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4.1 Benefits of International Trade

4.1.1The Advantages of Free Trade

The Benefits of International Trade

¢ International traderefers to the exchange of goods and services between countries

¢ Internationaltradeinvolves the exchange of goods/service through exports andimports

¢ International tradeis 'free’ when thereis no governmentintervention (quotas, taxes etc.)
toreduce orlimittrade
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The benefits of free trade

e Greaterchoice: with access to a widervariety of goods/services, the standard of living
improves

¢ Lower prices: with international competition prices fall giving households the ability to buy
more

¢ International cooperation: required for trade helps countries to build better relationships
which leads to lower levels of hostilities

¢ Flowof newideas: innovativeideas andtechnology can be shared between countries

e Accesstoresources: output canincrease and costs of production can fallwith increased
access toraw materials
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¢ Increased efficiency: international competition allows the most efficient firms to emerge YOURNOTES
andthis improves the use of global resources 1

¢ Economic growth: exports are a key component of the gross domestic product of many
countries and anincreasein exports can lead to economic growth

¢ Economic development: Increased outputleads to lowerlevels of unemployment which
leads to higherincomes and a higher standard of living
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Diagrammatic lllustration of the Benefits of Free Trade

¢ Thebenefits of free trade are best understood when analysing markets in which:
o Theworld price fora good/serviceis above the domestic price thus allowing for
exports
o Theworld price fora good/serviceis below the domestic price thus encouraging
imports

1. World priceis above the domestic price

PRICE
DOMESTIC
EXPORTS / SUPPLY
5 \
w \ /: WORLD PRICE (Pwor.p!
L e e T |

PRODUCER
SURPLUS

DOMESTIC
DEMAND

QUANTITY

(@]

o
o
p ——————— e
O Yo i o e
©n

When the world price (Wp) is above the domestic equilibrium price (Pg), a country's firms are
able to export the excess supply

Diagram Analysis

¢ The domestic equilibriumin the market forricein Viethamis at P Q¢

e Theworld price of riceis higherat P,,

¢ Vietnameserice producers areincentivised by the higher prices to produce a higherlevel
of output and domestic supply increases from Q. to Qg

¢ Vietnamese consumers now have to pay the world price forrice (P,,) and the domestic
demand contracts from Qe to Qg

¢ The excess domestic supply (Qs- Qg) is now available for export

2. World price is below the domestic price
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When the worldprice (P,,) is below the domestic equilibrium price (P.), households and

firms areincentivised toincrease theirimports

Diagram Analysis

The domestic equilibriumin the market forbananas in SriLankais at P Qg

The world price of bananas is lowerat P,

Some of SriLanka's firms cannot compete with the lower prices and domestic supply
contracts from Q¢ to Qg

SriLanka consumers benefit from the lowerworld price (P,,) and the domestic demand
extends from Qg to Qq

The excess domestic demand (Q4- Q) is now met throughimports
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4.2 Types of Trade Protection YOURll\lOTES

4.2 1Tariffs

AniIntroduction to Protectionism

¢ Freetrade aims to maximise global output through national specialisation
e However, there are numerous reasons why countries would seek to limit free tradein order

to protect themselves from certain outcomes
e Thisis called protectionism and may take the form of import tariffs, export subsidies, the

use of quotas orembargoes
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An Explanation of Tariffs YOURNOTES

¢ Themostcommonly usedforms of trade protectionisminclude tariffs, subsidies, quotas l
and administrative barriers

o Atariffis ataxonimported goods/services (customs duty)
o Thetaxraises the selling price of the good/service within the country

¢ Thehigher price allows more inefficient domestic firms toincrease their production and
market share
o More efficient global competitors reduce their output due to the tariff
o Withincreased domestic output, employment may increase

PRICE
So

Pw + TARIFF / \ Syt TARIFF
P 1 2, 3 4 Sy,

7

:
1 Q, Q, Q, QTY
IMPORTED

A tariffraises the price of the world supply from Py, to Py, , Tariff. This reduces the quantity of
imports from Q;Q, to Q3Q4

Diagram Analysis

¢ World supply (Sy) is considered to beinfinite and this supply curve is included with the
domestic demand (Dp) and supply (Sp) curves

¢ The pre-tariff market equilibriumis seen atP,,Q,
o Domestic firms supply up to Q;ata price of P,,
o Foreign firms supply the difference equal to Q, at a price of P, (imports)

o Afterthe tariff isimposed, the world price increases from P, to P+ tariff

¢ The new market equilibriumis seen at P, +tariffand Q4
o Followingthelaw of demand, the quantity demanded contracts from Q,to Q4
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o Following the law of supply, the quantity supplied by domestic firms extends from Q, YOURNOTES
to Q3 1
o Thelevel ofimportsis reduced from @;Q,t0 QzQ4
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An Evaluation of Tariffs

¢ Thebestway to considertheimpact of a tariff on stakeholders is to explainitusing a

diagram

PRICE

Pw + TARIFF
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V . 1D
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Q& Q Q QY
S —]
IMPORTED

Atariffimpacts domestic producers, consumers, foreign producers and the government

Thelmpact of Quotas on Stakeholders

Stakeholder

Explanation of Impact

Domestic Producers

o Before the tariff domestic producers produced output equal to
0Q;andtheirrevenue was equalto P, x @

o Afterthe tariff wasimposed domestic producers produced 0Qz
andtheirrevenue was equal to P,,+tariff x Qz

e Domestic producersurplus has increased by area 1

Foreign Producers

¢ Before the tariff foreign producers sold output equal to @;Q, and
theirrevenue was equalto P, x (Q,-Qy)

¢ After the tariff was imposed foreign producers sold output equal
to QzQ4 andtheirrevenue was equalto P,y x (Q4 -Q3)

e Foreign producersurplus has decreased by the areas underneath
2and4
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Domestic Consumers

o Before the tariff domestic consumers consumed Q, products at

apriceof P,

o After the tariff domestic consumers consumed fewer products

(Qg) at a higher price of P, +tariff

e Domestic consumersurplus has decreasedby areas1,23and4
¢ Some consumers have been priced out of the market (contraction

of quantity demanded from Q; > Q4

The Government o Afterthe tariffisimposedthe governmentreceives taxrevenue
equalto ((Py+tariff) - Py,) x (Q4-Qz)
o Thisisequaltoarea3
Downstream e Otherproducers whorely ontheimported product as araw
Producers material in their own production process, now have to pay more

forit as prices are higher

e Thisincreases their costs of production
¢ They may havetoreduce output which couldimpact

unemployment levels and government tax receipts in their
industry

Society (welfareloss)

¢ Less efficient domestic firms are now producing at the expense

of more efficient foreign producers - there is a welfare loss equal
toarea?2

e Consumers are frustrated with the higher prices and thereis no

longerallocative efficiency - thereis a welfare loss equal to area 2

e Thenetwelfarelossis equaltoareas2and4

(') ExamTip

Tariffs are one of the most frequently examined sub-topics in Paper2. When
evaluating theiruse, considerhow many jobs are protected (or created) in the
industry thatis targeted by the tariff as opposed to jobs which may be lostin
multiple downstream industries due to higher prices.

Forexample, a tariff on solar panelimports protects a few firms who manufacture
solarpanels. However, the higher prices can cause a significant fallin the quantity
demandedleading to the possible loss of thousands of jobs forinstallation experts.
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An Explanation of Quotas

o Aquotaisaphysical limitonimports e.g.in June 2022 the UK extended its quota on
steelimports for a furthertwo years in order to protect employmentin the domestic
steelindustry

o Thislimitis usually set below the free market level of imports
= As cheaperimports are limited, a quotaraises the market price
= Ascheaperimports are limited a quota may create shortages

o Some domestic firms benefit as they are able to supply more due to the lower level of
imports
= This mayincrease the level of employment fordomestic firms
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A quota onsteel imports reduces the equilibrium quantity from Q4 > Qz andraises the
market price fromP,, > Pq

Diagram Analysis

o Theinitialmarket equilibriumis atP,,Q4
= Domestic firms supply up to Q;and Q4-Q;is imported

o Tosupport the domestic steelindustry, the UK government limits the amount of
imports by institutinga quota
= Thedomestic supply curve (Sy) shifts to the right by the size of the quota (Q,-Q)
= Where this curve crosses the domestic demand curve (Dy) it forms the new
market equilibriumat P,Q;
= The quota has raised prices and reduced total output from Q4->Qz
= Domestic producers supply up to Q1 PLUS Q3-Q»
= Foreign producers supply Q,-Q;(the quota)
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o Once governments announce the quotalevel, the market automatically prices in the YOURNOTES
reduced output 1
= This means that each unit of outputis sold at the quota price (Pg)
= Both domestic producers and foreign producers receive a higher price for their
steel

(’) Exam Tip

¥ Oneofthemainreasons that the quota diagramis confusingis becauseit appears
that domestic producers supply up to Q;, then take a holiday while the imports flood
inuntil Q,is reached, after which they continue to supply up until Qz This is nothow it
works in reality.

1.The government announces the quota forthe next 12 months

2.The market factors in the reduced supply and a new market price is established

3.Even while domestic firms are selling their products, importers continue to
import the foreign product foras long as thereiany quota allowance left

4.The government keeps track of the level of imports and once the quota levelis
reached, they willnot allow any more imports of that product to enter the
country
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An Evaluation of Quotas YOURNOTES

¢ Quotas canbebeneficialin that they are a less confrontational method of protectionism l
than tariffs as thereis less of a penalty fortrading partners

Thelmpact of Quotas on Stakeholders

Stakeholder Explanation of Impact

Domestic Producers e Beforethe quota, the domesticrevenuewas areag
¢ Afterthe quota, domestic revenueis greater covering areas
a+g+d+e+i

Foreign Producers o Beforethe quota, foreign producerrevenue was area h+i+j

e Afterthe quota, foreign producerrevenueis less covering areas
b+c+h

* Underthe quota, they receive a higher price for all units sold at P
but they sell fewer products

Domestic Consumers | « Consumers pay a higher price (Pg) than previously (P,,) which
reduces theirdisposableincome

¢ Someconsumers leave the market as they cannot afford the
higher price (contraction from Q4> Qjz)

The Government ¢ They gain some favourwith the industry they are protecting

¢ This policy may createjobs in theindustry being protectedand
reduce the level of unemployment benefits required

¢ The governmentdoes not receive taxrevenue as they dowhen

using a tariff
Downstream e Otherproducers whorely ontheimported product as araw
Producers material in their own production process, now have to pay more

foritas prices are higher

¢ Thisincreases theircosts of production

¢ They may havetoreduce output which couldimpact
unemployment levels and government tax receipts in their
industry

Efficiency ¢ Global efficiency has worsened as less efficient domestic
producers are producing at the expense of more efficient foreign
producers (area e+f)
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4.2.3 Export Subsidies

An Explanation of Export Subsidies

¢ Both subsidies and export subsidies lower the cost of production fordomestic firms
o Theycanincrease output andlower prices
With lower prices theirgoods/services are more competitive internationally
If firms are able to meet all of the domestic demand (Dg) then the excess supply may
be exported

Otherwise, the level ofimports will decrease
Theincreased output may resultin increased domestic employment

o

o

[e]

o

¢ Followingthe 2nd World War, the European Union subsidised food production and this has
continuedeversince
o Once food security had been established within Europe, countries were able to start
exporting the excess supply that subsidies generate
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%V—J
IMPORTS BEFORE
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European Union subsidies for truffle producers shift the domestic supply curve to theright
which decreases the level of truffleimports required from Q1Q3to Q2Q3

Diagram Analysis

¢ The domestic market for truffles in the EU was initially in equilibrium at P,,Q3
o Domestic firms supplied up to @, while Q,-Q7was importedinto the EU

e Theimplementation of the subsidy lowered firms costs of production, shifting the
domestic supply curve from Sqto Sq .+ subsidy
o Domestic firmsincrease outputand market share from @>Qz
o Imports reduce from @;Q3-> Q2Q3
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An Evaluation of Subsidies

¢ Anevaluation of the effectiveness of the use of subsidies as a form of protectionismis
best done by considering theimpact on all of therelevant stakeholders

PRICE OF

TRUFFLES (£€)

Pw f E/E . E\ SWORLD
| | ! |
9 . H : Doomestic

S

DOMESTIC

SSUBSIDY

0 Q, Q, Q, QUANTITY OF
TRUFFLES

The effect on different stakeholders can be considered by analysing each area of the

¢ Thestakeholders affected are domestic and foreign producers, consumers, government,

andsociety (welfare)

international subsidy diagram

An Evaluation of the use of Subsidies to Protect Domestic Firms

Stakeholder

Explanation

Domestic Producers

Decreases costs of production

Increases output from Q1> Q2

Revenue before subsidy was f+g
Revenue aftersubsidy is b+c+f+g+h
Increases international competitiveness

Foreign Producers

Makes it harder for them to compete with domestic firms
Theirexports reduce from Qz-Q; > Q3-Q»

Revenue forforeign firms before the subsidy was h+i
Revenue afterthe subsidyis onlyi

Consumers

Consumers already benefitted from the lower world price and
receive no furtherbenefit

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, PastPapers

Page 16 of 91

YOURNOTES
i


https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/

1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

YOURNOTES
i

Government e This costs the government the amount of the subsidy - areab+c
e Thereis an opportunity costassociated with every subsidy
provided

Society (Welfare) e Thereis awelfareloss (areac) as moreinefficient domestic
producers are now producing at the expense of more efficient
global producers

O ExamTip

¥ When evaluating the use of subsidies in essay responses, itis worthwhile
considering both the length of time that the subsidy has beenin place, along with
the size of the subsidy.

