of goods,
seek new markets to export to.

5. Other policies considered: Reducing investment overseas, and re-structuring the
economy

a. Investment overseas can be reduced by changing tax policies on profits from
investments abroad or through direct foreign exchange control. - Capital account
deficit can be overcome.

2 A problem with this policy is that a future source of invisible receipts (i.e.
future income earned from overseas in the form of profits and dividends) is
reduced, hence worsening the balance on current account.

b. If the current industries in the economy are not competitive, then such investments
can be re-channeled into potentially lucrative areas and industrial development.
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=2 This requires the govt to take a longer-term perspective, and target the LRAS.
In the short-run, however, current consumption expenditures would have to
be reduced.

6. Other policies considered: Reducing other debit items, e.g. limiting the amount of
foreign exchange allowed to the country’s residents travelling abroad.

Conclusion:

7. Expenditure-reducing policies may be risky for economies that are already facing a
downturn, as it may worsen the gloomy conditions further. A better policy could be to
re-structure the economy, and target improving productivity and quality of goods. This
can ensure an improvement in exports as well as future growth prospects and potential.

Knowledge, Analysis and Application

L3 | ¢ Candidates provide a comprehensive analysis of expenditure-reducing and | 9-11
one other alternative measure

e Candidates use AD/AD framework well in analysing the effects of those
policies.

L2 | ¢ Candidates adequately analyse the expenditure-reducing measures to | 6-8
correct the BOP deficit and offer alternative policy, but analysis is not
developed or did not use AD/AS framework in the analysis.

Candidates offer alternative policies, but ideas are less coherent

e Candidates give an unbalanced view/analysis with respect to expenditure
reducing strategies and the alternative policies.

L1 | e Insufficient or incoherent analyses of the measures to reduce deficit BOP. 1-5

e Conceptual error in analyses.

Evaluation

E2

For an evaluative assessment based on sound economic analysis. 3-4

El

Evaluation without justification. 1-2
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Answer all questions

Question 1
Healthcare in China and India
Table 1: Health expenditure per capita, 2009-2013
2009 2010 2011 2012 2013
China 189 216 274 322 367
India 46 54 61 58 61
Japan 3746 4115 4656 4787 3966
Source: The World Bank Group
Table 2: Selected healthcare indicators, 2013
Immunization Improved
: Mortality rate, o/ sanitation
Life expectancy measles (% of o
. under 5 years . facilities (% of
at birth (years) old (per 1000) children ages 12- population with
23 month)
access)
China 75 13 99 65
India 66 53 74 38
Japan 83 3 95 100

Source: The World Bank Group

Figure 1: Market share of the top 10 drug companies in China and US in 2012
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Extract 1: Why India trails China

Source: IMS

Health

Modern India is, in many ways, a success. But beside slower growth, the far greater gap
between India and China is in the provision of essential public services like education and
healthcare — a failing that depresses living standards and is a persistent drag on growth.

India’s underperformance is due to a failure to learn from the examples of Asian economic
development, in which rapid expansion of human capability is both a goal in itself and an
integral element in achieving rapid growth.
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Japan used investments in education and healthcare, to simultaneously enhance living
standards and labour productivity and thus achieve rapid economic growth. Their development
experiences remained and were followed, by Singapore and China in the early 1980s. There
are strong economic returns that come from bettering human lives, especially at the bottom of
the socioeconomic pyramid. For India to match China in its range of manufacturing capacity —
its ability to produce gadgets of almost every kind, with increasing use of technology and better
quality control — it needs a better-educated and healthier labour force at all levels of society.
China’s healthier, more productive workforce and its resulting manufacturing capacity is a
strong pull factor for foreign firms, when deciding where to locate their factories and firms. It has
also allowed China to become the manufacturing hub of the world.

Source: New York Times, 19 June 2013
Extract 2: Things to know about India’s healthcare system

In India, one of the fastest growing economies globally, a staggering 70% of the population still
lives in rural areas and has no or limited access to hospitals and clinics. Many rely on herbal,
alternative medicine and government programmes in rural health clinics as they do not know
the importance of proper healthcare. Also, only a small percentage of the population has access
to quality sanitation, which further exacerbates health problems due to easy spread of diseases.
There is a growing need to fix its basic health concerns in the areas of HIV, malaria,
tuberculosis, diarrhoea and mortality. For primary healthcare, the Indian government contributes
only about 30% of the country’s total healthcare expenditure, the 11" lowest in the world in
2013.

Source: Forbes India, 9 September 2014
Extract 3: Drug companies face pressure despite China price pledge

China’s leaders on Thursday said Beijing would lift maximum price controls on pharmaceuticals,
a move long called for by drug companies and health experts to encourage both foreign and
domestic firms to offer better drugs. According to consulting firm McKinsey & Co., the move
could further open up the pharmaceutical industry. The industry totalled 655 billion yuan in drug
sales last year, up 14% from 2013. The move “creates more incentives for foreign and local
firms to develop more innovative drugs,” according to research firm China Global Insight.

The move is part of a broader government effort to create lower drug prices through free-market
competition in the long term. Many drug companies might look to increase profits by raising
prices, but they ultimately still compete on price and will be forced now to more greatly
differentiate themselves through branding. China has long kept a tight rein on drug prices as
part of its efforts to keep medical care affordable for its vast and ageing population. But the
industry and experts have blamed price pressures for spurring some domestic manufacturers to
cut corners such as using leather scraps to make gelatin capsules, leading to high levels of
carcinogenic substances in their pills to maintain profits.

Authorities have been slowly stepping away from price restrictions, ending retail-price caps on
low-cost medicine last year. But they have struggled to promote innovative drugs and ensure
stable supplies.

Source: The Wall Street Journal, 5 March 2015
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Extract 4: China: A soaring demand for quality medical care

Despite the Chinese healthcare system running at full speed over the past few decades, it can’t
move fast enough to keep up with the country’s social and economic changes. China’s per
capita GDP grew more than 25-fold from 1980 to 2011; its life expectancy rose by nine years;
its infant mortality rate quartered. By the end of last year, China's elderly comprised 14 percent
of its population. That figure is expected to grow to 25 percent by 2030. It is an appealing
market for pharmaceutical firms and medical-equipment makers; with spending in the industry
expected to nearly triple to $1 trillion by 2020 from $357 billion in 2011.

Yet, hospitals are not keeping up well enough. Those who need the essential, basic services
are unable to seek treatment, including this growing elderly population. China has a lack of
doctors and that has led to bottlenecks at hospitals, with frustrated patients who want to receive
better medical attention resort to bribing doctors.

The Chinese government has poured billions of dollars into healthcare reform in recent years,
and the system has improved accordingly. Yet the price of basic medical services has also
risen, with patients still paying the same amount as they did before despite subsidies. Thus,
China has one of the highest savings rates in the world — about 50% — largely because families
fear catastrophic healthcare costs.

Therefore, China will increase its healthcare subsidies by 19 percent this year to deepen social
reforms and strengthen safety nets. Authorities will also use new technologies, new training
regimens for doctors, reduce the cost of drugs and medical checks, and increase the availability
of doctors in rural areas, with the total number of doctors doubling by 2020. Yet, many feel that
these measures are still insufficient as these resources are likely to move into more lucrative
sectors like cosmetics and cardiology, rather than the much-needed general family medicine.

Sources: The Guardian, 29 October 2014 and Reuters, 9 May 2015

Questions

(@) (i) Compare the trend of health expenditure per capita between India and China from
2009 to 2013. (2]

(i) What conclusion would you draw from Tables 1 and 2 about the relationship
between health expenditure and healthcare outcomes? Explain your answer. [4]

(b) Assess whether implementing measures similar to those undertaken by the Chinese
government is the most appropriate way for the Indian government to achieve better

healthcare outcomes. [8]
(c) Identify the market structure of the pharmaceutical industry in China and USA. [2]
(d) (i) Explain the possible barriers to entry for the pharmaceutical industry. [4]

(i) Discuss how the market structure of the pharmaceutical industry in China will affect
the ability of firms in this industry to make excess profits in the long run when the
Chinese government removes price controls. [10]

[Total: 30]
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Question 2
The Japanese and Greek economies
Table 3: Selected macroeconomic indicators of Japan:
2010 | 2011 | 2012 | 2013
Real GDP Growth (annual %) 4.7 -0.5 1.8 1.6
Consumer Prices (annual %) -0.7 | -0.3 0.0 0.4

Unemployment (% of total labour force) | 5.0 4.5 4.3 4.0

Interest Rate (%) 1.6 1.5 14 1.3

Public Debt (% of GDP) 194.1 | 200.0 | 211.7 | 218.8

Source: World Bank, Trading Economics

Table 4: Selected macroeconomic indicators of Greece:

2010 | 2011 { 2012 | 2013

Real GDP Growth (annual %) -54 | -89 | -6.6 | -3.9

Consumer Prices (annual %) 47 | 3.3 | 1.5 | -0.9

Unemployment (% of total labour force) | 12.5 | 17.7 | 24.2 | 27.3

Interest Rate (%) 1.0 | 1.0 | 1.0 0.8

Public Debt (% of GDP) 129.7 | 146 | 171.3 | 156.9

Source: World Bank, Trading Economics

Extract 5: Eurozone debt burden hits all-time high even after austerity

Europe's debt dynamics keep getting worse in spite of years of austerity measures. Official
figures showed that the debt burden of the 17 European Union countries that use the euro hit
all-time highs at the end of the first quarter, even after austerity measures were introduced.

Battered by a global recession and a banking crisis, a number of euro countries have been
forced to undertake austerity measures to deal with their debts.

