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Generic Marking Principles

These general marking principles must be applied by all examiners when marking candidate answers.
They should be applied alongside the specific content of the mark scheme or generic level descriptors
for a question. Each question paper and mark scheme will also comply with these marking principles.

GENERIC MARKING PRINCIPLE 1:
Marks must be awarded in line with:
e the specific content of the mark scheme or the generic level descriptors for the question

e the specific skills defined in the mark scheme or in the generic level descriptors for the question
e the standard of response required by a candidate as exemplified by the standardisation scripts.

GENERIC MARKING PRINCIPLE 2:

Marks awarded are always whole marks (not half marks, or other fractions).

GENERIC MARKING PRINCIPLE 3:
Marks must be awarded positively:

e marks are awarded for correct/valid answers, as defined in the mark scheme. However, credit
is given for valid answers which go beyond the scope of the syllabus and mark scheme,
referring to your Team Leader as appropriate

marks are awarded when candidates clearly demonstrate what they know and can do

marks are not deducted for errors

marks are not deducted for omissions

answers should only be judged on the quality of spelling, punctuation and grammar when these
features are specifically assessed by the question as indicated by the mark scheme. The
meaning, however, should be unambiguous.

GENERIC MARKING PRINCIPLE 4:

Rules must be applied consistently, e.g. in situations where candidates have not followed
instructions or in the application of generic level descriptors.

GENERIC MARKING PRINCIPLE 5:

Marks should be awarded using the full range of marks defined in the mark scheme for the question
(however; the use of the full mark range may be limited according to the quality of the candidate
responses seen).

GENERIC MARKING PRINCIPLE 6:

Marks awarded are based solely on the requirements as defined in the mark scheme. Marks should
not be awarded with grade thresholds or grade descriptors in mind.
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Social Science-Specific Marking Principles
(for point-based marking)

1 Components using point-based marking:

Point marking is often used to reward knowledge, understanding and application of skills.
We give credit where the candidate’s answer shows relevant knowledge, understanding
and application of skills in answering the question. We do not give credit where the answer
shows confusion.

From this it follows that we:

DO credit answers which are worded differently from the mark scheme if they clearly
convey the same meaning (unless the mark scheme requires a specific term)

DO credit alternative answers/examples which are not written in the mark scheme if they
are correct

DO credit answers where candidates give more than one correct answer in one
prompt/numbered/scaffolded space where extended writing is required rather than list-type
answers. For example, questions that require n reasons (e.g. State two reasons ...).

DO NOT credit answers simply for using a ‘key term’ unless that is all that is required.
(Check for evidence it is understood and not used wrongly.)

DO NOT credit answers which are obviously self-contradicting or trying to cover all
possibilities

DO NOT give further credit for what is effectively repetition of a correct point already
credited unless the language itself is being tested. This applies equally to ‘mirror
statements’ (i.e. polluted/not polluted).

DO NOT require spellings to be correct, unless this is part of the test. However spellings of
syllabus terms must allow for clear and unambiguous separation from other syllabus terms
with which they may be confused (e.g. Corrasion/Corrosion)

2 Presentation of mark scheme:

Slashes (/) or the word ‘or’ separate alternative ways of making the same point.

Semi colons (;) bullet points (¢) or figures in brackets (1) separate different points.
Content in the answer column in brackets is for examiner information/context to clarify the
marking but is not required to earn the mark (except Accounting syllabuses where they
indicate negative numbers).

3 Calculation questions:

The mark scheme will show the steps in the most likely correct method(s), the mark for
each step, the correct answer(s) and the mark for each answer

If working/explanation is considered essential for full credit, this will be indicated in the
question paper and in the mark scheme. In all other instances, the correct answer to a
calculation should be given full credit, even if no supporting working is shown.

Where the candidate uses a valid method which is not covered by the mark scheme,
award equivalent marks for reaching equivalent stages.