If the subsidy is large and has beenin place fora long time, the industry is likely to be
a globalmonopoly such as the USA cotton industry. Their price is effectively the
world price.

This is onereason why the WTO aims to limit export subsidies. They put small-scale
farmers in developing nations out of business, often decimating the industry and
thus increasingunemployment. Compared to fifty years ago, very few African
countries now produce cotton. This is entirely down to the size and longevity of the
subsidies in the USA.
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4.2.4 Administrative Barriers

An Explanation of Administrative Barriers

e Therearemany strategies that can be used to create barriers to trade usingless obvious
methods than tariffs, quotas and subsidies

o}

Health and safety regulations e.g.in 2017 the EU put a new health regulationin place
regarding the permitted level of aflotoxins in nuts. Aflotoxin levels are naturally higher
in southern hemisphere countries and it effectively blocked the import of southern
hemisphere nuts

Product specifications e.g. Canada specified that alljamimportedinto Canada
neededtobein a certain size of the jar. Many countries do not usually manufacture jars
inthe required size

Environmental regulations e.g.in November 2021 new regulations were putin placein
the EU and the USA tolimit the amount of imports of 'dirty steel' - predominantly this is
steel produced using coal-fired power stations which are prevalentin China

Product labelling can be expensive for firms to apply and may limit their desire to sell
into certain markets

Inefficient administrative systems e.g. many border crossings in Africa still require
physical paper copies to be submitted at each crossing with some companies
claiming they have to providein excess of 10,000 documents for a single journey
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4.3 Arguments For & Against Trade Protection .

4.3.1 Arguments For & Against Trade Protection

Arguments for Trade Protection

¢ Despite the benefits that free trade offers, there are many good arguments which would
support the use of protectionismin certain instances

Arguments for Protectionism

Reason Explanation

Infantindustries e Toprotect new firms that would be unlikely to succeed at start-
ups due to the level of global competition. Once established
supportis removed

Sunsetindustries e Similartoabove, but atthe otherend of the life cycle, these firms
are on theirway out and the government chooses to support
them to help limit the economic damage that would occurif they
closed abruptly

Strategicindustries e Industries such as energy, defence and agriculture are essential
to self-sufficiency and security. Being reliant on other countries
forthese creates vulnerabilities fora nation

Dumping e Dumpingis anti-competitive and can harm a country's industries

Employment ¢ When firms outsource production to other countries or certain
industries are experiencing structural unemployment
governments will stepin to protectjobs

Current Account deficit| ¢ Whenimports > exports the amount of money leaving the
country to support foreign firms is greaterthan that entering to
support domestic firms. Protectionism aims to correct this
imbalance
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Labour/environmental
regulations

e Many countries offer cheap labour and low-cost production
due to poorenvironmental regulations. Protectionism can help
apply pressure to bring about changein these countries
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Arguments Against Trade Protection

e Thearguments against trade protection are evident from the impact that each form of
protection has on the stakeholders. These can be summarised in the diagram below

PRICES

INCREASE

EXPORTS
BECOME LESS
COMPETITIVE

COSTS
INCREASE

ARGUMENTS
AGAINST
PROTECTIONISM

CHOICES MISALLOCATION

REDUCE OF RESOURCES

RETALIATION
FROM OTHER
COUNTRIES

INEFFICIENT
DOMESTIC
FIRMS

Seven common arguments against protectionism

1.Reduced choice
Protectionismreduces both the quantity and variety of goods/services available to
customers

2.Increased prices
Protectionism eitherreduces the supply of goods/services which leads to higher prices - or
in the case of tariffs, directly leads to higher prices

3.Increased costs
Manufacturers who rely onimported raw materials face higher costs of production. If
protectionismis widespread it may generate inflationin the economy and/orleadto aloss
of employment

4. Retaliation
Foreign producers are hurt by protectionism anditis common for theirgovernments to
retaliate with theirown measures which furtherharm free trade

5.Reductionin export competitiveness
Protectionismreduces the need to be efficient ortoinnovate. Over time this leads to higher
prices and worse quality products which willreduce export sales

6. Resource misallocation
Globalwelfareis reduced as protectionism shifts production away from more efficient
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foreign producers to less efficient domestic producers

7.Domesticinefficiency increases
With areduced level of competition, domestic firms will be less productively efficient and
willspendless onresearch, development and innovation

An Evaluation of free Trade Versus Protectionism

¢ Tradeliberalisation has helpedto generate significant economic growth and economic
development

e Asaneconomy moves towards free trade, structural unemployment often develops as
certainindustries move abroad

o Without anintentional government program to retrain these workers, they often fall
through the cracks and their quality of life reduces significantly

o Ithas beenarguedthat structuralunemploymentis at the heart of nationalismas
angry workers seek to expel foreigners and get theirjobs back

o Voters are abletoinfluence the political agenda and protectionism goes through
periods of immense popularity

¢ More economically developed countries (MEDCs) have the funds available to provide
significant export subsidies to their firms
o Theaimis usually notto protect these firms but to help them gain a global monopoly
o As monopolies develop they gain more revenue and generate more taxrevenue which
may go back to theirgovernment (often it goes to off-shore bank accounts)

* Less economically developed countries (LEDCs) are often pushedinto free trade
agreements by MEDCs with a focus on resource extraction
o MEDCs frequently place tariffs on theimport of manufactured goods with added
value from LEDCs
o This prevents LEDCs from generating higher profits e.g. cocoa beans are exported
from Ghana to the USA at low prices and without any import tariffs, however, thereis a
high tariff on theimport of Ghanaian chocolate to the USA

e Thisargumentis notas simple as free tradeis better. The context of the trade and the
nature of the trading partners ultimately decides whether a path of free trade or
protectionismwould serve a nation better

o Thereis no doubt free trade generates higher output and income, but the distribution
of thisincome may be vastly unfair
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YOURNOTES
l

4.4 Economic Integration

4.4.1Understanding Economic Integration

Economic Integration

¢ Economicintegration occurs as countries reduce trading barriers between themselves
and become moreinterdependent

e There are several ways in which economicintegration can deepen

1.Through the development of trade agreements
2.Through the creation of trading blocs
3.Through the formation of a monetary union

1. Trade agreements

BILATERAL PREFERENTIAL

There are 4 common types of trade agreements

* Apreferential trade agreement (PTA) is an agreement between two ormore countries
providing preferential (better)
terms and conditions of trade to member countries
o E.g.Vietnamhas preferential tariff rates with Australia

¢ Abilateraltrade agreement is a preferential trade agreement between two countries and
aims toreduce oreliminate barriers to trade
o E.g.Vietnamsigneda bilateraltrade agreement with Korea in 2015
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e Aregional trade agreement (RTA) is a preferential trade agreement usually between more YOURNOTES
than two countries in the same geographicalregion 1
o E.g.Armeniacreatedanagreementwith the EUin 2019 to create the EU-Armenia RTA

+ Amultilateral trade agreement is a legally binding preferential trade agreement between
more than two countries ortrading blocs andis usually negotiated and overseen by the
World Trade Organisation (WTO)

o E.g.TheEast African Community was createdin 2005 between seven African
countries

2. TradingBlocs

e There are generally three types of trading blocs - Free Trade Areas (FTAs), Customs Unions,
and Common Markets
o Eachsuccessivebloc has a higherlevel ofintegration

3. Monetary Unions

e Monetary Unions often develop once thereis integration ata Common Market level
¢ Nations in the Common Market may desire the creation of acommon centralbank and
convergence of monetary policy
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YOURNOTES

4.4.2 Types of Trading Blocs .

1. Free Trade Areas (FTAS)

¢ Atradingblocis a group of countries who come togetherand agree toreduce or eliminate
any barriers to trade that exist between them

e There are differentlevels of economic integration ranging fromrelatively low integrationin a
bilateral agreement to highintegration in a monetary union e.g. the Eurozone

e Globally, there were more than 420 regional trade agreements in effectin 2022

e Eachsubsequent type of trading bloc has increased levels of economic integration

* Afreetradeareais a blocinwhich countries agree to abolish traderestrictions between
themselves but maintain theirownrestrictions with other countries e.g Canada-United
States-Mexico Agreement (CUSMA)

<———=| CANADA
FREE TRADE
AREA

N IMPOSES
', TARIFFS

A\

|

|

I

|

:

|

! FREE

|

‘ MEXICO TRADE

; ey
|

|
T =3

COMPLETE EMBARGO

Mexico, Canada andthe USA have a free trade agreement but can deal individually with
Cuba as they seefit

¢ Inthediagram above, Mexico, Canada and the USA have reduced/eliminated many trade
restrictions between themselves
o The USArefuses totrade with Cuba andhas placedacomplete banonall
exports/imports to Cuba
o Canada trades with Cuba butimposes tariffs onallimports
o Mexico trades freely with Cuba

Page 25 of 91

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, Past Papers



https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/

1, SaveMyExams

Headtosavemyexams.co.ukfor more awesomeresources

2. Customs Unions YOURNOTES

¢ Acustomsunionis an agreement between countries in which allgoods/services produced l
by members are traded tariff free. Additionally, countries agree on common tariff rates on
imports from all external (third-party) countries

Copyright © Save My Exams. All Rights Reserved

Countries within the European Union trade freely between themselves and have common
barriers with all third-party countries e.g. UK

¢ Inthediagram above, countries in the European Union have eliminated all tariff barriers
between themselves butimpose common tariff barriers on third party countries such as
the UK or China

3. Common Markets

e Similarly, to a customs union, goods/services are traded tariff-free in common markets
¢ Additionally, the four factors of production flow freely between member countries
o The goalis toimprove the allocation of resources between the common market
members and lowerthe costs of production
o The EuropeanUnionis a customs union anda common market
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4. Monetary Union YOURNOTES

¢ Amonetary uniontakes integration a step further. Members enjoy all of the benefits of a l
customs union and common market, but then also establish a common central bank which
issues acommon currency and controls the monetary policy of member countries
o Priorto Brexit, the UKwas a member of the European Customs Union and common
market but never joined the Eurozone
o Atthestartof 2023, 20 of the 27 countries in the EU are also members of the Eurozone

Advantages and Disadvantages of Trading Blocs

Advantages Disadvantages

e Greateraccess to markets offerthe * Loss of sovereignty as nations
potential foreconomies of scale increasingly give up theirautonomy,

o With freedom of labour, there are greater perhaps most visible when joining a
employment opportunities monetary union (nations lose the ability to