One side-effect of the austerity measures has been to keep a lid on economic growth —
government spending is a key component of the economy, while tax rises can choke
consumption and investment. Many euro countries are actually in recession and shrinking
economies can make the debt-to-GDP ratio look less favourable. Coupled with the fact that
countries continue to add to their debt mountains, the overall debt burden of the Eurozone has
continued to rise.
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The hope of those who have advocated austerity as the main response to Europe's debt crisis
is that economic growth will start to emerge as soon as countries get their borrowing levels
down to manageable levels. There are hopes that the Eurozone recession, which has lasted
since the end of 2011, may come to an end, primarily through strength in Germany.

Source: The Huffington Post, 22 July 2013

Extract 6: Low interest rates to generate economic growth come with risks

European Central Bank Governing Council member Jens Weidmann said low interest rates
come with risks that can’t be ignored, even though the current expansionary monetary policy is
appropriate. The ECB reduced its benchmark rate to a record low of 0.25 percent last week
after inflation slowed to 0.7 percent in October, the lowest in four years.

“The expansionary monetary policy is justified considering the outlook for price stability,”
Weidmann, who heads Germany’s Bundesbank, said in a speech in Frankfurt today. At the
same time, “one must not lose sight of the many challenges that come within an environment of
negative interest rates,” he said.

Weidmann said he sympathizes with savers, whose return on deposits may fall further after last
week’s rate cut. He argued that savers across the euro area are affected by lower interest rates.

“It is important to make sure that negative real interest rates won’t become a permanent state
and that monetary policy isn’t captive to politics or financial markets,” Weidmann said. “Ultra-
loose interest-rate policy is no substitute for structural reform, which is necessary in some euro-
area member states.”

Some member states like Italy and Ireland experience supply-side roadblocks to growth.
Rigidities and gaps in capital, labour, and product markets continue to hamper productivity, job
creation, and the shift of resources from the domestic to the export sector. Persistently high
unemployment and low investment could reduce the economy’s capacity to grow in the
foreseeable future.

Source: Bloomberg, 13 November 2013

Extract 7: Abe's three arrows: Can Abenomics make Japan's economy fly?

After decades of economic stagnation signs of recovery are back in Japan. Many Japanese are
loosening their purse strings and don't hesitate to splurge $10,000 or more on precious things
like a gold and diamond ring.

What has turned Japan around? The answer lies in the country's Prime Minister Shinzo Abe
and his bold measures to jump-start the economy, known as "Abenomics". Abe has vowed to
revive the country's sluggish economy with "three arrows’.

The first arrow is printing money and easing monetary policy to jolt consumer spending and
weaken the yen, thus boosting exports. The Bank of Japan, the country's central bank,
announced in April that it would boost the money supply by 60 trillion yen to 70 trillion yen, in a
bid to reach 2% inflation in two years.

The second arrow is spending money by revving up fiscal stimulus. Abe announced ambitious
spending packages this year: one that is worth 10.3 trillion yen in January and another 5.5
trillion yen ($54 billion) that was unveiled on December 5.

Abe's two arrows have proved an effective weapon. In October, inflation rate was recorded at
1.1%, while core Consumer Price Index (CPI) rose 0.9% from a year earlier. The world's third

©ACJC2015 Preliminary Exam H2 EC9732/1
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largest economy expanded in the first half of 2013, 4.3% annual growth rate in the January-
March quarter.

But Abe's toughest battle yet is to deliver the third arrow: structural reform. One area that
reformers hoped the committees would tackle is Japan’s labour market. Currently, unless they
are going out of business, firms are barred from firing staff employees.
"We're not talking about small technological innovations, we're talking about a big economic
reform," says the chief Japan economist at Credit Suisse. This includes opening up its many
protected sectors; loosening labour rules, making it easier for companies to hire and fire
workers; and relaxing immigration rules — but these have left many Japanese workers cautious
about how Abenomics would affect wages.

Source: The Cable News Network, 11 December 2013
Extract 8: Public debt in Japan

Some economists are warning that Japan would be wise to attack its rising debt levels by
hatching a plan to cut welfare benefits and raise taxes in the medium term. The debt problem is
severe. Japan's gross public debt is projected to hit 230% of GDP by 2014 after years of
sustained deficits.

For many years, very low interest rates allowed Japan to issue debt and not be overwhelmed by
servicing payments. And Japanese citizens, famous for their savings habit, were happy to buy
government bonds. In contrast to countries like Greece, almost all Japanese debt is held
domestically. But risks remain, especially if interest rates spike.

Source: The Cable News Network, 23 April 2013

Questions:

(@ (i) Explain the theoretical relationship between economic growth and public debt.  [2]
(i) How far does Table 4 demonstrate this relationship? [3]

(b) Consider the effects of negative real interest rate on an economy. [4]

(c) (i) Using a diagram, explain why the structural reforms identified in Extract 7 “have left
many Japanese workers cautious about how Abenomics would affect wages”.  [3]

(ii)  Assess the likely impact of the structural reforms on the Japanese economy. [8]

(d) With reference to the data, discuss whether Japan should adopt similar policies as
Greece to reduce their public debt levels and achieve economic growth. [10]

[Total: 30]
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2015 ACJC PRELIM: H2 Case Study 1 (Healthcare in China and India)

(@)

Compare the trend of health expenditure per capita between India and
China from 2009 to 2013.

[2]

Similarity:
The health expenditure per capita in both China and India shows increasing
trends from 2009 to 2013.

(Any) Difference:
China’s health expenditure per capita is consistently increasing while India’s
fell once in 2012.

OR

China’s health expenditure per capita is increasing faster than India’s (94%
versus 33%)

(i)

What conclusion would you draw from Tables 1 and 2 about the
relationship between health expenditure and healthcare outcomes?
Explain your answer.

[4]

Explain relationship

We can conclude that there is a positive relationship between health
expenditure per capita and healthcare outcomes. Higher per capita spending
on health would lead to better healthcare outcomes as more spending on
healthcare would mean people can get protected and treated against diseases
and illnesses.

Explain evidence

China has a larger spending on health expenditure per capita than India and
better healthcare outcome in terms lower mortality rate of children under 5
years old. This could be due to China having higher % of children whom are
immunized against measles hence they are less likely to be infected and grow
up healthily.

China has also better healthcare outcome than India in term of higher life
expectancy at birth. A reason could be because China has better sanitation
facilities than India which resulted in the Chinese being able to live more
hygienically and less susceptible to diseases which resulted in

(b)

Assess whether implementing measures similar to those undertaken by
the Chinese government is the most appropriate way for the Indian
government to achieve better healthcare outcomes.

[8]
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Introduction

Measures adopted by the Chinese government to improve healthcare
outcomes of life expectancy at birth and infant mortality rate

1) Increase in healthcare subsidies
2) Increase number of doctors in rural areas
3) Use new technologies

Development

Students are to discuss whether India should implement the above
measures taken by China.

1) Increase in healthcare subsidies

India should increase healthcare subsidies as health expenditure per capita in
India is much lower than in China and Japan. Table 1 and 2 has shown that
there is a positive relationship between health expenditure and healthcare
outcome. An increase in healthcare subsidies which makes healthcare
services more affordable would be able to increase consumption of
healthcare which improve healthcare outcome as people get treated for
their medical condition. A subsidy is a payment made by the government to
producers in order to lower their cost of production. By subsidizing the
production of healthcare, the supply will increase and equilibrium price
lowers and equilibrium quantity increases. Alternatively, subsidies could also
be given to consumers. The increase in healthcare subsidies would be the
most helpful for the low income workers as healthcare may be too expensive
for them as majority of Indian population still lives in rural area.

Increasing subsidies may impose a large burden on India’s government
budget as the demand for healthcare is likely to be price inelastic. Hence a
large amount of subsidies is required to increase consumption on healthcare
significantly to improve healthcare outcome.

This may be not a serious problem as the spending on healthcare need not
increase significantly. The Indian government currently spends only about 30%
of the country’s total healthcare spending on primary healthcare, the 11"
lowest in the world in 2013 (Extract 2). Hence the Indian government could just
reallocate more of the total healthcare spending towards primary healthcare.

2) Increase number of doctors in rural area

India should also increase number of doctors in rural area as 70% of Indian
population still lives in rural area. There may be a lack of doctors in the rural
area as there is limited or no access to hospital and clinics (Extract 2) to
meet the huge demand and resulted in low consumption of healthcare and
therefore poorer healthcare outcome. India government could subsidize the
training of new doctors so that the cost of a medical degree is lower and
supply of doctors would increase. With the increase in supply of doctors,
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more people could get access to doctors and get treated.

However, training of doctors takes time and healthcare outcome may only
improve in the long term. Hence it may not be the most appropriate measure if
healthcare outcomes were to improve quickly.

While increasing number of doctors would mean more people could get treated
at a cheaper price, it may not be the most appropriate measure as it does not
solve the problem of poor sanitation in India which increased the possibilities
of people getting infected.

3) Use new technologies

India could also use new technologies to improve its healthcare outcomes. The
use of new technologies would improve the quality of healthcare services
and productivity level, thus allowing more patients to be treated more
effectively. Examples include the use of more advanced medical equipment
which allows doctors to detect diseases more accurately and prescribe the
correct drugs so that people become healthier and can live longer.

However, the use of new technologies could increase the price of healthcare
services as the cost of these new technologies may be passed onto the
consumers. Price of healthcare services would increase if productivity level
does not increase sufficiently. The rural population may not have the
purchasing power to pay for the better quality healthcare services even with
the increase in subsidies. Moreover, India lacks basic healthcare services
and not higher quality healthcare services hence it may not be the most
appropriate measure.

Conclusion

India should only implement the measures which can tackle the root
causes of its poorer healthcare outcome. From the data given, India faces
inadequacies in terms of quality sanitation and knowledge of proper healthcare
(imperfect information). Hence increasing subsidies and using new technology
may not be the appropriate measures. Increasing number of doctors in the
rural area would be more appropriate especially if the doctors can impart
knowledge about proper healthcare to the Indians rural population

Other policies may be more appropriate such as education and legislation
on compulsory vaccination as these policies tackle the root causes of the
problem directly. Awareness campaigns about proper healthcare could be
conducted in the rural area so that the Indian would visit the doctor to receive
proper treatment instead of relying on herbal and alternative medicine. A law
may be enacted to ensure all children are immunized against measles to
protect themselves from the deadly disease.