¢ Membershipin a trading bloc may allow for set theirown monetary policy)
strongerbargaining power in new ¢ Multilateral trading negotiations become
multilateral negotiations more challenging as countries within a

* Greater political stability and trading bloc have to maintain the existing
cooperation between the countries within bloc rules when dealing with third-party
the bloc duetotheincreased countries
interdependence e Tradediversion candistort the efficient

allocation of resources
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4.4.3 The World Trade Organisation (WTO) YOUR ';‘OTES

Therole of the WTO

e The World Trade Organisation (WTO) was establishedin 1995 to promote free trade
o They believe free tradeis the best way toraiseliving standards, createjobs and
improve people's lives

» Tradeliberalisationis the process of rolling back the barriers to free trade e.g. removing
tariffs

¢ The WTO has twomainroles inliberalising trade

1. It brings countries togetherat conferences and encourages themtoreduce oreliminate
protectionist trade barriers between themselves e.g. The Doha Round conferences

2.ltacts as anadjudicatingbody in trade disputes. Member countries can file a complaint if
they believe a trading partner has violated a trade agreement. The WTO willthenrun a
hearingandmake ajudgement

The Objectives and Functions of the WTO

Objectives of the WTO Functions of the WTO
¢ Improving people’s lives ¢ Trade negotiations
¢ Promotion of faircompetition ¢ Implementation and monitoring of trade
¢ Protectingthe environment agreements

¢ Dispute settlement

¢ Buildingtrade capacity between nations

e Outreachto governments andinfluential
organisations on behalf of member
countries

(") Exam Tip

et WTO judgements are not legally binding. Members voluntarily submit to them (or
not). Ajudgementin favour of a trade dispute does allow the aggrieved nation to put
protectionistmeasures in place with the WTO's approval. The hopeiis that these
measures will then force the nation committing the violation to back down and
resolve the tradeissue.

When evaluating the effectiveness of trade agreements, it is worth noting that larger
economies tend to selectively choose which rulings of the WTO to abide by. Smaller
(usually developing) economies tend not to have that luxury.
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Factors Affecting the Influence of the WTO

¢ InMarch 2022 there were 320 regional trade agreements globally
¢ While these are beneficial to the members in the agreement (as they strengthen ties and
create more trade between them), they also create conflicts with the stated aim of the

WTO -toliberalise trade

o Regionalagreements often shift trade from a non-memberwho is more efficientin
producing certain goods/services, to a member country whois less efficient (trade

diversion)

o Regionaltrade members then ofteninstitute common trade barriers on non-
members whichis the opposite of trade liberalisation (protectionism)

Two key Factors Which Continue to Undermine the Influence of the WTO

Difficulties inreaching agreement on services
and primary products

Unequal bargaining power of members

¢ MEDCs continue to subsidise many firms
producing primary products which allows
them to dominate global markets
o LEDCs donothavethetaxrevenueto
do the same fortheirfirms and so they
areunableto compete
e Firms from LEDCs are frequently blocked
from offering services (which generate
higher profitandincome) inMEDCs
o This prevents free tradein services

e Firms andindividuals from MEDCs tendto
be better networked and will
unashamedly work theirconnections so as
to gain bettertrading conditions

e |arger, wealthier countries willalso
pressurise WTO negotiations in orderto
secure the outcome they want

e |tismuch harderfor LEDCs to gain
preferential terms in trade negotiations
due to this powerimbalance
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4.5 Exchange Rates YOUR TOTES

4.5.1Types of Exchange Rate Systems

Foreign Exchange Rates

¢ Anexchangerateis the price of one currencyinterms of anothere.g. £1=€1.18
o International currencies are essentially products that can be bought & sold on the
foreign exchange market (forex)

¢ The Central Bank of a country controls the exchange rate systemthatis usedin
determining the value of a nation's currency

¢ Three of the main exchangerate systems are
o Afloatingexchangerate
o Afixedexchangerate
o Amanagedexchangerate
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1. AFloating Exchange Rate System

¢ Different currencies can be boughtandsold,justlike any otherproduct
¢ Theforces of demand and supply determine therate at which one currency exchanges for

another

¢ Aswith any market, if there is excess demand for the currency on the forexmarket, then

prices rise (the currency appreciates)

o Ifthereis an excess supply of the currency on the forex market, then prices fall (the

currency depreciates)

PRICE OF US $ IN
TERMS OF EURO

D

b,

QUANTITY
OF US §

PRICE OF EUROS
IN TERMS OF US $
o

o

|
|
|
! D
|

|
|
|
Q,  Q, QUANTITY
OF EUROS

Therelationship between the US$ and the Euro shows that as Europeans demand the $ it
appreciates but by supplying their own currency it depreciates

Diagram Analysis

o The Euro/US$ marketis shown by two market diagrams - one for the USD market on the

leftand one forthe Euro market on theright

¢ Theinitial exchange rate equilibriumis found at P1Q;in both markets
» When Europeans visit the USA, they demand US$ and supply Euros
o Theincreased demand for the US$ shifts the demand curve to theright which results
in the value of the $ appreciating from Py > P,in the USD market and a new market

equilibrium forms at P2Q>

o Theincreased supply of the Euro shifts the supply curve to the right which results in
the value of the Euro depreciating from Py > P> and a new market equilibrium forms at

P2Q2

Floating Exchange Rate Calculations

¢ Asthevalue of a currency appreciates or depreciates, the value of any international

transaction changes

¢ Thesechanges canbe significant for firms during times of exchange rate volatility
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*> Worked Example

Marshais a currency traderwho buys and sells currency in order to make a profit.
Currently, sheis holding€200,000 and expects that the Pound will appreciate
againstthe € in the next few months.

Atpresent£1=€1.10
1.Marsha exchanges herEuros for Pounds. Calculate the quantity of Pounds she

willreceive for€200,000 [1]

2.The Pound depreciates against the Euro by 10%. Fearing further depreciation,
Marsha changes herPounds back to Euros. Calculate theloss shehas made.
(3]

Step 1: Calculate the quantity of Pounds received for€200,000

200,000

= £181,818.18

(Tmark forthe correct answer)

Step 2: Calculate the new exchangerate

£1=(€1.10x0.9) =€0.99

(Tmark forthe correct answer)

Step 3: Use the above value to calculate the new amount of Euros

£181,818.18 x 0.99 = £179,999,9982

Step 4: Round to two decimal places

£180,000

(2 marks forthe correct answerrounded to 2 decimal places)

Step 5: Calculate theloss

£200,000-£180,000=£20,000 loss

(1mark forthe correct answer)
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2. AFixed Exchange Rate System

Asystemin which the country’s Central Bank intervenes in the currency market to fix (peg)
the exchangerateinrelation to another currency e.gUS$
o When they want their currency to appreciate, they buy it on forex markets using their
foreignreserves, thus increasingits demand
o Whenthey want theircurrency to depreciate, they sellit on forexmarkets, thus
increasingits supply
Sometimes the pegis at parity e.g.1BruneiDollar =1Singapore Dollar
Oftenthe pegis not at parity e.g. Hong Kong has peggedits currency to the US$ at arate of
HK$7.75=US$1
Arevaluation occurs if the Central Bank decides to change the peg andincrease the
strength of its currency
Adevaluation occurs if the Central Bank decides to change the pegand decrease the
strength of its currency

| MARKET FOR HONG KONG $ MARKET FOR US DOLLARS

NN

PRICE OF HK § IN
TERMS OF US $
PRICE OF US$ IN
TERMS OF HK $

QTY OF HK $ QTYOFUS $

The Hong Kong Monetary Authority intervenes to maintain the exchange rate of HK$ 7.75 =

Us$1

Diagram Analysis

The HK$/US$ market is shown by two market diagrams - one for the HK$ market on the left
and one forthe US$ market on theright

Theinitial exchange rate equilibriumis found at HK$ 7.75 = US$ 1 - represented by point 1
When Hong Kong firms import goods from the USA, they demand US$ to pay forthem and
supply HK$

This impacts the market foreach currency - the US$ appreciates and the HK$ depreciates
To maintain the fixed exchangerate at HK$ 7.75 = US$ 1, the Hong Kong Monetary Authority
intervenes in the forex market by using US$ fromits foreignreserves to buy HK$

Left Diagram - HK$

Theincreased supply of the HK$ shifts the supply curve to the right which results in the
value of the HK$ depreciating from (HK$7.75 = $1) > (HK$7.75 = $0.97) and a new market
equilibrium forms at point 2
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o The Monetary Authority intervenes by buying HK$ which shifts the demand curve right from YOURNOTES
D] > D2 l
» The HK$ has now been moved back toits target value of K$ 7.75 =US$ 1 - point 3

Right Diagram - US$

» Theincreased demand for the US$ shifts the demand curve to the right which results in the
value of the US$ appreciating from ($1=HK$7.75) > ($1=HK$7.98) and a new market
equilibriumforms at point 2

e TheMonetary Authority intervenes by buying HK$ using UD$ which increases their supply
shifting the supply curverightfrom S;> S,

e The HK$ has now been moved back toits target value of K$ 7.75 =US$ 1- point 3
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3. AManaged Exchange Rate System

¢ Theexchangerateis allowed to fluctuate within a specified band around a desired
valuation. If it goes outside of this band then the Central Bank willintervene to bring it back
within the band
o Whenthey want theircurrency to appreciate to back within the band, they buy it on
forexmarkets using theirforeign reserves, thus increasingits demand
o Whenthey want their currency to depreciate back into the band, they sellit on forex
markets, thus increasingits supply

e Currently, almost all currencies are managed currencies
o Thewidth of the bandvaries from country to country
o Thesebands are not published as it would help currency speculators to know when
currency reversals would be initiated by the Centralbank and they would seek to
profit from thatknowledge

PRICE OF CNY,
(CNY PER $) S
1(CNY) Sz -
2 T e e b At e UPPER BAND
2 p
ER,f--==--=-==--
2% - - A 4PN r - - O -- - LOWER BAND
: i : thcmn
| |
i Lo 1(CNY)
Q Q Q QTY OF CNY

The Peoples Bank of China intervenes to maintain the exchange rate within a specifiedband
of trading and s in the region of 2% around a value of 1US$ = 6.75 CNY

Diagram Analysis
e Chinahas notreleasedtheircurrency bands, however, the value seems to fluctuateup to

2% arounda value of 1US$ = 6.75 CNY
¢ Theinitialmarket equilibriumis found at ER; @,

Action to correct currency appreciation

¢ Increased demand forthe Chinese Yuan leads to a rightward shift of demand D>D,
leading to an appreciation from ER>ER,
e Thecurrencyis approaching the upperbandso the Peoples Bank of Chinaintervenes by
selling theirown currency (and buying foreign reserves)
o Thisincreases the supply of the Yuan causing a rightward shift from $;>S,
o Anew equilibriumis established at ER;Q3, well within the band
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Action to correct currency depreciation YOURNOTES

!