Level descriptors Marks
L3 o Developed and balanced analysis on whether 5-6
implementing similar measures to the Chinese
government is the most appropriate way for the
Indian government to achieve better healthcare
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outcomes.
o Well supported by case material

L2 ¢ Undeveloped analysis but balanced analysis on 3-4
whether implementing similar measures to the
Chinese government is the most appropriate way
for the Indian government to achieve better
healthcare outcomes.

OR

e Developed but one-sided analysis on whether
implementing similar measures to the Chinese
government is the most appropriate way for the
Indian government to achieve better healthcare
outcomes.

¢ Limited use of case material

L1 o Descriptive answer with no economic analysis 1-2
and framework to support.
¢ Answer contains conceptual errors

E2 | Well-explained judgement about whether implementing 2
similar measures to the Chinese government is the most
appropriate way for the Indian government to achieve
better healthcare outcomes

E1 | Unexplained judgement about whether implementing 1
similar measures to the Chinese government is the most
appropriate way for the Indian government to achieve
better healthcare outcomes.

(©)

Identify the market structure of the pharmaceutical industry in China and
USA.

[2]

The market structure of the pharmaceutical industry in China is monopolistic
competition while the market structure of the pharmaceutical industry in USA
is Oligopoly

(i)

Explain the possible barriers to entry for the pharmaceutical industry.

[4]

Students are to explain any two types of barriers to entry

One of the possible barrier to entry is patent. Patent is is a set of exclusive
rights granted by a sovereign state to an inventor or assignee for a limited
period of time in exchange for detailed public disclosure of an invention.
Pharmaceutical firms can apply for patent for new drugs created through R&D.
Hence existing and new pharmaceutical firms will not be able to manufacture
the drugs until the patent expired, giving the firm monopoly power.
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Another possible barrier to entry is that of branding. Larger existing firms have
the financial ability to engage in product differentiation through advertising due
to their ability to reap supernormal profit in the short run. Smaller new entrants
may not have the brand loyalty to compete with these firms especially if the
drugs sold are similar (selling drugs whose patents have expired)

Significant internal economies of scale can prevent the entry of new firms.
The pharmaceutical industry is a highly capital intensive industry where huge
amount of money is devoted into R&D of new drugs in order to dominate the
market. Potential new entrants may not have the startup fund and researchers
to enter the industry. Large firm are also able to spread out its R&D cost over a
larger output. Large pharmaceutical firms can also reap marketing economies
of scale where the firm can spread its advertising cost over a large output and
lower its average cost.

Safely regulation can be a form of barrier to entry for the pharmaceutical
industry. Pharmaceutical firms are subjected to very stringent testing by
authorities due to the huge potential health hazard a clinically unproven drug
can bring to people. New firms may not have the expertise and technology to
attain the necessary safety standards to enter the industry.

(i)

Discuss how the market structure of the pharmaceutical industry in
China will affect the ability of firms in this industry to make excess
profits in the long run when the Chinese government removes price
controls.

[10]

Introduction

Explain how price control works in the pharmaceutical industry in China
and its implication on the likely types of profits pharmaceutical firms are
likely to make currently

Price control in the pharmaceutical industry in China refers to a price ceiling or
maximum price legislation in order to keep drug prices low so that medical
care is affordable (Extract 3) Hence a price below the market equilibrium
price is imposed by the government.

As the market structure of the pharmaceutical industry in China currently is
monopolistic competition due to weak barriers to entry, there are many small
firms selling slightly differentiated drugs. Weak market power and the price
ceiling meant that pharmaceutical firms in China are likely to make only
normal profits (or a small amount of supernormal profit) currently.

Development : Students are to discuss how the removal of price control
would affect the ability of different pharmaceutical firms to make excess
profit in the long run

Key idea: The ability to make excess or supernormal profit in the long run
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depends on the strength of the barriers of entry which would ultimately
determine the market structure of the industry. The higher the barriers to
entry, the more market power the firms have and the more able the firms can
make excess profits in the long run.

1) Large foreign pharmaceutical firms

The removal of price controls would increase the market prices of drugs and
increase the amount of profits pharmaceutical firms would make. Bigger
foreign firms may now also choose to enter the Chinese pharmaceutical
market and they are able to do so due to the weak barriers to entry. US
pharmaceutical firms are likely to be bigger as the US pharmaceutical industry
is an oligopolistic one. They have the financial capabilities and
technological know-how to innovate hence erecting higher barriers to
entry in the industry.

Initially the price controls stifled innovation as there are no incentives for firms
to engage in R&D to create new drugs so that they could charge a higher price
for it to make higher revenue. The price control will not cover the cost of R&D
poured into the innovation. Now due to the removal of price controls, there is
now incentive and ability to innovate. As the new drug has no or few
substitutes, demand would be price inelastic and a price increase would result
in a less than proportionate decrease in quantity demanded. Demand would
also increase if the new drug is able to cure illness faster or even provide a
cure where no existing drugs can do so. Firms could then apply for patent to
be the sole manufacturers for an extended period of time and earn
supernormal profit. These supernormal profits can then be reinvested into
R&D so that further innovation can take place and stronger barriers to
entry can be erected. This may then result in an oligopolistic market in the
long run where firms are more able to make excess profits in the long run.

Furthermore, these large foreign pharmaceutical have existing brand name
and financial abilities to engage in large scale advertising which can
create brand loyalty, hence lowering the price elasticity of demand. Demand
for the firm’s product would also increase as consumers switch from rival firms.
The firm can then increase price and receive more revenue. Assuming the
revenue earned is more than the cost of the advertising, profit would increase.
The increased in brand loyalty also erect a higher barrier of entry in the
industry and blocked off potential entrants, enhancing the ability to make
excess profitin the long run.

2) Existing firms

The removal of price control would increase the profit of the existing firms. To
compete with the potential entrant of large foreign pharmaceutical firms, these
firms could use the supernormal profit earned to engage in R&D to innovate
new drugs as well as advertising. Hence the ability of these firms to make
excess profits depends on

a) The extent of the increase in supernormal profit due to the
removal of price control. Both require huge monetary outlay and the
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increase in supernormal profit may not be enough for the firms to
engage in R&D or advertising.

b) What the firms do with the increase in supernormal profit. Without
innovation, any advertising is likely to focus on branding where
perceived differences are created between rival firms. This would
only result in slight product differentiation and barriers of entry
would remain weak. Thus the firms are unlikely to make much
supernormal profits in the long run

c) Whether the firms merged. Merging allows these existing firms to
compete more effectively with the larger foreign firms through reaping
more internal economies of scale and tapping on existing brand loyalty.
Smaller firms would not be able to compete on both quality of drugs
and prices hence they would be driven out of the market.

Conclusion

The capital intensive nature of the industry means that it is likely to be
oligopolistic when the government removed price control and allows free
market forces to work. Hence the removal of price control enhance the firms’
abilities to make excess profits in the long run but not all existing firms would
be able to make excess profit in the long run as the smaller inefficient firms are
unlikely to survive. Moreover, innovation takes time and there is no guarantee
that it will be successful as there is high risk involved. Given that China is still a
developing country with less expertise and infrastructure on R&D, the
likelihood of successful innovation is reduced.

Whether Pharmaceutical firms in China can make excess profit in the long run
when the Chinese government removes price controls also depends on

1) Strength of patents: The stronger the patent, the more likely
innovation will take place and potential entrants are less able to enter
the market. Hence the more able Pharmaceutical firms in China can
make excess profit in the long run. Extract 3 pointed out that the
regulation in china is not very strong as firms are able to cut corners
using inappropriate material in their drug manufacturing process.
Hence firms may not be willing to engage in R&D if they feel that the
Intellectual Property law is not strong enough

2) How open the Chinese government is towards foreign firms. The
more open the Chinese government is towards foreign firms, the more
likely innovation will take place and potential entrants are less able to
enter the market. Hence the more able Pharmaceutical firms in China
can make excess profit in the long run. Although the entrant of big
foreign pharmaceutical firms could bring about more innovation and
thus dynamic efficiency, this would lead to the closure of domestic
pharmaceutical firms and thus bring about unemployment. Hence
additional government regulation (protectionism) may be imposed to
protect the domestic producers and slow down the rate of innovation.
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Level descriptors

Marks

L3

Developed and balanced analysis on the effects
of the removal of price control on the ability of
pharmaceutical firms in China to make excess
profit in the long run in relation to the type of
market structure the China pharmaceutical would
be in the long run

Well supported by case material

L2

OR

Balanced but underdeveloped analysis on the
effects of the removal of price control on the
ability of pharmaceutical firms in China to make
excess profit in the long run

Developed but one-sided analysis on the effects
of the removal of price control on the ability of
pharmaceutical firms in China to make excess
profit in the long run

Limited use of case material

46

L1

Descriptive answer with no economic analysis
and framework to support.
Answer contains conceptual errors

1-3

E2

Well-explained  judgment  about  whether
pharmaceutical firms in China can earn excess
profits in the long run when price control is
removed

E1

Unexplained judgment about whether
pharmaceutical firms in China can earn excess
profits in the long run when price control is
removed

[Total: 30 marks]
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2015 ACJC Prelim: H2 Case Study 2 (Japan and Greece)

(@) (i) Explain the theoretical relationship between economic growth and public
debt. [2]
e There is an inverse relationship between economic growth and debt. When economic
growth is positive and increasing, public debt should fall. [1]
e As the country experiences improving positive economic growth, national income
increases, income tax revenue increases while expenditure on unemployment benefits
falls, thus reducing the budget deficit and in turn the public debt levels. [1]

(i) How far does Table 4 demonstrate this relationship? [3]
e The relationship is demonstrated in Greece in 2011 and 2013. During this period, GDP
growth worsened while public sector debt was increasing as a percentage of GDP. [1]
e However, the relationship is not demonstrated in Greece in 2012, where GDP growth
was improving but public sector debt increased as a percentage of GDP. [1]
¢ Conclusion: Thus the relationship is demonstrated in Table 4 to a large extent. [1]

(b) Consider the effects of negative real interest rate on an economy. [4]
Positive Effects: [2]

e Borrowers no longer have to incur a cost for borrowing. In fact, borrowers are now able
to earn returns from borrowing money. This will help to encourage borrowing by
consumers and firms to increase consumption expenditure and investment levels.

e The increase in C and | would lead to an increase in AD and increase in national
income through the multiplier effect. Economic growth increases, unemployment falls,
and inflation levels increase.