¢ Increased supply of the Chinese Yuan on world markets leads to a rightward shift of supply
from S;5S; leading to a depreciation from ER; towards the bottom currency band
e Thecurrencyis approaching the bottom bandso the Peoples Bank of Chinaintervenes by

buying theirown currency (and selling foreign reserves)
o Thisincreases the demand of the Yuan causing a rightward shift from DD,

o Anew equilibriumis established at ER;Q3, well within the band
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4.5.2 Causes & Consequences of Exchange Rate Fluctuations YOUR TOTES

Causes of Exchange Rate Fluctuations

¢ Numerous factors influence floating exchangerates, resultingin an appreciation or
depreciation of a currency

QUANTITATIVE

SPECULATION EASING

\ /

RELATIVE RELATIVE

FACTORS THAT INFLUENCE
INFLATION | <= | | GATING EXCHANGE RATES|— | INTEREST

RATES / \ RATES
NET THE CURRENT
INVESTMENT ACCOUNT

Factors influencing floating exchange rates

1.Relativeinterestrates: influence the flow of hot money between countries. If the UK
increases its interestrate, then demandfor£'s by foreign investorsincreases and the £
appreciates. If the UK decreases its interestrate, then the supply of £'sincreases as
investors selltheir £'s in favour of other currencies and the £ depreciates

2.Relativeinflationrates: as inflation in the UK rises relative to other countries, its exports
become more expensive so thereis less demand for UK products by foreigners, which
means thereis less demandforf£s andsothe £ depreciates

3.Net foreign directinvestment (FDI): FDlinto the UK creates a demand for the £ which leads
tothe £ appreciating. FDI by UK firms abroad creates a supply of £'s which leads to the £
depreciating

4. The current account: EU exports have to be paid forin €'s. EU imports have to be paid forin
local currencies, which requires €'s to be supplied to the forex market. Due to this, an
increasing net exports willresultin an appreciation of the € and falling net exports will result
in a depreciation of the €

5.Changesintastes/preferences: As global demand for quinoaincreased as it became
fashionable, Bolivia's exports of quinoa increased dramatically which put upward
pressure on their currency. Foreigners demanded the Boliviano in order to pay for the
quinoa

6. Speculation: the vast majority of currency trades are speculative. Speculation occurs
when traders buy a currency in the expectation that it will be worth morein the short to
medium term, at which point they will sellit to realise a profit
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7.Net Portfolio Investment: Portfolioinvestmentinto the UK creates a demand for the £
whichleads to the £ appreciating. Portfolio investment by UK firms abroad creates a
supply of £'s which leads to the £ depreciating

8. [popoverid="RbhwpSYhQdsé6BEol" label="Remittances"]: Some countries receive high
levels of remittances which help to keep the demand for their currency strong e.g. the
Philippines

9.Relative growthrates: Countries with strongereconomic growth rates will attract higher
levels of FDIresultingin an appreciation of theircurrency

10. Central Bank intervention: Any form of monetary policy is likely to influence exchange

rates e.g. higherinterestrates willincrease the hot money flows. Directintervention using
foreign reserves willalsoinfluence the exchangerate
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Consequences of Foreign Exchange Rate Fluctuations YOURNOTES

¢ Changestoexchangerates may have far-reachingimpacts on an economy l

1. Likely impact on the macro economy of a currency depreciation

AVERAGE
PRICE
LEVEL (£)

SRAS

R. GDP

A depreciation means thatimports are more expensive and exports are cheaper. Net
exports shouldrise leading to anincreasein AD from AD1> AD2

2. Likely impact on the macro economy of a currency appreciation
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AS

R. GDP

An appreciation means thatimports are cheaper and exports are more expensive. Net
exports should fall leading to a decreasein AD from AD1> AD2

Impact of an Appreciation or Depreciation on the Economic Indicators

Economic Indicator

Explanation

The Current Account

e Froma UK perspective, the depreciation of the £ causes exports
to be cheaper forforeigners to buy andimports to the UK are
more expensive

¢ Theextent to which a currency depreciationimproves the current
account balance depends on the price elasticity of demand for
exports and imports
o This follows the revenue rule which states thatin orderto
increase revenue, firms shouldlower prices for products that
are price elasticin demand
o Ifthe price elasticity of demand for UK exportsis
elastic, then depreciation of the currency willresultin a larger
than proportionalincreasein demand for UK exports, which
will rapidly improve any current account deficit

Economic growth

¢ Netexports are acomponent of aggregate demand
o Adepreciation thatresultsin anincreaseinnet exports will
leadto economic growth
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Inflation

e Cost-pushinflation canbe caused by a depreciating currency

as the price of imported raw materials increases with a weaker
currency

¢ Netexports are acomponent of aggregate demand

o Adepreciationthatresultsin anincreaseinnet exports will
leadtoanincreasein aggregate demand
o This mayleadtoanincreasein demand-pullinflation

e Anappreciation of the currency willhave the opposite effect

Unemployment

» |f depreciationleads to anincreasein exports, unemploymentis

likely to fall as more workers are required to produce the
additional products demanded

¢ Anappreciation of the currency willhave the opposite effect

Living standards

¢ Theimpact of depreciation onliving standards can be muted

o Asimports are more expensive, households face higher
prices and less choice, which detracts from living standards

o Rising exports can decrease unemploymentandincrease
wages/income which means animproved standard of living
forsome households

¢ Theimpact of an appreciation of living standards will be the

opposite
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4.6 Balance of Payments

4.6.1 Components of the Balance of Payments

AnlIntroduction to the Balance of Payments

The Balance of Payments (BoP) for a country is a record of all the financial transactions
that occurbetween it andtherest of the world

¢ TheBoP has two main sections:
o Thecurrent account: all transactions related to goods/services along with payments
relatedto thetransferofincome
o The financial and capital account: all transactions related to savings, investmentand
currency stabilisation

e Moneyflowingintoanaccountis recorded in therelevantaccount as a credit (+) and
money flowing out as adebit (-)
o If more money flows into an account than out of it, thereis a surplus in the account
o Ifmoremoney flows out of an account thanintoit, thereis a deficitin the account

The Current Account

¢ The Current Accountis often considered to be the mostimportant accountin the BoP
e Thisaccountrecords the netincome that an economy gains frominternational
transactions

An Example of the UK Current Account Balance for 2017

Component 2017
Balance of trade in goods (exports -imports) £-32.9bn
Balance of tradein services (exports - imports) £27.9bn
Sub-total tradein goods/services £-5bn
Netincome (interest, profits and dividends) £-2.1bn
Current transfers £-3.6bn
Total Current Account Balance £-10.7bn
CurrentAccountas a % of GDP 3.7%

e Goods are alsoreferred to as visible exports/imports
¢ Services are alsoreferredto as invisible exports/imports
¢ Netincome consists of income transfers by citizens and corporations
o Credits arereceived from UK citizens who are abroad and send remittances home
o Debits are sent by foreigners workingin the UK back to their countries
o Current transfers are typically payments at government level between countries e.g.
contributions to the World Bank
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The Capital Account

The Capital Account records small capital flows between countries andis relatively
inconsequential
The capitalaccountis made up of two sections:

.Capital transfers
Smaller flows of money between countries
E.g. Debt forgiveness payments by the government toward developing countries
E.g. Capital transfers by migrants as they emigrate andimmigrate

. Transactions in non-produced, non-financial assets
Smallpayments are usually associated with royalties or copyright e.g. royalty payments by
recordlabels to foreign artists

The Financial Account
The Financial Account records the flow of all transactions associated with changes of
ownership of the country’s foreign financial assets andliabilities

[tincludes the following sub-sections

.Foreign Direct Investment (FDI)
Flows of money to purchase a controlling interest (10% or more) in a foreign firm. Money
flowinginis recorded as a credit (+) and money flowing out is a debit (-)

2.Portfoliolnvestment

Flows of money to purchase foreign company shares and debt securities (government
and corporate bonds). Money flowinginis recorded as a credit (+) and money flowing out is
adebit(-)

3. Official Borrowing

Government borrowing from other countries orinstitutions outside of theirown economy
e.g.loans from the International Monetary Fund (IMF) or foreign banks. When the money is
received, itis recorded as a credit (+) and when the money (orinterest payments) are
repaid, itis recorded as a debit (-)

4.Reserve Assets

These are assets controlled by the Central Bank and available forusein achieving the goals
of monetary policy. They include gold, foreign currency positions at the International
Monetary Fund (IMF) and foreign exchange held by the Central Bank (USD, Euros etc.)
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Interdependence Between the Accounts YOURNOTES

¢ |tis calledthe BoP as the current account should balance with the capital and financial l
account and be equalto zero
o |fthecurrentaccountbalanceis positive, then the capital/financialaccountbalance
is negative (andvice versa)
o Inreality, it neverbalances perfectly and the differenceis called 'net errorand
omissions'

» |fthereis a current account deficit, there must be a surplus in the capital and financial

account
o Theexcess spending onimports (current account deficit) has to be financed from
money flowinginto the country from the sale of assets (financial account surplus)

¢ |fthereis a current account surplus, there must be a deficit in the capital and financial

account
o The excessincome fromexports (currentaccount surplus) is financing the
purchase of assets (financial account deficit) in other countries
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Balance of Payments Calculations

*> Worked Example

The following table provides selected data from the balance of payments fora
country in the European Union forthe 2018

Data € (million)
Net capital -278
transfers
Net current -179
transfers
Net direct 351
investment
Exports of services 419
Imports of goods 839
Netinvestment 154
income
Import of services 445
Exports of goods 872

Calculate the current account balance of this country in 2018 [2]

Step 1: Recall the formula for calculating the current account balance
Net tradein goods +net tradein services + netincome + net current transfers

Theitems 'Net capital transfers'and 'Netinvestmentincome'are notincludedin current
account calculations and should be ignored

Step 2: Substitute the appropriate values
Net tradein goods =(872-839) =33
Nettradein services =(419-445) =-26
Netincome transfers =154

Net current transfers = -179

Step 3: Complete the calculation
33-26+154-179=-18

(ITmark forthe correct working)

Step 4: Check the units and ensure your answer uses the correct units
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€-18m YOURNOTES
i

(2 marks for the correct answer or 1 mark forany correct working)
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4.7 Sustainable Development YOURlNOTES

4.7.1The Sustainable Development Goals

Defining Sustainable Development

¢ Sustainable developmentis economic developmentthat meets the needs of the present
generations without compromising the ability of future generations to meet theirown
needs

¢ In 2015 the United Nations Member States committed to a shared blueprint for peace and
prosperity for people and the planet, now andinto the future

o This blueprintis called The 2030 Agenda for Sustainable Development
¢ Integraltothe blueprintare the 17 Sustainable Development Goals (SDGs) which
recognise that ending poverty must go hand-in-hand with strategies thatimprove health
andeducation, reduceinequality, and generate economic growth - while tackling climate
change andworking to preserve oceans and forests

o The SDGs build on more than fifty years of work by countries and the United Nations
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The 17 Sustainable Development Goals YOURNOTES

e The SDGs provide both a target for sustainable development and also a metric to measure l
and gauge the progress made

An Explanation of the17 SDGs (Source: UN SDGs)

NOD
POVERTY

e ]

IERD
HUNGER

¢ Endallforms of poverty by 2030, including absolute andrelative poverty

¢ Endhunger, achieve food security andimproved nutrition and promote
“( sustainable agriculture

GOOD HEALTH
AND WELL-BEING

¢ Ensurehealthylives and promote well-being forall at allages

4

QUALITY
EDUCATION
e Ensureinclusive and equitable quality education and promote lifelong

|!!‘ l learning opportunities for all

GENDER
EQUALITY

¢ Achieve genderequality and empower allwomen and girls

CLEAN WATER
AND SANITATION o . o
¢ Ensureavailability and sustainable management of waterand sanitation

forall
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YOURNOTES

¢ Ensureaccess to affordable, reliable, sustainable and modern energy for l
all

DECENT WORK AND
ECONDMIC GROWTH

i

INDUSTRY, INNOVATION
AND INFRASTRUCTURE

¢ Promote sustained, inclusive and sustainable economic growth, fulland
productive employment and decent work for all

e Buildresilientinfrastructure, promoteinclusive and sustainable
industrialization and fosterinnovation

]0 REDUCED
INEQUALITIES
. ¢ Reduceinequality withinand among countries
(=)
.

v

1 SUSTAINABLE CITIES

AND COMMUNITIES
¢ Make cities and human settlements inclusive, safe, resilientand

é sustainable
A
NS

'l RESPONSIBLE
CONSUMPTION
AND PRODUCTION

O

l CLIMATE
ACTION

i'
E

¢ Ensure sustainable consumption and production patterns

e Takeurgentaction to combat climate change andits impacts

] LIFE
BELOW WATER . .

e Conserveandsustainably use the oceans, seas and marine resources for
sustainable development
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1 LIFE YOURNOTES