Adverse Effects: [2]

e Savings are discouraged leading to less loanable funds available in banks. This could
reduce future investment levels and affect the potential growth of the economy in the
long run.

¢ Negative interest rates if used for a prolonged period of time may lead to overheating of
the economy once it is out of recession. It may lead to high levels of consumption and
investment which increases AD. This causes demand pull inflation if the economy is
close to full capacity.

(c) (i) Using a diagram, explain why the structural reforms identified in Extract 7
“have left many Japanese workers cautious about how Abenomics would
affect wages”. [3]

.Co0Mm
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Wages

-

Quantity of

Labour [1]
e According to extract 7, the structural reforms include relaxing migration rules. This
could lead to an influx of foreign labour into Japan, increasing the supply of labour. [1]
¢ An increase in the supply of labour would result in a surplus of labour at the current
wage rate. There would be a downward pressure on wages until a new equilibrium, with
lower wages, is established in the market. Therefore the risk of falling wages would be
a cause for concern for Japanese workers. [1]

(i) Assess the likely impact of the structural reforms on the Japanese economy.

[8]

Introduction:
Explain the structural reforms:

e Opening up protected sectors which will increase competition. This might drive
firms to increase productivity and to find more cost-efficient methods of
production, which will lower cost of production for firms as well as to boost
productive capacity in Japan (Extract 7).

¢ Relaxing labour laws are likely to lower wages, which will lower cost of production
for firms (Extract 7).

e Technological innovations will also help to boost the productive capacity in Japan
(Extract 7).

Body:

Structural reforms will bring about impact on SRAS, LRAS, AD of the Japanese
economy, and hence the SOL of its citizens.

Point 1: Impact on SRAS
e By relaxing labour laws, this will Increase competition for jobs-> Lower wages >
lower cost of production = increase in SRAS - growth in the economy

Point 2: Impact on LRAS
¢ Opening up protected sectors and relaxing labour laws will attracts foreign firms to
invest in Japan due to lower cost of production-> increase investment - growth in
LRAS -> potential growth
e Opening up protected sectors and technological innovations will increase
productivity of factors of production - growth in LRAS - potential growth
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Point 3: Impact on AD

¢ Opening up protected sectors and relaxing labour laws will attracts foreign firms to
invest in Japan due to lower cost of production - attracts foreign firms to invest in
Japan - increase investment - growth in AD-> actual growth + creation of jobs
and lower unemployment rate (demand deficient unemployment)

e Opening up protected sectors and relaxing labour laws will lower COP - Exports
also become more price competitive = growth in exports - actual growth and
improvement of BOP (current account)

o While structural reforms will expand the productive capacity of the country, given
the current state of Japan, structural reforms may worsen the problem of
deflation. Japan is already suffering from very low levels of inflation, with CPI
growth falling below 0 in 2010 and 2011. Expanding the long-run aggregate
supply through structural reforms will lead to further fall in general price levels.
This will cause Japan to be stuck in a deflationary spiral where consumers expect
prices to fall further and delay expenditure. It also reduces business confidence in
the economy, further reducing investment levels. This will lead to a fall in AD and
actual growth.

¢ By relaxing labour laws, this will Increase competition for jobs—> Lower wages -
lower cost of production. While firms benefit from lower cost of production,
Japanese employees may suffer from lower wages due to the loosening labour
rules (Extract 7). Existing employees may be fired more easily leading to loss of
income. This would lead to lower material standard of living for the Japanese.
This could result in a fall in consumption expenditure by households and may lead
to a fall in AD-> fall in actual growth.

Synthesis:
e Structural reforms are likely to bring about more harm than good In the short run

given that the current situation of Japanese economy is that of unhealthily low
level of inflation and slow growth in Japan.

e However, since structural reforms is used together with other demand
management policies, such as the first two arrows of expansionary fiscal policy
and quantitative easing (as mentioned in extract 7), it may be beneficial to Japan
in the long run. This is because it targets the root problem of poor expectations in
the economy.

Level Knowledge, Application, Understanding and Analysis Marks
L3 | e Well-developed and balanced explanation of both positive and 5-6

negative impact of structural reforms on the Japanese economy

¢ Impact on both AD and AS explained

e Good reference to data and context given

¢ Weighs the positive and negative impact of structural reforms to
come to an overall conclusion

L2 | e Underdeveloped explanation of both positive and negative 3-4
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impact of structural reforms on the Japanese economy
e One-sided but developed explanation of either positive impact
OR negative impact
e Impact on either AD or AS explained
o Some reference to the context given
L1 | e Descriptive answer lacking economic analysis 1-2
¢ Points are largely irrelevant
e Pure listing of points

E2 |« Reasoned judgement weighing the positive and negative impact 2
of structural reforms on the Japanese economy

e E.g. Structural reforms is likely to bring more harm than good in
the short run, if not complemented with other demand-
management policies.

E1 |e Unreasoned judgement 1

(d) With reference to the data, discuss whether Japan should adopt similar policies as
Greece to reduce their public debt levels and achieve economic growth. [10]

Introduction:
e Explain the various policies that Greece currently adopts to reduce debt and achieve
economic growth
o Austerity measures therefore required to repay debts and also boost confidence

in the government to achieve economic growth

Body:
Thesis: Japan should adopt similar policies as Greece.

e Explain the similarities in the problems faced by Greece and Japan that may hence
require the same policy tools:

o Greece: (as seen in Table 4)
» High level of debt (up to 156%), debt is held externally which results in
obligations to repay debts and to avoid loss due to interest payments.
* Negative real GDP growth from 2010-2013
o Japan: (as seen in Table 3)
* High level of debt (up to 218%), but most of the debt is held
domestically, therefore there is less leakage from the economy
» Low Real GDP Growth at 1.6% in 2013
¢ In light of similar problems shared by both Japan and Greece, austerity measures seem
appropriate for Japan to reduce debt and achieve economic growth.

» Cutting government spending and increasing taxes seems more
appropriate to reduce Japan’s debt level. However, this will be
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contractionary and will result in negative growth in the short run.

* Yet by reducing public debt levels in Japan, this may start to improve
business and consumer sentiments which will increase C and | and
increase AD and NY in the long run (Extract 5).

e However, austerity measures will have a contractionary effect on Greece’s economy
and will result in negative growth in the short run. By cutting G and increasing T, this
will cause a fall in AD and NY. Also, falling GDP will also cause debt-to-GDP ratio to
look less favourable in Greece (Extract 5). Hence Japan should not adopt similar
policies as Greece but adopt alternative policies to generate economic growth in both
the short and long run instead.

Anti-thesis : Japan should not adopt similar policies to Greece but other policies that
was mentioned in Abenomics in Extract 7
e Explain the various policies that Japan should adopt instead:

A: Japan should not adopt similar policies to Greece but instead adopt DD-management
policies to reduce their public debt levels and achieve economic growth (Extract 7)

e Expansionary MP by increasing domestic money ss —Quantitative Easing or lowering
domestic int rates — describe mechanism & its impact on C & |
o The impact: Rise in AD would promote the level of economic activity that leads

to greater employment of resources (esp labour — derived dd) leading to a
magnified rise in NY due to the multiplier effect—achieving actual growth.

o Contextualisation/Link to the question:

* In light of Japan’s high debt level, since monetary policy does not require
government spending, it is an appropriate policy tool for the Japanese
government to use in order to stimulate aggregate demand.

» Though, expansionary interest rate policy may seem to work, but in
reality the Japanese economy is facing a liquidity trap - interest rate is so
low that it is currently in the negative region. Even with low interest rates,
confidence in the economy remains low.

OR

e Expansionary exchange rate policy by depreciating the external value of the Yen —
describe mechanism & its impact on net Xs
o The impact: Rise in AD would promote the level of economic activity that leads
to greater employment of resources (esp labour — derived dd) leading to a
magnified rise in NY due to the multiplier effect, achieving economic growth.
o Contextualisation/Link to the question:

» Since expansionary interest rate policy will not be effective in Japan due
to weak domestic confidence, exchange rate policy will be an alternative
policy Japan can consider.

» Exchange rate policy will be especially effective since Japan cannot rely
on domestic demand for growth during a recession, when business and
consumer confidence is weak.

* Due to Japan’s trade dependence, the most appropriate dd-mgt policy
for Japan is expansionary exchange rate policy but the impact of this
must be able to overcome the contractionary impact of the eroding
market confidence - offsetting the fall in C & I.
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Expansionary FP by increasing G more than the contractionary impact of the sales tax
(ie. fall in C & I) — describe mechanism & its net impact on AD
o The impact: Rise in AD would promote the level of economic activity that leads
to greater employment of resources (esp labour — derived dd) leading to a
magnified rise in NY due to the multiplier effect, achieving economic growth.
o Contextualisation/Link to the question:

» But expansionary fiscal policy need not lead to a worsening of debt and
hence it may still be appropriate. Since the economy is in recession, the
government should not try to reduce its debt yet, but wait for the
economy to recover, as growth will help to alleviate the debt levels.