DK LAND  Protect, restore and promote sustainable use of terrestrial ecosystems, 1
sustainably manage forests, combat desertification, and halt and reverse
land degradation and halt biodiversity loss

PEACE, JUSTICE
1 AND STRONG » Promote peacefulandinclusive societies for sustainable development,

INSTITUTIONS , o ) ,
provide access tojustice forall and build effective, accountable and

#s
! inclusive institutions at all levels
#

1 PARTNERSHIPS
FOR THE GOALS

¢ Strengthenthe means of implementation andrevitalize the Global
Partnership for Sustainable Development
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4.8 Measuring Economic Development

4.8.1Single Indicators of Development

The Multidimensional Nature of Economic Development

¢ The17 Sustainable Development Goals demonstrate the complexity of the nature of
economic development

e Thedifferentelements can be separatedinto three categories: economic, social and
environmental

¢ Sustainable economic development occurs at theintersection of all three andis
representedin the diagram below

EQUITABLE

BEARABLE

ENVIRONMENT AL

Sustainable economic development is a multi-dimensional conceptincorporating
economic growth, environmental care and social progress

¢ Viablerefers to the fact that the combination of economic and environmental progress is
happening with some care, howeveritis not sustainable in thelong term

e Bearablerefers to the fact that theinteraction of society and the environmentis happening
with some thought, howeveritis stillnot sustainablein thelong term

¢ Equitablerefers tothe fact that theinteraction of the economy and society is happening
with some attention to well-being, howeveritis stillnot sustainable in thelong term

¢ Dueto this complexity, elements of economic development can be measured using single
orcompositeindicators
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Single Indicators of Economic Development

Asingleindicatoris one factor, such as GDP per person (capita), used to measure the
development of a country
Singleindicators measures only one development characteristic within a country

1, GDP/GNI per person (per capita) at PPP

Real GDP is the value of all goods/services producedin an economy in a one-year period
- andadjusted forinflation
o Forexample, if nominal GDP is £100bn andinflationis 10% then real GDPis £90bn

GDP per capita = GDP /the population
o Itshows the mean wealth of each citizenin a country
o This makes it easierto compare standards of living between countries:
= Forexample, Switzerland has a much higher GDP/capita than Burundi

Gross national income (GNI) measures theincome earned by citizens operating outside
of the country + the GDP
o Many citizens employ their resources outside of a country's borders - and then send
theincome home

Purchasing power parity (PPP) is a conversion factor that can be appliedto GDP, GNIand
GNP
o PPP calculates therelative purchasing power of different currencies
o Itshows the number of units of a country's currency that are required to buy a
productin the local economy, as $1would buy of the same product in the USA
o Theaimof PPPis to help make a more accurate standard of living comparison
between countries where goods/services cost different amounts

Using real GDP/Capita provides betterinformation thanreal GDP as it takes population
differences into account

Usingreal GNI/capitais a morerealistic metric foranalysing theincome available per
personthan GDP/capita

Using GDP/GNI per person (per capita) at PPP allows for comparisons between countries
which take into account the substantial differences in the cost of living

2.Health and educationindicators

Multiple single indicators forhealth and education can provide useful data for
comparisons between countries
Typical single healthindicators include:
o Infantmortality rate
o Life expectancy
Number of doctors per1,000 of the population
o Diabetesincidence
Typical single educationindicators include:

[e]
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o

Youth literacy rate YOURNOTES
Adultliteracyrate l

Meanyearsin school
Ratio girls/boys in school
Math achievement 8th grade

o]

(e}

o

(e}

3. Economic/social inequality indicators

e Typicalsingle economic and societal indicators include:
o The Gini Coefficient
o Murders per1000 of the population
o Percentage of women in national parliaments

4.Energy indicators

» Typicalsingle energy indicatorsinclude:
o Coalconsumption perperson
o Electricity generation perperson
o Residential electricity usage
o Oilconsumption perperson

5. Environmental indicators

e Typicalsingle environmental indicators include:
o CO2emissions perperson
o Total CO2emissions
o Agricultural waterwithdrawal
o Primary forestarea
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4.8.2 Composite Indicators of Development

The Human Development Index (HDI)

e Economic developmentis the sustainableincreaseinliving standards fora country,
typically characterised by increases inlife span, educationlevels, & income

o« Compositeindicatorsincludeindicators such as the Human Development Index (HDI), the
Genderlnequality Index (Gll), Inequality Adjusted Human Development Index (IHDI), and
the Happy Planetindex (HPI)

The Human Development Index (HDI)
¢ Developed by the United Nations, itis a combination of 3indicators

LIFE EXPECTANCY EXPECTED YEARS EDUCATION
RDIEALORS AT BIRTH OF SCHOOLING INDEX

MEAN YEARS OF

SCHOOLING
DIMENSION GNI PER CAPITA GINI
INDEX Lieel 2 (PPP $) INDEX

\ | /

| HDI HUMAN DEVELOPMENT INDEX |

The components of the Human Development Index

1.Health, as measured by the life expectancy at birth e.g.in 2019 it was 81.2 years in the UK

2.Education, as measured by a combination of the mean years of schooling that 25 year
old's havereceived, togetherwith the expected years of schooling for a pre-school child

3.Income, as measured by thereal gross nationalincome per capita at purchasing power
parity (PPP)

e Eachindicatoris given equal weightingin the index
¢ Theindexranks countries on a score between O &1
o Theclosertol, the higher thelevel of economic development & the betterthe
standard of living
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The Human Development Index scores from 1990 to 2021 (Source: UNDP Data Centre)

e Avalueof <0.550is consideredlowdevelopment e.g. Senegalwas at 0.514in 2021

¢ Avalueof 0.550-0.699%is considered medium development e.g.Bangladeshwas at 0.667
in2021

e Avalueof 0.700-0.799is considered high development e.g Thailandwas at 0.777in 2021

e Avalue=0.800is consideredvery high development e.g. Austriawas at 0.918 in 2021

Inequality adjusted Human Development Index (IHDI)

e Createdin 2010 to deal with the lack of information that the HDI provides on inequality

¢ ThelHDIwillbe equal to the HDI value when there is no inequality, but falls below the HDI
value asinequality rises

e This means that the IHDI measures the level of human development when inequality is
accountedfor

o Thedifference between the HDI andIHDI can be expressed as a percentage and
represents the loss in potential human development due to inequality

* |tprovides greaterinsightinto the differences in human development thatexistina
country as opposedto the average human development
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Gender Inequality Index (Gll)

¢ The Gender Inequality Index (Gll) measures genderinequality using three dimensions:

o Reproductive health
o Empowerment
o Thelabourmarket

e Countries are gradedon a scale of 01
o Thelower the value the betterthe inequality between men and women, andvice-versa

0.800

Yemen

0810 . L—

0720

0630 "

0540 I
0450
0.360

0270
|

0180 o
Sweden...

0.090

—\__/

% 000]993 1992 1994 1996 1998

2002 2004 2006 2008 2010 2012

e
2014 2016 2018 2020

Sweden, Peru and Yemen all score vastly differently on the Gllindex with Sweden the most
equal and Yemen the least equal (Source: UNDP Data Centre)
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Happy Planet Index (HPI) YOURNOTES

¢ TheHappy Planet Index (HPI) attempts to measure sustainable wellbeing l
¢ Countries areranked by how efficiently they deliverlong, happy lives usingthe earth's
scarceresources in a sustainable way
¢ The HPIscores countries with alower ecological footprint higher than countries with more
environmental degradation
e TheHPImeasures a country's progress using three variables
o Wellbeing
o Life expectancy
o Ecological footprint

ellbeing X life expectanc
e HPI Score = hik g 2P Y

ecological footprint

LIFE ECOLOGICAL HPI

B EXPECTANCY FOOTPRINT SCORE

COSTA RICA (O 80.4 years (O 7.00/10 @ 2.85 ghasp | 62.1

VANUATU

COLOMBIA 77 5 aha/p

CENTRAL
AFRICAN 0 53.3 s | O O 1.21 gha/p
REPUBLIC

MONGOLIA : 5.56/10 (010.08 gha/p

152 QATAR O 80.2 years 37710 (O 15.04 gha/p

The top 3andbottom 3 countries on the HPlin December 2022 (Source: Happy Planet Index)
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4.8.3 Evaluating the Different Approaches

Evaluating the Different Approaches used to Measure Development

¢ Alldevelopmentindicators havelimitations
Due to the multi-dimensional nature of economic development, itis necessarytousea

range of indicators in orderto gaininsights into the many dimensions of quality of life, well-

being, human development and happiness
Compositeindicators provide betterinsight than single indicators
Singleindicators can be usefulin targetingjust one aspect - orin prioritising different

aspects of development

Qualitative datais used to measure many aspects of economic development and this can

be subject tobias and errors in data interpretation

severalyears

[t requires time to gather qualitative data and this means that the data oftenlags reality by

Data collection and statistical reportingis subject to political agendas and often the data

presentedhas to be questionedin light of these e.g. many Middle East countries moved
from the bottom third to the top third in the Gender Inequality index (Gll) in 2017, a very

unlikely transition in such a short time period

The Advantages and Disadvantages of Using the HDI

Advantages

Disadvantages

¢ |tisacompositeindicatorwhich provides
amore useful comparison metric than
singleindicators do

¢ |tincorporates three of the most
important metrics forhouseholdsi.e.
health, education andincome

¢ |tis widely used all overthe world which
provides an opportunity formeaningful
comparisons

¢ |tprovides a goal forgovernments touse
when developing their policies e.g. it may
help identify that the educationlevels are
holding backimprovements to the HDI
and government policy can target that

e [t provides citizens with an understanding
of how their quality of life compares to
othercountries

¢ |tdoes not measure theinequality that

exists asituses the mean GNI/capita

It does not measure orcompare the levels
of absolute andrelative poverty that exist
Formany countries it does not provide
useful short-terminformation as
gathering the data requiredforthe
calculationis difficult. This means the data
oftenlags reality by severalyears
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The Relationship Between Economic Growth & Economic Development YOURNOTES
e Datashows thateconomic growth often has a very positiveimpact on economic l
development

e Economic growth canleadto higherincome, however, the equity in the distribution of this
incomeinfluences the level of economic development that occurs as aresult
o Where the equity in distribution is higher, economic developmentis greater
o Where the equity in distribution is lower, economic developmentis lower
¢ Inmost cases growth precedes development, but his is not always true e.g. Bangladesh
usedarange of strategies (including micro-finance) to transform the quality of life formany
households
¢ Insomecases (usually in developing countries) economic growth is tied to one industry &
generates so many negative externalities of production that the standard of living
decreases formany even as growth increases
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4.9 Barriers to Economic Growth & Development

4.9.1Poverty Traps

e There are many causes of poverty. However, poor countries have several common

Understanding Poverty Traps

characteristics which can be summarisedin a poverty cycle diagram

LOW
INVESTMENT

Poverty is causedby alack of both economic growth and human development

Development

¢ Lowwages: represent theintersection of economic growth and human developmentand

LOW
ECONOMIC
GROWTH

LOW
SAVING

are the majorcause of poverty

o Lowwages are usually the result of unemployment, informal employment, a lack of

POVERTY
LOw
WAGES

/\

skills, ora primary sector based economy

¢ Lowlevels of education and healthcare: cost money and with lowerwagelevels these are

notaccessible

DEVELOPMENT

LOW LEVELS
OF EDUCATION
AND HEALTH
CARE

LOW
PRODUCTIVITY

o People finditharderto stay well ortorecover fromillness

¢ Lowlevels of human capital: low education and healthcarelead to low levels of human

capital, which reduces productivity

¢ Low productivity: results inlow wages and the cycle continues

Growth

* Lowwages: represent theintersection of economic growth and human developmentand

are the majorcause of poverty

¢ Lowsaving: with low wagelevelsitis much harderto save as any money is spenton

necessities
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YOURNOTES
¢ Lowinvestment: savings driveinvestment as firms are able to borrow money from 1
commercial banks. Low levels of savings mean that banks have less money available for
investment