Hence it will be more appropriate for Japan to use expansionary demand management
policies to reduce public debt and achieve economic growth. Growth will also help to
reduce public debt levels in the long run. As the country experiences positive economic
growth, national income increases and as a result, income tax revenue increases. In
the same way, through increasing tax incentives/concessions, this will increase the
profitability of firms, which will also increase tax revenue and thus reduce budget deficit.
Also, as the country experiences increase in economic growth rates, this will lead to
higher production and hence higher demand for labour, increasing employment levels.
This will cause expenditure on unemployment benefits to fall, thus reducing the budget
deficit and in turn, public debt level falls.

Unlike Greece, most of Japan’s debt is held domestically (Extract 8). This means that it
is not so urgent to reduce their debt now. This is because domestic debt will not have
an impact on Japan’s BOP and will not lead to a depreciation of its currency. Contrary
to Greece, Japan does not have to worry about its debt obligation to external parties
and to pay back the interest for their loans. However in Japan’s case, its priority will be
to allow their economy to recover through expansionary DD-management policies first
and to repay their debt later.

Thus Japan should not adopt the austerity measures like Greece, but to implement DD-
management policies to reduce their debt levels and achieve economic growth instead.

However, Japan needs to use SS-side policies to address the root problem of poor
expectations in the economy in order to get out of the recession and ensure sustainable growth
in the long run as well.

B: Japan should not adopt similar policies to Greece but instead adopt structural
reforms (SS-side policies) to reduce their public debt levels and achieve economic
growth (Extract 7)

o Structural reforms are necessary due to existing rigidities such as in the labour
market.

o Structural reform as mentioned in c (ii) will help to lower cost of production
through lower wages. This will increase SRAS and help boost economic growth

o Exports will be more competitive as well, increasing AD, achieving economic
growth.

o Technological improvements and relaxed immigration laws allow for potential
growth which will help increase business confidence and grow the economy in
the long run

However, for an economy like Japan which is facing a chronic govt debt, as well as
falling external demand, the odds are against Japan in being able to get the funds to
incentivize retraining to enhance the labour productivity level or to generate adequate
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domestic demand to pursue EG of both types.

While some supply side policies may require spending by the government, they are
able to solve the root problem in the long run and are more sustainable (Extract 6).
These policies are more sustainable as they are self-financing. By channelling funds to
training workers, this will increase productivity and generate higher income in the long-
run. Hence even though these policies may incur higher spending in the short-run and
worsen debt levels, this will generate higher income and economic growth in the long-
run, which can be used to repay Japan’'s debt. Hence, expansionary fiscal and
monetary policy are needed to complement these structural reforms to reduce public
debt levels and achieve economic growth in both the short and long run.

Synthesis/Conclusion:

Whether Japan should adopt similar policies as Greece or not depends on how similar
their economic problems of slow growth and their nature of debt.

Hence even though Japan is plagued with similar problems in Greece, their policies to
reduce debt and achieve economic growth differs greatly. These diverging policies
reflect different economic fundamentals, such as differing rates of economic growth and
different nature of debt.

As Greece’s debt is mainly held externally while Japan’s debt is held domestically,
Japan’s main priority will be to increase economic growth first instead of reducing public
debt, while there was international pressure on Greece to prioritise in cutting its debt.
Since Greece and Japan have differing economic fundamentals, thus Japan should not
adopt the same policies as Greece to reduce debt and achieve economic growth.

In Japan’s case the most appropriate policy measure is not simply a choice between
dd-side or ss-side, but whether any macroeconomic policy measure undertaken by the
Japanese government would actually achieve any degree of EG that would create a
positive ripple-effect (multiplier-accelerator effect) that would gain momentum to cure all
the chronic components of the ailing economy albeit one at a time.

Level Knowledge, Application, Understanding and Analysis Marks

L3 e Balanced and developed discussion of whether Japan should adopt | 7-8

the same policies as Greece to reduce public debt levels and
achieve economic growth

¢ Answer exhibits consideration and comparison of the different
characteristics of Japan and Greece i.e differing root causes of their
debt and negative economic growth

o Good reference to data and context given

L2 e Developed but one-sided discussion of Japan should OR should 4-6

not adopt the same policies as Greece

¢ Undeveloped but balanced discussion of whether Japan should
adopt the same policies as Greece

o Answer lacks comparison of different characteristics of Japan and
Greece.

o Limited reference to data and context given

L1 o Descriptive answer lacking economic analysis 1-3

¢ Points are largely irrelevant
e Pure listing of points

E2 ¢ Reasoned judgement on appropriateness of Greece’s policies for 2
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Japan based on comparison of different root causes of their debt
and negative growth for e.g different sources of debt in Japan and
Greece.

E1

Unreasoned judgement

1

[Total: 30]
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Answer three questions in total.
Section A
One or two of your three chosen questions must be from this section.

1 The oil price has fallen by more than 40%. The Organisation of Petroleum Exporting
Countries (OPEC) failed to reach an agreement on production curbs. Demand is low
because of weak economic activities, and a growing switch away from oil to other fuels.

Source: The Economist, 8 December 2014
Using economic analysis, discuss how these events are likely to impact the market for oil
and related markets. [25]

2 (a) Explain how society can benefit from mergers of firms. [10]
(b) Globalisation increases the level of competition among firms in a country, thereby

making markets more competitive.

Discuss the extent to which merging is the best strategy for domestic firms to deal
with the threat of globalization. [15]

3 The Gini coefficient decreased from 0.478 in 2012 to 0.463 in 2013. After adjusting for
Government transfers and taxes, the Gini coefficient in 2013 fell from 0.463 to 0.412,
reflecting the redistributive effect of Government transfers.

Source: Singapore Department of Statistics, 18 February 2014

(a) Explain how labour immobility and market dominance may lead to income inequality.
[10]

(b) Discuss the economic role of the Singapore government in addressing income
inequality. [15]
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Section B

One or two of your three chosen questions must be from this section.

4 (@) Explain the possible causes of an increase in household consumption. [10]

(b) Assess the view that raising household consumption is more effective than

encouraging exports in achieving economic growth. [15]

5 As our economy develops and undergoes major demographic shifts, sustaining high
productivity growth will become harder.

Source: Singapore Population White Paper, January 2013

(a) Explain the consequences of ageing population and falling productivity growth on the
Singapore economy. [10]

(b) In view of these problems, assess the relevance of supply-side policy as Singapore

continues to face the problems of ageing population and falling productivity growth.
[15]

6 Assess the extent to which the improvement of standard of living in Singapore is
dependent on the openness of the economy. [25]
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1 The oil price has fallen by more than 40%. The Organisation of Petroleum
Exporting Countries (OPEC) failed to reach an agreement on production curbs.
Demand is low because of weak economic activities, and a growing switch away
from oil to other fuels. Source: The Economist, 8 December 2014

Using economic analysis, discuss how these events are likely to impact the
market for oil and related markets. [25]

Suggested approach

Events given:
o OPEC failed to agree on production curb — a short term / current impact
o Weak economic activities led to low demand for oil — short term / current impact
¢ Qil price fallen by more than 40% (should be an outcome of above two events)
¢ Growing switch away from oil to other fuels — short and long term impact

Only students who are familiar with the crude oil market and are able to identify the related
markets should attempt this question. In fact, for all demand and supply questions, do not
attempt them if you are not sure about the product. There is no room for a theoretical
answer. This kind of question definitely weighs heavily on real life application and analysis.

Background knowledge:

e OPEC member countries produce about 40 percent of the world's crude oil. Equally
important to global prices, OPEC's oil exports represent about 60 percent of the total
petroleum traded internationally. Because of this market share, OPEC's actions can, and do,
influence international oil prices. In particular, indications of changes in crude oil
production from Saudi Arabia, OPEC's largest producer, frequently affect oil prices. (from
US Energy Information Analysis, EIA)

Impact of events on oil market in the short term / current impact
o OPEC failed to agree on production curb

o supply of crude oil will not decrease

¢ neither will supply increase as price of oil is currently experiencing a
decrease of more than 40%

¢ world supply will remain largely unchanged — other oil exporting countries will
not be able to influence world supply

e supply of oil is price inelastic in demand as storage is costly and production
cannot be easily increased or reduced as the rate of oil extracted from the oil
wells cannot be controlled easily

e supply curve remains at SS,

e Weak economic activities led to low demand for oil
e demand for oil is derived from demand for all goods and services as power
and energy is needed to the produce of all goods and services
e globalization has led to the economies to be interconnected and dependent
on each other through trade and investment flows
e weak economic activities in major economies like US, China and Eurozone
will have ripple effect on other economies leading to weak global demand
e the low of demand for goods and services will mean a low and falling demand
for oil as most firms all over the world cut down on production
¢ demand curve shifts right from DD, to DD;
e Growing switch away from oil to other fuels
¢ this happens mainly in the transportation industry, ground and air and also in
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the power generation industry

e many years of past and current research and development have led to the
availability of alternative fuels for the above purposes, especially in the area
of ground transportation and power generation

¢ demand for oil is likely to decrease as consumers switch to alternative fuels to
power their vehicles and firms switch to cleaner forms of energy e.g. wind,
gas, hydro and nuclear power

e contribute to shifting demand to DD,

conclude the above discussion using a demand and supply diagram to explain a
situation of surplus at original price leading to a significant downward pressure on
price (due to a price inelastic supply — unable to cut back sufficiently on quantity
supplied as price falls) and a lower equilibrium quantity.

a lower price and a lower quantity sold will mean a lower revenue for oil exporting
countries but for buyers like oil refining firms, their expenditure on oil inputs will thus
be lower

Impact of switch away from oil to other fuels on oil market in the long term

extend discussion into the long term

environmental degradation and global efforts in sustainable economic development
led to Kyoto Protocol and C40 (C40 Cities Climate Leadership Group)

governments in the world are committed to switching away from oil to other fuels
continued efforts in R&D in search of cleaner alternative fuel will in future allow for
less dependence and less use of oil for power and energy

highly likely that the such an event will contribute towards slowing the rate of
increase in demand for oil when world demand for oil increases when economies get
back on their long term economic growth path

will have the impact of reducing rate of price increase and slow down the increase in
oil consumption too

Markets related to oil market

Background knowledge:

Oil refineries buy crude oil to refine them into various petroleum products.