* Low economic growth: low levels of investment hold back productivity and economic
growth
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4.9.2 Economic, Political & Social Barriers

Types of Economic Barriers
Economic Factors that Influence Growth & Development

Factor Explanation

Dependency onthe primary| < In2022 copperexports fromZambia accounted for70% of
sector theirtotal exports & primary products in excess of 90%.
They are suffering from over-specialisation
e Primary products tendto have a very low-income elasticity
of demand (YED). As worldincomerises, thereis aless-
than-proportionalincreasein demand
o This means that thereis limited scope to continue
increasingdemand
e Primary products have very little addedvalue
o Exporting manufactured products raises the added
value,income & profits

e Duetotheinelastic nature of both the demand & supply of
commodities, smallchanges in demand orsupply canlead
tolarge changesin price, meaning that prices can be volatile

o When commodity prices rise, GDPrises - & vice versa

Rising incomeinequality e Amore equal distribution ofincome means that more
households are able to consume a widerrange of goods
o Economies with a smallermedium-incomeband face
less consumption which leads toless aggregate
demandandless economic growth
e Risingincomeinequality worsens the problem as therich get
richerandthe poor, relatively poorer

Lack of access to ¢ International tradeis a significant source of economic

international markets growth andhigherincomes, leading to economic
development

e Many countries cannot access more economically
developed markets due to the trade barriers putin place by
developed economies to protect their firms

e The World Trade Organisation (WTO) aims toincrease trade
liberalisation so as toimprove access for all countries
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Informal economy

Workers in the informal economy are not taxed on their
wages

Thelack of taxrevenue reduces the provision of
infrastructure, merit and public goods

Many developing countries have a largerinformal than the
formaleconomy

Capital flight

Occurs when money orassets rapidly leave a country
This may happen due to political upheaval, economic
sanctions, war, orchanges to government policy (e.g.
interestrates)

o Sanctions applied to Russiain 2022 resultedin $75

billion of capital outflows

Capital flight reduces the money available forinvestment,
reducing growth & development

Indebtedness

The higherthelevel of borrowing frominstitutions like the
International Monetary Fund (IMF), the higherthe monthly
repayments

Repaying debt reduces the money available forinvestment
and expenditure on merit and public goods

The higherthe debt the worse the potential economic
growth

Lack of access to
infrastructure &
appropriate technology

Goodinfrastructure reduces business costs & attracts
foreign directinvestment
Some developing countries have such poorinfrastructure
which makes it difficult to generate economic activity
o Thisis onereasonwhy China hasinvestedsoheavilyin
infrastructure projects in Asia & Africa as it unlocks
economic potential

Lowlevels of human capital

Low levels of education and healthcare reduce productivity
Investingin supply-side policy toimprove health and
educationincreases the potential output of the country
(shifts the production possibility frontier outwards)
Higher education/skilllevels > higherhuman capital >
increased productivity > higher output > highereconomic
growth > higherincome
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Geography including
landlocked countries

Geographic features can limit economic growth
Landlocked countries findit harder/more expensive to
import and export products (shipping freightis much
cheaperthan airfreight)

Natural features such as deserts reduce the quantity of
productive land that can be used to generate output and
economic growth

Tropical climates and
endemic diseases

Tropical climates are often associated with debilitating
diseases such as malaria ordengue

Thesereduce the productivity and output of the workforce
andlimit/reduce economic growth
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Types of Political & Social Barriers YOURNOTES

¢ Aside from the economic factors discussed above, arange of non-economic factors can l
have significantinfluences on economic growth & development

GENDER
INEQUALITY

POLITICAL &
SOCIAL
FACTORS

LACK OF
GOOD
GOVERNANCE,

INSTITUTIONAL
FRAMEWORK

BANKING
SYSTEM

POLITICAL
POWER &
STATUS

PROPERTY

RIGHTS

Political & social factors which hinder growth & development

The institutional framework

¢ This refers to the functions of government including the legal system, law enforcement,
banking, tax structures and property rights

Legal system e Astronglegal system builds confidencein an economy
e Legalinstitutions help to create boundaries that households
and firms can operate within

e This certainty attracts overseas investment
e This certainty helps to make business easier to conduct
leading to higher economic growth

Tax structure e Aprogressive taxsystemredistributes fromthose with higher
income to those with lowerincome & reduces income
inequality

¢ Sometimes the benefits of a good progressive taxsystem are
eradicated by weak tax collection and tax enforcement
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Bankingsystem| e Lackofaccesstocreditand bankinglimits economic growth

e Financialinstitutions enableindividuals & firms to borrow
money which can be usedforinvestment orto generate growth

e Alackof financialinstitutions prevents this from happening

Propertyrights | ¢ Inmany countries, the property is the main household asset
which can beusedto secureloans orgenerateincome

e Alackof propertyrightsin some developing countries
prevents this from happening

Lack of good governance

¢ Leadstoinefficientuse of resources & poor decision-making. It may also resultin
laws/regulation which directly inhibits growth & development

¢ Oftenmoneyintendedforinvestmentis siphoned off by corrupt politicians resultingin a
lower level of investment. Corruption also diverts funds to certain groups who have bribed
orlobbied officials (e.g. multinational firms) resulting in projects that deliver alow level of
growth & development

Unequal political power & status

¢ Countries with strong trade union membership provide workers with more powerand
higherlevels ofincome

¢ Withlow trade union membership, the exploitation of workers through low wages is easier
andincomeinequality is worse

e Countries with a class system areless incentivised toincrease economic growth and
developmentin such a way thatitremoves the class barriers. This limits growth and
development

Genderinequality

¢ Gender, race orany other discriminationincreases income inequality in an economy
leading to lowerlevels of economic growth

e Genderinequality reduces theincentive forwomen to work and this can mean a loss of
productivity to an economy, leading to lower economic growth
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Evaluating Barriers to Growth & Development YOURNOTES

¢ There are a common set of factors which prohibit economic growth and development, l
however, each countryis unique andis likely to have a different combination of factors
which are more prominent

¢ Understanding the context of the country is vital to evaluating how significant the barrier to
economic growthis

o E.g.Romania has a history of corruption which has reducedits development

significantly when comparedto other Eastern European countries

E.g.India has hadinfrastructure problems (old rail systems and poorroads) which
have limitedits ability to grow. To address this weakness, significant government
investmenthas been taking place overthe past 10 years and the economy is
respondingwell

E.g.Malawiis alandlocked country whose exports are primarily agricultural. Agriculture
accounts for 30% of its GDP and the cost of exportis higher for a landlocked country.
This reduces profits and limits economic growth.

O ExamTip

The dataresponse in paper will frequently have extracts which paint a picture of a
developing economy. As you read through the data, think about the economic,
political and social barriers to development and growth and seek to identify which
ones seem to be most prominentin the extracts presented. Reading with this focus
helps you to evaluate the context as you assimilate the information and puts youina
betterposition to answer the questions which follow.
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4.10.1Trade Strategies, Diversification & Social Enterprise

Trade Strategies

¢ Increasinginternational trade helps toincrease economic growth and development
e Fourofthemostcommonly usedstrategies toincreaseinternational trade include import
substitution, export promotion, economicintegration and diversification

Strategies toIncrease International Trade

increase import prices.

This encourages them
to buy locally

Strategy Explanation Advantages Disadvantages
Import Aims toincrease e |Lessdependence ¢ Higherprices and
substitution domestic production onimports less choice for
andoutput by moving May increase consumers
consumers away from employmentin the ¢ Possibility of
imports by using country retaliation from
tariffs or quotas to Supports local firms othercountries

Distorts the efficient
allocation of
resources as more
inefficient domestic
firmsincrease
production

May raises costs for
manufacturers who
dependonimported
components

Export
promotion

Aims toincreasethe
level of exports
through subsidies or
facilitating
international trade
fairs at whichlocal
firms can connectwith
international buyers

Greateroutput .

generates higher
economies of scale
Greateroutput

Ccreates more o

employment
National
specialisation
increases
International
competitionleads
toinnovationand
increased efficiency

Some firms may be
unable to compete
internationally and
fail

Thereis an
opportunity costto
the government for
supporting firms
through export
promotion
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Economic Aprocessinwhich Decreases prices ¢ Someloss of
integration countries become andincreases national sovereignty
moreinterdependent choice may occur
as they forman Access toawider e Someintegration
agreementwhich range of technology requires common
decreases barriers to More political barriers (e.g. tariffs)
trade (tariffs, quotas cooperation tobeerectedto
etc.)andincreasing between countries third part nations
common fiscaland/or Expands markets which may limit
monetary policies fordomestic firms otheropportunities
Generates higher forincreasingtrade
efficiencyin the
global allocation of
resources
Increasing Occurswhena Reduces the ¢ Firms may failto
diversification countryis ableto problems compete as global
increase the number associatedwith competitors may
of products thatit over specialisation be well established
offers forexportand such as price e |ttakestimeand

this reducesrisk - if
one product fails
others may well stillbe
successful

volatility (e.g.in
2019, 71% of
Zambia's exports
were copperandit's
GDP s significantly
influenced by the
price of copper)
Creates new
employment
opportunities
Reduces risk of
failure during
recessions or
periods of
economic
slowdown

money to create
new industries
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Social
Enterprise

Asocialenterprise
focuses

on meeting specific
social

objectives such as
workerwelfare, or
profit sharing with
workers, or providing
equal ownership of
the business to
employees e.g
Bouwland Winesin
Stellenbosch, South
Africa gave equal
ownership shares to
its 60 employees

¢ Raises motivation,
productivity and
output

e Cancreatenew
employment
opportunities

¢ Raisesincome
within the
communities

¢ Theseventures tend

tobesmallandvery
localised

e |tcan bedifficult for
themto generate
economies of scale
ortocompete
internationally
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4.10.2 Market-Based & Interventionist Policies

Market-Based Policies

+ Market-based strategies create the conditions for private individuals & firms to pursue an
economic activity with the aim of maximising output and profit

Market-based Strategies to Generate Economic Growth & Development

Trade
liberalisation

¢ Removingthebarriers to
internationaltrade such
as tariffs, quotas etc.

Moretrade
increases output,
employment &
incomes

Lowers costs of
production for
firms

May resultinlower
prices for
consumers

More efficient
global allocation of
resources

¢ Global competition

intensifies and
some firms may fail

e Theremaybean

element of
structural
unemployment as
inefficient
industries die out
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Privatisation

Government firms are
usually so bigthat
private enterprise
refrains from trying to
compete with them.
Privatisation encourages
new firms to enterthe
market & compete, thus
increasing the total
supply inthe economy

May increase
competition
leadingtoan
increasein output,
employment &
incomes

Private firms may
be more efficient
than government
firms

Competition may
resultin cheaper
prices for
consumers

The money from
thesale of assets
canbeusedto
provide more merit
and public goods

Government assets
are often sold off
cheaply at prices
below fair market
value

The quality of
services may
deteriorate as
private firms focus
on profit
maximisation
Unemployment
may increaseas
private firms seek
tocuttheirwagesin
orderto maximise
profits

Prices may actually
rise as firms provide
amonopoly
servicee.g.rail
travel

Deregulation

Thisis the process of
removing government
controls/laws from
markets in order to
increase competition

Anyregulation
increases costs of
production for
firms and
deregulation
decreases costs
which may resultin
greater supply
Lessregulation
may resultin
innovation and
more enterprisein
aneconomy

Deregulation may
createan
environment of
corruptionleading
toinefficiency
Deregulation may
increase the
quantity of
negative
externalities
Deregulation may
allow foreign firms
tomonopolise
industry within the
nation, leadingto
higher prices and
less output
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Interventionist Policies

« Interventionist strategies are putin place by governments to correct the failings of the

¢ Interventionist strategies aimtoincrease human capital, productivity and output