Petroleum products include transportation fuels, fuel oils for heating and electricity
generation, asphalt and road oil, and the feedstocks used to make chemicals, plastics, and
synthetic materials found in nearly everything we use today. About 74% of the 6.89 billion
barrels of petroleum that we used in 2013 were gasoline (petrol), heating oil/diesel fuel, and

jet fuel.

Petroleum products and their relative share of total U.S. petroleum consumption in 2013:

Gasoline (petrol) 46%
Heating Oil/Diesel Fuel 20%
Jet Fuel (Kerosene) 8%
Propane/Propylene 7%

NGL & LRG" 6%

Still Gas 4%

o Students need to identify at least two related markets that will allow them to apply
different economic concepts and show different impacts the given events can have on
different markets

¢ Oil being crude oil is not processed at all and so the buyers of crude oil will be oil refining
firms like Shell. Oil refining firms are thus suppliers in many different petroleum product
markets
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o Diesel / petrol market

e input cost (oil price) has fallen by 40% which would mean the firm is able to
supply much more at the same price, that is increase the supply of petrol and
diesel

¢ weak economic activities will mean slow or negative economic growth where
household incomes may be falling and unemployment rate increasing

e private transport is a normal good with positive income elasticity hence
demands for petrol and diesel are likely to fall with a fall in income levels (make
fewer journeys with private transport)

¢ with a decrease in demand and increase in supply of petrol and diesel, the
prices for both products are likely to see a fall due to a surplus and less of both
good will be purchased

o diesel, however, may have a different outcome

o diesel cars can run on petroleum diesel or biodiesel

e petroleum diesel may be an inferior good with negative income elasticity
as clean fuel is more expensive and hence a luxury to be able to afford to
be clean

e decrease in income level will cause a switch from biodiesel to petroleum
diesel, causing an increase in demand for petroleum diesel and a
decrease in demand for biodiesel

e increase in demand for petroleum diesel will be less than the increase in
supply of diesel as the input cost has fallen drastically (40%) causing a
significant increase in supply

¢ eventually, the decrease in price of petroleum diesel will be less than the
decrease in petrol prices

e suppliers are able to increase their supply significantly but they may not be
willing to do so (do not want to pass the lower cost to consumers)

o oil being a primary product is both price inelastic in demand and supply
thereby causing oil price to fluctuate a great deal as historical oil price
would attest to

e suppliers need to hedge against such volatility in oil price and indirectly
their cost of production

o suppliers will not be willing to immediately increase their supply
significantly but may increase supply nominally hence price of petrol will
not fall as much as if no hedging was undertaken by suppliers

¢ when the fall in oil price occurs over a longer period of time and suppliers
feels they have sufficiently hedge against future oil price increase, only
then will supply begin to increase further bringing about a larger decrease
in price of petrol

e Aviation / air travel market

o Jet fuel used for aviation industry

o Likewise, lower oil price will lower production cost of jet fuel thereby increasing
the supply of it

¢ OQil refiners will most likely pass the cost savings to airlines as they know that in
times of oil price hike, they are able to pass higher cost to the airlines which will
then pass the higher fuel cost to consumers in the form of higher fuel charge

e again, weak economic activities will cause demand for air travel to decrease
(positive income elastic demand for air travel)

¢ significant increase in supply of air travel . . . . . (follow through the discussion)

e Jet fuel market
o switch away from oil to other fuels
¢ with more economies developing and global trade and investments set to
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increase in the future, demand for air travel is predicted to increase
significantly, fear of pollution

e aviation industry has committed themselves to a plan to reduce emission
significantly through the use of greener biojet fuel

¢ R&D in this area has been encouraging and some airlines and airport are
already using biojet fuel

e In future, demand for jet fuel will decline and if supply remains, there will
be less jet fuel bought and sold at a lower price

Other markets that students may consider
¢ Biofuel market (for both diesel and biojet diesel)
o Power generation market i.e. market for generation of electricity
o Power and energy generation from oil, biofuel, wind, hydro (water), solar
e Plastics market

Descriptors Marks
e consistently accurate use of economic concepts
o has good variety of impact of all events on at least three different markets 19-21
o links between related markets are clearly established and explained
e able to distinguish between long term and short term impacts
L3
e good and accurate use of demand, supply and elasticity concepts
e choice of markets allows for a discussion of different impacts of events given
in the stem 15-18
e impact of markets well linked to different events given
e considers long term vs short term impacts
e Qil market and a related market
e accurate use of basic demand and supply concepts
e may include elasticity concepts but application of these concepts are
superficial 12-14
e analysis of impact on various markets lack depth (one dimensional e.g. one
event on one market)
L2 e may discuss long term and short term impacts
e correctly applies basic demand and supply concepts shifts and movement
along demand and supply
e applied events on markets where answer as a whole is generally relevant but | 10-11
stated rather than explained
e conceptual explanation contains some inaccuracies
e answers may refer to demand and supply but with poor understanding of the
concepts
e basic errors in demand and supply concepts especially demand and quantity 5.9
demanded and supply and quantity supplied
L1 e largely superficial understanding of demand and supply concepts
e does not address all events given in the stem
o Most parts of answer irrelevant or illogical in reasoning
1-4
¢ No use of demand and supply concepts
E2 e areasoned judgement of what would be the impact on the markets 3-4
El o a statement of what may happen without good reasoning 1-2
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2 (a) Explain how society can benefit from mergers of firms. [10]

(b) Globalisation increases the level of competition among firms in a country,
thereby making markets more competitive.
Discuss the extent to which merging is the best strategy for domestic firms to
deal with the threat of globalization. [15]

Introduction

Society: consumers, the merged firms and other firms

Definition of Mergers: A voluntary agreement between two or more firms to combine their assets
into a single firm.

Types of mergers: Horizontal and vertical mergers; lateral integration and conglomeration

Benefits of mergers: Producers of the merged firms may gain higher revenue and lower COP while
consumers could benefit in the form of lower price, better and more variety products.

Body

Lower average COP and Price

Mergers of firms could lead to internal EOS benefitting both consumers and producers. When firms
such as US Airways and American Airlines merged, the newly merged firm is now larger in size and
could enjoy internal EOS, which is cost savings arising from the benefits of expanding the size of the
firm. The new airline company could enjoy marketing EOS where the firm can promote sales through
bulk advertising of the multiple flights available within the country and between countries. This allows
the new merged airline company to achieve larger customer base and higher sales. Thus, the large
firm’s advertising costs can be spread over a larger output sold, lowering the average COP benefitting
the merged firms with higher profit. Consumers will also gain from such mergers too. As the average
COP is lowered, the new airline could pass on the cost saving to the consumers in the form of lower
price, increasing consumer surplus. Thus mergers could benefit both consumers and producers.

Dynamic efficiency

In addition to lower average COP and pricing, society may also benefit from more variety of products.
The newly merged firm will acquire existing brand loyalty and gain larger consumer base brought
along by the original firms. The overall larger consumer base could bring about higher total revenue
for the merged firm, which could be used to carry out research and development on better products.
The larger market share of the merged firm and better product produced from R&D may prompt other
firms to also conduct R&D which will further increase the variety of goods and services in the country,
benefiting the consumers. This situation is present in the airline industry when we see how the merger
of US Airways and American Airlines prompt many competitor airlines such as Delta Airlines and
Phoenix Air reviewing their airline services to improve their services and providing attractive loyalty
program for their customers.

While both producer of the merged firm and consumer may benefit from the merger, it is likely that the
merged firms may gain more out of the merger. The better products from the R&D and few
competitors in the marker could make the demand for their products more price inelastic. Thus the
merged firm with their stronger market power and price inelastic demand curve could increase their
price, leading to a less than proportionate fall in quantity demanded for the products and hence an
increase in total revenue and possibly profit, assuming no change in the COP. Overall we would see
that the merged firm benefited from such merger. However, consumer may also benefit despite this
increase in the price. With increase profit, there is also a possibility that the merged firm use it for
further R&D creating better products for the consumers, benefitting the consumers at the same time.

Conclusion

Mergers could benefit the society in various ways such as lower COP and price as well as more
variety of products and higher profit. However, the merged firms would likely benefit more out of the
merger as they are likely to enjoy lower COP, higher TR and hence increased profit. Consumers may
possibly gain from the merger but the extent of the benefits would depend on the competitiveness as
well as the contestability of the market. If the merged firms exist in a highly competitive market and/or
contestability, the merged firms may most likely pass on the lower COP to the consumer in the form of
lower price and carry out R&D.
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Level Descriptors for 2(a)

L3 | For a comprehensive and well-developed answer explaining the benefits of | 7 — 10
mergers to both the consumers and producers, supported with appropriate
examples.

L2 For an answer that shows understanding of the benefits of mergers but is 5-6
lacking in elaboration.

Or

Well-developed answer explaining the benefits of mergers to either the
consumers or producers, supported with appropriate examples.

L1 | For an answer that is too general and mere listing of benefits without | 1 -4
elaboration. Answer contains conceptual errors.

b) Globalization increases the level of competition among firms in a country, thereby making markets
more competitive.
Discuss the extent to which merging is the best strategy for domestic firms to deal with the threat
of globalization. [15]

Introduction

Globalization sees the development of an increasingly global economy marked especially by free
trade, free flow of capital, and the tapping of cheaper foreign labour markets. With globalisation,
countries see an expansion of the volume and variety of cross-border transactions of goods and
services, and in international capital flows, as well as greater mobility of labour between countries. As
a result of globalization, domestic firms may find themselves facing stronger competition when the
country allows for a greater volume and variety of goods and services into the country and foreign
firms setting up their companies in the country. In response to this stronger competition from larger
foreign firms, domestic firms may consider merger as a possible strategy to deal with such
competition.

Body
Argument: Merger could be the best strategy
1. Threats of competition: Lower price & better products

e Foreign firms tend to be larger and able to better exploit EOS. Thus they are capable of pricing
their goods at a relatively lower price than smaller domestic firms. Furthermore, the foreign firms
are likely to have larger consumer base, allowing the firms to earn higher TR and possibly higher
profit. This means that those foreign firms are in a better position than those domestic firms to
engage in price competition to drive out competition. Given such threat, it may be a better option
for domestic firms to merge to order to better compete against foreign firms.

o Domestic firms do not just face competition in the form of lower price. They may also face
competition in the form of possible better quality product brought over by the foreign firms.
Foreign firms with their sufficient profit could carry out R&D which might lead to better efficient
production method and products. This would make foreign products better and possibly cheaper
substitutes to domestic products.

2. Benefits of mergers: Increase competitiveness (lower price & better products)

¢ In face of with such competition, it would be better for domestic firms to merge to so that they
could better exploit EOS. In Singapore, domestic banks were encouraged to merge when
Singapore government was contemplating the move to allow foreign banks into the country. And
subsequently, banks such as OCBC and Keppel Bank, UOB and OUB, DBS and POSB merged
before entry of foreign banks. Such merger between banks would allow the firms to better enjoy
internal EOS allowing domestic banks to provide banking service at a competitive rate compare to
foreign banks.
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¢ In addition to lower cost, the merged banks will likely have larger revenue and profit allowing
domestic firms to face any potential price competition by foreign firms.

e The merged firms could also utilise their larger profit for R&D and possibly produce better
products and more efficient production method. This would allow domestic firms to thrive when
faced with foreign competition. Hence merger would be a good strategy to adopt when face with
foreign competition.

Evaluation

Given the threat of lower price and better product from the foreign firms, it could be the best approach
as this method of growth allows the firms to grow large quickly given a short time. Internal growth
through higher sales and profit without merger would take a longer time especially if the government
has removed the barriers to trade, allowing inflow of foreign products and foreign firms. Thus mergers
could be the best approach when faced by competition.

Counter Argument: May not be the best approach (Disadvantage of mergers)
i) Furthermore the larger domestic firms may not be able to respond quickly to the changing needs

of the consumers. Small firms may be able to provide personalised services to meet the needs of
the consumers which would put them at an advantage compare to the foreign firms who may be
larger and unable to response quickly to the needs of consumers. The small domestic firms can
therefore target niche domestic markets to lower their PED and raise their demand to be
profitable. Hence merger may not suite such firms.

i) While benefits such as internal EOS and higher profit could be reaped through merger, not all
merged firms will thrive and survive. Merger between firms may lead to dis-EOS where firms
experience cost disadvantages from the expansion. The larger firm may be bogged down by rules,
regulations and standard procedures and as such decision making is slowed down by red-tape
and bureaucracy. This results in low productivity and increased costs which then prevents
domestic firms from competing effectively against foreign firms. Hence mergers may not be the
best strategy to deal with competition.

iii) Not all domestic firms should see merger as the best approach to compete against foreign firms.
It would depend on the types of industry and the MES of the firms. The MES gives us a rough
measure of the appropriate degree of competition in an industry. Expressing MES as a
percentage of total output gives an indication of how competitive the industry could be. If the MES
is small relative to industry demand, the degree of competition in that industry is likely to be high
because there is room for many efficient small sized plants. Such firms should not merge and
should adopt alternative approach to compete against foreign firms. Mergers would only cause
them to incur diseconomies of scale.

iv) In additional to these potential problems, the merged firms will be holding larger market share,
possibly becoming a dominant firm or even a monopoly in the market. Such large firm may be
perceived as a potential threat to the welfare of the society and could be forced to adhere to
stricter control and scrutinization of the government and/or anti-competition bodies. Such stricter
control may prevent the merged firms from focusing their attention on increasing their
competitiveness against the foreign competitors.

5. Other strateies

Internal growth — price and non-price competition

e Since not all firms should merge, such firms should consider alternative approach internal growth
through higher sales and lower cost. Firms can increase R&D on cost efficient production process
and better products. Alternatively, firms could also advertise their products increasing their brand
loyalty and capturing new markets. On one hand, it would increase the quantity and sales of the
product, increasing the firms’ revenue.

¢ On the other hand, it would make the demand for the firms’ products more price inelastic and
cross elastic as the foreign products would be perceived as a weaker substitutes to domestic
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products. This would reduce the possibility of consumers switching to foreign demand when
foreign firms reduce the price of their products. Hence when prices of foreign products decrease,
quantity demanded for domestic goods will reduce by less than proportionate and this prevents
the huge loss of revenue and hence profit. This will allow the domestic firms to survive against
foreign firms without having to merge.

Conclusion

While domestic firms can grow internally, it will definitely take time for it grow larger and to carry out
R&D. This would have been possible if there is additional help or intervention by the government.
Subsidies could be given to firms to help increase their competitiveness. These alternative
approaches of R&D and advertisement are possible strategies which firms can turn to instead of
merger.

The success and benefits from the merger also depends on the type of industry and type of merger.
For example, firm’s that are involved in horizontal mergers are more likely to gain economies of scale
as opposed to those involved in lateral mergers.

Descriptors Marks
L3 Accurate, well-developed and balanced analysis which considers these: 9-11

= The threats pose to domestic firms due to globalization

= Mergers allow domestic firms to better deal with the threats of globalization

= Alternative strategies could be adopted to deal with the threats of globalization
= Able to recognize that mergers may and may not be the best strategy.

L2 = Balanced but primarily undeveloped arguments 6-8
OR
= Developed analysis but one-sided
L1 = Primarily descriptive, not using economic concepts/terms in reasoning 3-5
= Limited explanation and elaboration.
= Major errors although there is relevance to question
= Most parts irrelevant to question 1-2
E2 Well-reasoned and supported judgement, using valid factors/criteria to assess | 3-4
whether merger is the best approach.
E1 e Lack of clarity in focus of evaluation 1-2

o Making some judgement, but mainly not supported
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3 The Gini coefficient decreased from 0.478 in 2012 to 0.463 in 2013. After adjusting
for Government transfers and taxes, the Gini coefficient in 2013 fell from 0.463 to
0.412, reflecting the redistributive effect of Government transfers.

Source: Singapore Department of Statistics, 18 February 2014

(@) Explain how labour immobility and market dominance may lead to income
inequality. [10]

(b) Discuss the economic role of the Singapore government in addressing income
inequality. [15]

Define the concepts of labour immobility, market dominance and income inequality.
o Labour immobility:
Movements of factors of production, in this case, labour movement are limited due to lack of

skills to enter different industries (occupational labour immobility) or hindered by
geographical barriers (geographical immobility) = labour not efficiently allocated across
industries or country.

o Market dominance:
Due to lack of competition, firms have the ability to charge higher price and reduce output

- under-allocation of resources.

o Income inequality:
Refers to the extent to which income is distributed in an uneven manner among a population

(illustrating the gap between the rich and poor). Unequal distribution of income and wealth
adversely affect the ability of lower income group to consume goods while high income
group is able to pay and obtain the goods - market failed to achieve equitable distribution of
goods > Gini coefficient can be used to assess disparity in income inequality.

Explain how labour immobility lead to income inequality

Occupational immobility

o Rapid technological advancement - gives rise to jobs requiring new skills while making
other jobs obsolete - rise in the demand for skilled labour (as shown in Figure 1) and fall in
the demand for the unskilled labour (as shown in Figure 2). E.g. Singapore economy
transited from low-value adding manufacturing to an economy that demands for knowledge,
innovation and service-based economy.

Labours face difficulty in seeking employment opportunities in other industries when
economy undergoes structural changes - skills that labour possesses are not needed in
growing industries - mismatch between skills required from unemployed labour and skills
required by industries/employers - structural unemployment.

Wages like any other product markets are determined by the forces of demand and supply.
Wages of skilled labour tend to be higher than unskilled labour - because demand
for skilled labour from higher-value adding industry increases more rapidly (DD for
skilled labour shift right in Figure 1) while the demand for the low-skilled labour falls (DD
for unskilled labour shift left in Figure 2).

© ACJC2015 Preliminary Exam H2 EC9732/2
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Wage gap widen further given that the supply of skilled labour tend to be more price
inelastic as unskilled labour unable to take on higher demand jobs in higher-value added
industries. Given the increase in DD for skilled labour, lead to a more than proportionate
increase in wages (vice versa for the low-skilled labour market where the supply of unskilled
labour tend to be more price elastic given a fall in the demand for unskilled labour).

[Without the explanation of PES, answer can still attain L3]

Geographical immobility

©)

Workers are not willing or able to move from area to another - due to language &
cultural barriers, financial difficulty, migration controls by government or strong family ties.
There are still countries such as India and China etc. where geographical immobility remains
evident.

E.g. in India, the attachment among the native locale remain deep, the caste system
in India can impede movement of people, thus, people tend to avoid moving too far
from the family = income gap still exist between rural and urbanised areas, and may
even widen as wages of labour in urbanised areas tend to rise more rapidly than
those in rural areas that focuses mainly on lower-paid jobs such as farming.

Explain how market dominance lead to income inequality

O

Market dominated by large firms, in the case of monopoly has high BTE which prevent entry
of firms - since there is no close substitutes - firm is able to price its goods highly given its
demand is price inelastic > thus able to enjoy supernormal profit even in the long run.
(Represented by the shaded area in Figure 3). This widens the income gap between
shareholders or asset/ firms owners and the wage earners.