Interventionist Strategies to Generate Economic Growth & Development

Strategy Explanation Advantages Disadvantages
Taxpolicies Aprogressive tax e Redistributionoften| e Sometimes, the
systemredistributes starts with the benefits of a good
from those with higher provision of free progressive tax
income to those with education & systemare
lowerincome & healthcare paid for eradicated by the
reduces income from taxrevenue penalties imposed
inequality e Taxrevenue through multiple
provides the means regressive (indirect)
of supporting taxes
poorerhouseholds | « Ifthetaxburdenis
andthe too highitmay
unemployed becomea
disincentive to
work
Transfer Transferpayments are e Thepoorest e Poorercountries
payments usually givento the households are haveless money

poorest & most
vulnerable peoplein
societyand

include unemployment
& disability payments,
pension payments,
heating discounts,
public transport
subsidies etc.

supported

e Moneyreceived
from transfer
payments
generates
consumptioninthe
economy and
increases
aggregate demand

available to support
the poor

e Thereisan
opportunity cost
forthe government
associated with
each transfer
payment

e Supporting the poor
makes good
economic sense but
is sometimes
politically unpopular
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Minimum
wages

¢ Minimumwages are

setabovethefree
marketrateand firms
arenot allowed to pay
anyoneless thanthe
legalrate

Workers receive
higherwages and
have more
disposableincome
Consumption
increases leadingto
increased
aggregate demand
Standard of living
increases with
higherincome

¢ Costsof

production for firms

increase, possibly
leadingtoless
international
competitiveness

¢ With higher costs of
production, output
may fallleading to
increased
unemployment
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4.10.3 Merit Goods & Inward Foreign Direct Investment

Provision of Merit Goods

¢ Merit goods are beneficial to society but are under-provided in a market

¢ Governments often have to subsidise these goods in order to lower the price and/or
increase the provision

¢ Theprovision of merit goods can resultin significantimprovements to human development
and quality of life

The Provision of Merit Goods to Aid Economic Growth & Development

Higheroutputcan
lead to higher wages
which improve the
standard of living
Higherwages may
leadto more
consumptionandan
increasein
aggregate demand

Strategy Explanation Advantages Disadvantages
Education ¢ Theseinclude pre- Education helps to e Education programs take
programs school, primary, intervene and break along time before thereis

secondary and the poverty trap by anincreasein

tertiary education increasinghuman productivity

programs which are capital Thereis an opportunity
free at the point of Increasedhuman cost associatedwith the
consumption, but capitalresultsin provision of education
paid forwith tax higher productivity Education may stillbe
revenue andoutput under consumed in

developing nations as
children arerequired to
work for the family: family
survival depends on the
income they generate
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Health e Theserangefrom Universalaccessto | ¢ Eachhealthcare

programs emergency-only vaccinations can intervention by the
healthcare to full improve life government
healthcare and expectancyand requires expenditure and
preventative productivity so carries an opportunity
healthcare (e.g. significantly cost
cancerscreening) Improved health How much health care
programs, which are care helps to break should be providedis a
free at the point of the poverty trap normativeissue andis
consumption, but subject to political
paid forwith tax pressure and ideology
revenue

Infrastructure < Infrastructure- Infrastructure can Eachinfrastructure
projects including energy, play a directrolein project requires

transport,

telecommunications,

cleanwaterand
sanitation -

improving the health
and standard of
living
Telecommunications
speedup the flow of
information and
exchange of
knowledge and
ideas which can
directly helpto
improve human
capitalandthe
standard of living
Access to energy
has a significant
effecton
productivity e.g. the
opportunity cost of
previously spending
time looking for
heatingfuelcannow
beusedmore
productively

significant government
spending and so carries

an opportunity cost
Infrastructure projects
may take alongtimeto
complete
Infrastructure projects
are subject to political
pressure and lobbying
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Inward Foreign Direct Investment (FDI)

Inward FDIl occurs when investment by foreign firms results in more than a 10% share of

ownership of domestic firms

Foreign FDI has the potential to generate significant economic growth as more economic

activity, employment and outputis generated

Foreign FDI has the potential to raise household income which helps to break the poverty

cycle

Theimpact of FDI on economic growth depends on how the FDl occurs
o E.g.Chinesefirms frequently invest overseas, but bring theirown employees with
them - and send all of their profits home - the economy and individuals within the

economy benefitless than they could have

o E.g.Indian firms frequently invest overseas and tend to hirelocal employees and
reinvest more of the profits than Chinese firms generally do

Advantages and Disadvantages of FDI to Generate Economic Growth and Development

Advantages of FDI

Disadvantages of FDI

FDI can be a major source of finance in
less economically developed countries
FDI helps to generate extra national
income which canincrease the level of
savings - and highersavings canhelpto
increase funds available fordomestic
investment

Expansion of supply canleadtoincreased
employment opportunities

The government may receive higher tax
revenue generated by theincreased
profits from the additional level of national
output

As more foreign firms invest, governments
often start to develop new infrastructure
to support theirbusiness activity

Weak localregulations are often exploited
leading to poorworking conditions and
increased negative externality's of
production

Profits tend to be moved off-shore or
returnedto the home country of the
multinational firms which means thatless
isreinvested backinto the development of
thehostnation

Multinational firms often pay very little tax
tohostnations as they use sophisticated
corporate practices toreduce the
amount of tax they are liable for
(e.g.transfer pricing)

Local firms may struggle to compete with
multinational firms who are now basedin
their country - and they go out of business
Multinationals are likely to have the power
to keep wages low

Multinationals may use workers from their
country formanagement roles and only
employ local unskilled labour formanual
tasks. The workers may not develop many
new skills from therole
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4.10.4 Foreign Aid & Development Assistance

Foreign Aid

e Foreign aidis often offered to developing nations in several different forms, including:

o Humanitarian/developmentaid

o Debtrelief

o Official Development Assistance (ODA)

o Non-governmental organizations (NGOs)

o Contextual factors caninfluence the effectiveness of any of these and some that work
wellin one context may be less effective in another

1. Humanitarian/development aid

¢ Two of the most common forms are grants & softloans

An Evaluation of Humanitarian Aid

Advantages

Disadvantages

distress

¢ Aidhas proven beneficialin times of

e |tis particularly helpfulinresponseto
large-scale one-off events such as
earthquakes ortsunamis

e Criticsarguethataidbreeds
dependency, corruption & disincentivises
individual responsibility

o E.g.The Central African Republic
receives ongoing food aid

2. Debtrelief

¢ Many developingnations have borrowed significant sums of money in the past which have
to berepaid (withinterest) overalong period of time
¢ The opportunity cost of these repayments is significant & oftenincludes

o Loss of infrastructure development
o Inability to create a welfare system
o Investmentin human capital/education

¢ Countries began to default on theirloans in 1982 (Mexico was the first) & this has led to the
restructuring of these loans to make it more affordable

¢ Morerecently there has been significant progress in writing off the entire debt of the most
heavily indebted poor countries (HIPC) so that they can focus on building their

economies

An Evaluation of Debt Relief
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Advantages

Disadvantages

¢ Theactualrepayment of debtis removed
orreduced

¢ The opportunity cost of debt repayments
is reduced oreliminated

e The Governmentis able touse the money
savedto provide new services and
additional public/merit goods

¢ The country may have a lot more funds
available than everbefore and this can
breed corruption as individuals in
government seek to get theirhands oniit

¢ Oncethedebtis forgiven, many
developing nations borrow more money
andthe cycle starts again

3. Official development assistance (ODA)

¢ ODAcanbebilateral (from donorgovernment to recipient government) or provided

through a multilateral

development agency, such as the United Nations

¢ Two of the most common forms of ODA are grants & softloans

¢ TheUnited Nations has set a target formore economically developed countries to spend
0.7 per% of their gross domestic product (GDP) on ODA to help countries eliminate poverty

and become developed

An Evaluation of ODA

Advantages

Disadvantages

e Funds are availabletothe LEDC overa
long-term periodto help with the
economic development goals

+ Bilateral ODA can helpto develop the
relationship between the two countries,
possibly facilitating the exchange of
resources, ideas and technology

¢ Countries may become dependentonthe
ODA

e Corruption may mean funds are diverted
fromtheir true purpose

¢ ODAintheformofloans has to berepaid
andtheserepayments carry an
opportunity cost

4. Non-governmental organizations (NGOs)

e Theseare typically voluntary, community-based organisations which do not aim to make a
profitbut seek to meet aneed orprovide a service
e They operatelocally, nationally and/orinternationally
¢ With acommunity based emphasis, they are able to
o Engagein small scale projects giving control to community stakeholders
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o Draw on localskills YOURNOTES
o Encourage sustainability & remove the need for aid 1

o Tackle environmental sustainability usinglocal knowledge & resources

¢ NGOs have played a majorrolein many LEDCs and their aid often comes with fewer
conditions or expectations than ODA

e Examples of NGOs include Oxfam International, Save the Children International and World
Vision International

An Evaluation of NGOs

Advantages Disadvantages

¢ NGOs canelicit support forparticularneed| e Thecountryreceivingthe aid canbecome

from a very wide audienceincluding the overly dependentonit

global public and many wealthy ¢ Thescopeof whatan NGO can domay be

governments limited oronly focussed on one segment
¢ They often have specialists working for of the population e.g children

them who provide in country supportso as
toincrease the efficiency of their aid

e Theyconductresearch, gatherdataand
as aresult often make highly specific
project proposals aimed at directly
improving the standard of living

¢ NGOs can help develop humanskills in the
countries in which they work and this helps
to break the poverty trap
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Multilateral Development Assistance

¢ Multilateral organisations are made up of member governments from around the world
o They pooltheirresources togetherwhich enables large-scale development
programmes to be funded
¢ The World Bank and the International Monetary Fund (IMF) play an active rolein providing
multilateral development assistance

An Explanation of Organisations that Assistin Development

Organisation

Explanation of what they do

World Bank

Foundedin1944 as the International Bank for Reconstruction
andDevelopment to fund postwar redevelopment

They provide reconstructionloans to countries devastated
by war

They provideloans to developing countries to aid in their
development

They provide loans to countries to assist with the
development of infrastructure

They work with governments andinstitutions so as to
encourage economic reform and trade liberalisation

International Monetary
Fund (IMF)

Foundedin 1944 with the aim of establishing a stable global
financial systemthat could help with postwarreconstruction
efforts and better deal with challenges such as the Great
Depression of the 1930s

John Maynard Keynes was one of two founders

They aim to facilitate a stable global financial system

They oversee exchangerates and the system of international
payments that occurs between nations andindividuals

They monitor country policies and national, regional and
global economic and financial developments through a
formal system known as surveillance

They provide member countries with currency to help deal
with balance of payments problems
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4.10.5 Institutional Change YOURlNOTES

Changing Institutional Factors

¢ Sound institutions, free from corruption and well-established help a country to progress in
human development

Access to
Finance

Institutional
. Factors that aid = s
Development

Property &
land Rights

Women's
Empowerment

Stronginstitutions help to create an environment that generates significant human
development and economic growth

1. Access to credit and banking (finance)

e Financialinstitutions enable individuals and firms to borrow money which can be used for
investment orto generate growth

e Alackof financialinstitutions prevents this from happening and causes the poverty trap to
continue

¢ Mobilebanking hasincreasedsignificantly in most developing countries
o This allows customers to conduct financial transactions more easily and facilitates a
flow of financein moreremote areas

e Microfinance has been very successfulin breaking the poverty trap forsome households in
LEDCs
o The Grameen Bank pioneered the use of microfinancein Bangladesh and the country
saw significant gains in economic development
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YOURNOTES
The Advantages and Disadvantages of Microfinance L
Advantages Disadvantages

¢ Smallbut meaningfulloans can be made e Someloans arenotrepaid(avery small %)

topoorhouseholds to helpthem sstarta ¢ Some microfinance organisations raise

business money from private donors and have been
¢ Theloans canbe targeted at women criticised for taking high management fees
¢ Runningabusinessimproves human andsalaries e.g. Kiva

capital andalsoraisesincome
¢ Loanrepaymenthelps to build self esteem

2. Property and landrights

¢ Inmany countries, property is the main household asset which can be usedto secureloans
orgenerateincome