Income disparity tends to also widen among producers of different market structure.
Firm owners of monopoly would be able to earn supernormal profit (represented by the
shaded area in Figure 3) in the long run while monopolistic competitive (MC) firm
owners face with lower BTE tend to earn normal profits (as shown in Figure 3 where the
shaded region representing the supernormal profit was eroded as MC firms are only able to
price the goods at Pyc which coincide with cost, Cyc). Thus at new equilibrium output and
price, MC firm earns normal profit given that price per unit = cost per unit).

Thus, with more markets that have dominant firms, income inequality may worsen.
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With the growing concern of income inequality issue, caused by factors such as labor
immobility and market dominance, it is important for government to intervene to prevent
the worsening of income inequality.

Marking scheme:

Knowledge, Application, Understanding, Analysis
L3 o Well-developed explanation on labour immobility AND market dominance leading to | 7-10
income inequality.
o Answer uses accurate economic concepts.
o Appropriate examples provided and examples are explained.

L2 o Under-developed explanation on the labour immobility AND income inequality | 5-6
leading to income inequality.

o Some conceptual errors in explanation but economic concepts used are appropriate.

Some examples provided but not well-elaborated.

o One-sided answer but well-developed explanation on EITHER labour immobility OR
income inequality leading to income inequality. With the support of relevant
examples. [max. 5m]

(@)

L1 o Little / no usage of economic concepts. 1-4
Answer is descriptive with major conceptual errors.
o No example given

o

© ACJC2015 Preliminary Exam H2 EC9732/2
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(b) Discuss the economic role of the Singapore government in addressing income
inequality. [15]

Introduction:

Globalization and technological advancements that enabled rapid economic growth - have
led to many changes in Singapore’s labour market. While Singapore on average have gain
from Singapore economic growth, the lowe-income group may not have enjoyed the fair
share of the ecnomic pie. Singapore’s Gini coefficient currently hovering at 0.463 to 0.412
(between 2012 to 2013)-> suggesting Singapore has relatively high income inequality
issues. Thus, this calls for government to take on the role in addressing income inequality
issues. The degree of government intervention could range from direct intervention, joint
provider or even regulator in ensuring resources are allocated and redistributed more
equitably. This can be done by:
1. Improving labour mobility (raise labour productivity by encouraging retraining &
education as well as maintain a healthy workforce),
2. Reducing market dominance (legislation to raise market competitiveness)
3. Increasing availability of essential goods (such as merit goods) to everyone,
especially to the lower-income households
4. Other domestic measurse include having a more progressive tax system

Body Paragraph: Explain and evaluate how govt. measures can tackle income
inequality in Singapore

1. Improving labour mobility
Rapid technological advancement and growing trend of urbanisation globally - lead to

some skills being obsoleted more easily (occupational immobility) and Singaporeans
labour increasingly shunning away from some industries. To improve labour mobility,
government can:

a) Subsidy re-training & education to tighten income gap between skilled & unskilled
labour.

b) Encouraging firms to redesign jobs to attract more Singaporeans to enter some
industries

a) Subsidy re-training & education:

o To help low-skilled labours equip with required skills to transit into the sun-
rise or growth industries > subsidise retraining & education programmes to
increase affordability and incentivises labours to take-up these programmes (price
lowered from Pm to Ps, in Figure 4) - the improvement in the labour productivity
enable low-skilled labour to demand for higher wages (greater occupational mobility)
- reduce wage - gap between low-skilled and high-skilled labour

o Role of the government: an enabler by directly providing subsidies to
encourage and spearhead the training prgrammes in getting labours to take
up these training programmes

- E.g.: Workforce Development Agency (WDA) provides programme such as
Workfare Training Support (WTS) scheme for low-wage workers with
enhanced support of up to 95% of course fee funding
OR Continuing Education and Training (CET) to enable acquiring of new
skills by raising labour employability in emerging and growth industries such
as healthcare, tourism and manufacturing sectors; Chemicals and
Biomedical, Aerospace and Marine & Offshore.
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o Evaluation: However, the effectiveness of these measures is subjected to the
receptiveness of labours towards education and retraining. In Singapore, retraining
programmes is likely to be well-received given

- Positive attitude towards lifelong learning among many Singaporeans - the
culture of lifelong learning developed across the years through measures
such as Lifelong Endowment fund set up to encourage continuous learning

- An educational system that provides up-to-date training materials to narrow
gap between skills required in workforce and skills taught in educational
institutions

Figure 4
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b) Subsidy to firms in redesigning jobs to attract more Singaporeans to enter
some industries

o Singaporeans tend to shun away from harsher working environments jobs such as
construction, marine and waste management industries, cleaning industry etc. >
resulting in many of these industries having little local supply of labour.

o Role of government: an enabler by directly providing financial support to
assist firms in redesigning work processes and mechanisation as well as
equipping labour with the skills to fit into redesigned jobs (e.g. the use of
machineries) - this may enable previously deemed “unpopular” sectors to be
restructured to raise labour productivity - labour would be able to work more
efficiently in such redesigned work environment and command for higher wages ->
able to attract more locals to take up these jobs with higher wages and a more
professional image.

o E.g.: WorkPro, a one-stop scheme to help employers adopt progressive
workplace age management practices, facilitate job redesign and improve work-
place practices, as well as to encourage employers to recruit and retain back-to-
work locals and mature workers to meet their manpower needs.

OR Enhanced Productivity and Innovation Credit Scheme (PIC) setting aside $2
billion to the National Productivity Fund (NPF) for more targeted support to
industries in restructuring - increase competitiveness of firms

o Evaluate: However, to effectively redesign jobs, it requires the cooperation of
firms. It may not be easy to convince firms to do so as firms may be concern about
business disrupting/ rising cost of production in redesigning workplace and
production mechanism, in turns hurts profit margins.

Hence, important for such measures to be widely publicised among firms in

raising awareness of measures available and should be well-thought out to

convince firms about the long- term benefits; enhancement in firm’s competitive

© ACJC2015 Preliminary Exam H2 EC9732/2
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edge and profit margins.

2. Reduces market dominance to prevent consumers from being exploited

Leqgislation:

o Role of government: the regulator by having legislations such as Competition
Law to promote efficient functioning of Singapore’s markets - by enhancing
the competitiveness of the economy and encouraging privatisation to raise
degree of competition in market - this can prevent firms from exploiting
consumers by setting high prices and even seek ways to be more cost-
efficient - cost-savings enjoyed can be passed on to consumers in terms of lower
prices = ensure goods is more affordability for consumers especially the lower-
income households - improve income inequality. Thus, it is important that
government to maintain close monitoring and ensure legislations are enforced.

Figure 5
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o E.g. Public bus services in Singapore has been structured to have two major
operators (duopoly), SBS Transit Ltd (SBST) and SMRT Buses Ltd (SMRTB)
-> encourage greater competition in public bus services market = ensures
companies compete to provide consumers with affordable and quality bus ride
services. Apart from the use of legislation, government also monitor firms’
behaviour closely by having independent regulatory body such as Public
Transport Council (PTC) to ensure high quality bus services and affordability of
fares. Especially since public transport is an essential mode of transport for
many, including the lower-income households.

o Evaluate: However, in the case of natural monopolist, it would not be
appropriate to encourage the entry of more firms - one firm is sufficient to
supply for the entire market's demand instead of having two or more firms in the
markets which would like to little EOS enjoyed. This would result in consumers
paying higher prices. Thus, in the case of natural monopolist, where firm’s production
is usually highly capital-intensive with high cost of production, economies of scale are
very significant such that minimum efficient scale is not reached until firm has
become very large in relation to the meeting the total demand of the market. These
are often essentials industries such as utilities> e.g. Public Utilities Board (PUB) in
Singapore that coordinates the supply of electricity, piped gas, and water. Because
there is the potential to exploit monopoly power, governments tend to nationalise or
heavily regulate them.

3. Availability of essential goods to everyone (especially the lower-income
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households)

Subsidising healthcare services (merit goods)

Role of government: joint provider of healthcare services by providing subsidised
healthcare services - leads to lower price of healthcare services that consumers
have to pay (Pm to Ps, in Figure 4) thus, encourage higher consumption level as MPB
curve shifts to the right to MPB; (demand increases) - market-optimal output now
coincides with the social-optimal output - more consumers can afford healthcare
services after subsidy given. [OR Figure 6, SS shift to right as government provides
subsidy to hospitals and polyclinics]. With greater affordability of healthcare services
(especially to the lower-income households)

Figure 6
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Social supports

- Role of government: directly provision of financial assistance to lower-wage
and low-skilled labours - by strengthening social safety net but it is important for
government to ensure it does not results in disincentive to search for jobs and
strain in government budget.

- E.g.: In Singapore, the Workfare Income Supplement (WIS) programme is
structured such that labour must demonstrate efforts to upgrade their skills, seek
employment and stay employed in order to be eligible for the programme - the
aim is to enable labour raise their employability and thus the ability to demand
for higher wages
OR Cash-transfer: direct cash payments such as GST offset packages — GST
cash vouchers, seniors’ bonus, medisave top-up, utility rebates for lower and
middle income Singaporean households. OR Welfare programs: medifund,
schools financial assistance for low-income households

o Evaluation:

- Possibility of government failure as there may be over/under estimation of the
social supports provided. Nevertheless, it is still essential that such safety net
are made available to help to low-income households

- To ensure government’s spending to help the lower-wage and low-skilled
labour’s needs, instead of just providing cash pay-out, Singapore government
also explore the use of food vouchers (in-kind transfers) - this enables
government to have greater direct control of the policy outcome, in this case,
ensuring low-income households spend the government’s assistance on food

© ACJC2015 Preliminary Exam H2 EC9732/2
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items.

- It is important to ensure that social support does not provide disincentive for
labour to work. These supports must be short-term measures as it is not
sustainable for government to constantly give out cash pay-outs. Hence, it
should at best be provided as a temporary relief for low-income households’ in-
need of govern