¢ Alackof property rights in some developing countries prevents this from happeningand
causes the poverty trap to continue

The Advantages and Disadvantages of Permitting Property Rights

Advantages Disadvantages

¢ Themore certain thelegal protection of ¢ Theissuing of property rights canleadto
property rights, the easieritis for property monopolies overtime as
households toaccessloans wealthierindividuals purchase multiple

e Propertyrights also provide shelter properties
security * Property monopolies couldreduce the

¢ Propertyrights help households to amount of property available for purchase
generateincome orrent - andraise housing or rental prices

3. Women's empowerment

¢ Genderinequality reduces the incentive forwomen to enter the workforce resultingin a
smaller production possibility curve for the nation
o Thisrepresent aloss of efficiency fora nation
o Householdincomeis suppressed which worsens the quality of life

¢ Increasing women's empowerment reverses these effects
o The additionalincome helps to break the poverty trapin LEDCs
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o Increased opportunity incentivises young girls to study harder which helps to close
any existing education gaps between genders

4. Reducing corruption

e Corruptionreducesinvestment, limits economic growth and affects the pattern of
government spending within a country
o These consequences of corruption hold back economic development and growth
o Corruptionis often enabled orled by the government or figures in the government

Tackling corruption has the following advantages:

1.Thereis more confidence in the economy and foreign directinvestmentincreases

2.Money allocated to development projects in the country actually gets used for
development

3.As national outputrises, taxrevenuerises and the governmentis able to provide more
services, merit goods, and public goods

4. Anincreasein national outputleads to more employment opportunities, which canraise
householdincome
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4.10.6 Evaluating Market Orientated Approaches Versus Government

Intervention

Pros & Cons of Market Oriented Approaches

¢ Market orientated approaches aim toreduce governmentintervention and free up
private-sectoreconomic activity so that national output (real GDP) increases

¢ Asnationaloutputincreases, the potential to break the poverty trap increases and this can
leadto better economic developmentin a nation

Pros and Cons of Market-Orientated Approaches

Pros

Cons

¢ Competitiveness: the more competitive
the environment the more foreign firms
arelikely toinvestas competition lowers
costs and generatesinnovation

» Efficiency: Less governmentintervention
shouldresultin betterallocation of
resources as the processisled by the
market forces of demand and supply

¢ Economic growth: free markets
encourage entrepreneurshipin the search
of profitand this increases real GDP

* Increased FDI: Multinational corporations
prefertoinvestin economies where the
markets are more open, where thereis less
regulation and governmentintervention

¢ Tradeliberalisation: Removingthe
barriers tointernational trade such as
tariffs and quotas increases economic
growth, raising householdincome

¢ Increased market failure: with less
governmentintervention the amount of
negative externalities willincrease (both
production and consumption)

* Development of adual economy: Many
LEDCs have both alargeinformal sector
anda thriving formal sectorbased around
the activities of multinational corporations
which contributes to growingincome
inequality

¢ Increasinginequality: the benefits of free
markets areincreasingly concentratedin
the hands of a few as those with assets
continue to buy up the factors of
production
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(,) Exam Tip YOURNOTES
¥ Youwillnotice alot of similarities in the lists on this page with the pros and cons of !
supply-side policy, but thereis one distinct difference. When evaluating supply-side
policy, the focus is onincreasing national output (real GDP). When evaluating pros
andcons in the context of economic development, focus on how to market policies
have the potential toimprove lives and the standard of living.

Oneway to do this is to always link a policy to the poverty trap diagram - and then
explain where the policy would intervene to break the poverty trap. Hereis an

example
GROWTH DEVELOPMENT
LOW POVERTY LPW LEVELS
OF EDUCATION
ECONOMIC TRAP
GROWTH AND HEALTH
CARE
INVESTMENT WAGES Ayieayioy
Low / X Low
SAVING PRODUCTIVITY

Moreinternational trade increases national output > more workers are required to
produce this output > employmentincreases > human capitalincreases as a result
of employment > productivity increases > wages increase - health and education
increase > leading to higherhuman development and a better standard of living
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Pros & Cons of Government Intervention

citizens

¢ Governmentintervention can bevitalto the development of its citizens
¢ Provision of services, merit goods, and public goods enhances thelives of a country's

Pros and Cons of Government Intervention

Pros

Cons

Infrastructure: energy, transport, health
andtelecommunications infrastructure
improves the standard of living
Investment in human capital: education
increases skills leading to higher
productivity inan economy

Provision of social welfare: support
mechanisms forthe most vulnerablein
society helps toraise the standard of living
Stable economic growth: government
intervention can even out the swingsin the
business cycle
Reductioninincomeinequality:
governments are able toregulate the
disparity between rich and poor through
the use of policies such as progressive
taxation

Institutional systems: Stronginstitutions
such as police and defence forces can be
usedto dealwith national emergencies
such as earthquakes which helps a
country torecover more quickly

Inefficiencies: The government focusses
onservices andnotnecessarily on
generating profit. This can generate
inefficiencies inresource allocation and
the development of large, overstaffed
organisations

Corruption: large amounts of money
generated through taxation can prove
tempting to those managing the budgets
leading to the misuse of government
funds andotherforms of corruption
Government capture: powerful business
people orlarge corporations can build
such strongrelationships with
government ministers that they endup
controlling theresources through the
influence

Poor planning and decision-making:
politicians are assignedtorun
departments in which they do to
necessarily have any expertise and this
canleadto poorplanning and decision
making

Fluctuating political agendas:
government terms are relatively shortand
two party government systems tend to
resultin wild fluctuations of policy which
can createinstability
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4.10.7 Progress Towards Sustainable Development Goals

Case Study 1- Armenia
Armenia's Progress Towards Three of the SGDs ( Source: SDGIndex.org)

The prevalence of undernourishment
considers the percentage of the
population whose foodintakeis
"insufficient to meet dietary energy
requirements fora minimum of oneyear"
(SDGIndex)

"Dietary energy requirements are defined
as the amount of dietary energy required
by anindividual to maintain body
functions, health and normal activity"
(SDGIndex)

There has been good progress with the
value falling from 27in 2001t0 3.40in 2019
Undernourishment causes productivity
tofall anditcan be assumed that with
more nourishment, health and productivity
willimprove

Since 2015, there has been a slight
increasein theundernourishment
indicator

SDG 2 - INDICATOR

Prevalence of undernourishment
%

@ 5SDG achieved

S On track or maintaining SDG
achievement

VALIE 3.40
YEAR 2019

30 -
25+
20 -
15 -
10 -
5t

0r-=-=--- = S T
2000 2005 2010 2015

«== Long-Term Objective
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DECENT WORK AND
ECONOMIC GROWTH

i

e This metric consider "the percentage of
adults, 15 years and older, who report
having an account (by themselves orwith

someoneelse) ata bank oranother type of

financialinstitution, orwho have
personally used a mobile money service
within the past12 months" (SDGIndex)

¢ Access tobankingincreases the ability to
make transactions that canimprove the
standard of living e.g. remote vendors
selling agricultural products canreceive
payment by mobile phone

¢ Between2014 and 2018 therehas been a
significantimprovementin access to
banking moving from 20% of the
populationto 50%

e Thisvalueis stillwell below the target but
thedatais not current andjudging by the
trend, the current percentage couldbe a
lot higher

5DG 8 - INDICATOR

Adults with an account at a bank or
other financial institution or with a
mobile-money-service provider

% of population aged 15 or over

@ Major challenges remain

On track or maintaining SDG
achievement

VALE 47.76
YEAR 2017

100_.. - -
80

60 -

40 -~
20 -

0~ 1 1 1
2010 2012 2014 20186

-— Long-Term Objective

1 PEACE, JUSTICE
AND STRONG
INSTITUTIONS
y

¢ Thenumber of intentional homicides per
100,000 people

¢ "Intentionalhomicides are estimates of
unlawful homicides purposely inflicted as
aresult of domestic disputes and
interpersonal violence and do notinclude
allkilling, such as killingin armed conflict"
(SDGIndex)

e Theprogressin Armenia between 2000
and 2020 has been erratic

¢ Overall, thereis a positive downward
trend from avalue of 3in 2000 to avalue
of1.7in2020

e Thevalue peakedin2008/9at 3.4

SDG 16 - INDICATOR

Homicides
per 100,000 population

Challenges remain

On track or maintaining SDG
achievement

VALUE 1.75

YEAR 2020

35 -
3.0

2.5 -

2.0 -

1.5 -

1.0 -

0.5 _‘ - - - -

0.0+ 1 1 1
2000 2005 2010 2015 2020

~ Long-Term Objective
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Case Study 2 - Ecuador

Ecuador's Progress Towards Three of the SGDs ( Source: SDGIndex.org)

;Euﬂ:m The prevalence of undernourishment gl LA
considers the percentage of the population | Prevalence of undernourishment
. s . %
g“ whosefoodintakeis "insufficientto meet

dietary energy requirements for a minimum D R ———

of oneyear" (SDGIndex) )
. . ) Score decreasing
e "Dietary energy requirements are defined as -
the amount of dietary energy required by an '
individual to maintain body functions, health LSt
andnormal activity" (SDGIndex) Btk
e Between2008 and2011there was good
progress with the value fallingfrom22to 8 =
e Undernourishmenthas beenincreasing 15 -
slowly, but steadily sincethenandin2020 | 4, -
was at13 sl
¢ Undernourishment causes productivity to
fallandit can be assumed that with Ui sesss s oo Sl
. . ) 2000 2005 2010 2015
increasingundernourishment, health and ooniern B
~~~ Long-Term Objective
productivity willworsen

Page 90 of 91

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, Past Papers

YOURNOTES
l


https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/
https://dashboards.sdgindex.org/profiles/ecuador/indicators

1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

DECENT WORK AND
ECONOMIC GROWTH

o

¢ This metric considers "the percentage of
adults, 15 years and older, who report
having an account (by themselves orwith
someoneelse) at a bank oranother type of
financialinstitution, orwho have personally
used a mobile money service within the past
12 months" (SDGIndex)

¢ Accesstobankingincreases the ability to
make transactions that canimprove the
standard of living e.g.remote vendors
selling agricultural products canreceive
payment by mobile phone

e Progressis slow. Between 2011and 2018
there has been a smallimprovementin
access to banking moving from 38% of the
populationto 50%

¢ Inthefinal4years theincreasingtrendwas
starting to flatten

¢ Thisvalueis stillwellbelow the target but the
datais not current. However, judging by
the trend, the current percentageis not likely
tobemuch higher

SDG B - INDICATOR

Adults with an account at a bank or
other financial institution or with a
mobile-money-service provider

% of population aged 15 or over

@ Significant challenges remain

Score moderately improving,
insufficient to attain goal

VALUE 51.25
YEAR 2017

100 —--

80

60 -

40 - //Q
20 -

U a T 1 I
2010 2012 2014 2016

~- Long-Term Objective

1 PEACE, JUSTICE
AND STRONG
INSTITUTIONS

2

Y,

¢ Thenumber of intentional homicides per
100,000 people

¢ "Intentionalhomicides are estimates of
unlawfulhomicides purposely inflicted as a
result of domestic disputes and
interpersonal violence and do notinclude
allkilling, such as killingin armed conflict"
(SDGIndex)

e Theprogressin Ecuadorbetween 2000 and
2020 has been mostly positive

 |tinitiallyincreased between 2001and
2007 whenit peaked at avalue of 18

¢ Homicides then fell steadily until 2018 with
thelowest recorded value of 6

¢ Since 2018 there has been a concerning
upward trend in this value

¢ Overall, thereis a positive downward trend
fromavalueof15in 2000 toavalue of 8in
2020

SDG 16 - INDICATOR

Homicides
per 100,000 population

@ Major challenges remain

> Score stagnating or increasing at
less than 50% of required rate

VALIE 7.78
YEAR 2020

20 -

Qr====m===-
2000 2005 2010 2015 2020

Long-Term Objective
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