Where an answer makes use of a candidate’s own incorrect figure from previous working,
the ‘own figure rule’ applies: full marks will be given if a correct and complete method is
used. Further guidance will be included in the mark scheme where necessary and any
exceptions to this general principle will be noted.
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4 Annotation:

e For point marking, ticks can be used to indicate correct answers and crosses can be used
to indicate wrong answers. There is no direct relationship between ticks and marks. Ticks
have no defined meaning for levels of response marking.

For levels of response marking, the level awarded should be annotated on the script.

e Other annotations will be used by examiners as agreed during standardisation, and the

meaning will be understood by all examiners who marked that paper.
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Question Answer Marks
1(a) Distinguish between a fixed cost and a variable cost and identify one 3

example of each from the article.

Definition 1, fixed cost: licence, lease fee. Variable cost: fuel, maintenance

1(b) Cross-subsidisation is when consumers of one product are charged 5
higher prices in order to subsidise consumers of other products who
then pay lower prices.

Identify an example of cross-subsidisation in the article and consider
whether it can be justified.

Congestion charge, (1)

Justification/comment: For: traffic causes pollution, demerit good, externality,
congestion charge likely to make transport system more efficient. (up to 3)
Against: effect on taxi drivers (up to 2) Max 5 overall

1(c) Analyse whether there is any evidence that the market structure for New 5
York taxis could be called a monopoly.

Characteristic/definition of monopoly (1)

Before 2011 entry restricted for yellow taxis by licence system. After 2011
entry restricted for competitor firms by limiting number of other types of taxis
and preventing them picking up passengers in central area. These are types
of barrier to entry; they support the idea of a monopoly. (up to 3)

But there are competitors, apart from other taxis there is the metro, private
cars and independent taxi owners. This does not support the idea of a
monopoly. (up to 2) Max 5 overall.

1(d) Identify two types of local government intervention allowed in 2018 and 7
discuss how these might affect the profits of taxi owners.

e Minimum wages: (1) increases costs, fares could increase as a result,
change in revenue uncertain. Depends on reaction of demand. Company
operates on basis of low wage costs, likely that profits would decrease
but change in profits uncertain.

e restrict number of competitor taxis; (1) supply reduced so fares may
increase. But increases in demand as population changes or becomes
more wealthy may occur. Effect on profits uncertain.

e no increase in medallion fee. (1) This would keep one of the fixed costs
constant with a possible increase in profits.

2 for identification and 2+2 for development. 1 for conclusion.
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2(a) Explain what is meant by dynamic efficiency and consider which type of 12

market structure is most likely to achieve dynamic efficiency.

Answers should provide a clear explanation of the meaning of dynamic
efficiency which refers to the use of profits to re-invest in research and
development to reduce long run average total costs. The effect on a firm’s
long run average total cost curve should be clearly explained. And existing
average total cost will move entirely in a downwards direction, showing that as
a result of investment, the firm has now reduced its average total cost curve at
every level of output.

There are four types of market structure. Firms operating in a perfectly
competitive market and firms operating in a monopolistically competitive
market are unlikely to be able to achieve dynamic efficiency. This is primarily
due to both types of market consisting of small firms which make it very
difficult to gain sufficient profits to enable investment in research and
development.

However, monopoly and oligopoly firms are likely to be large and be able to
generate sufficient profits to benefit from investment in research and
development and gain dynamic efficiency. It is more likely that a monopoly will
generate sufficient profits because they will have full market control whereas
an oligopoly might need to use profits to use non price competition to maintain
their market share. Although it should also be recognised that some
monopolies might simply use profits to increase shareholder dividends or
dynamic efficiency might not be achieved due to X inefficiency.

L4 (9-12 marks) For a reasoned and clear discussion which explains, the
concept and analysis of dynamic efficiency. Each of the three main types of
market structure should be discussed and an attempt should be made to
conclude which market is most likely to achieve dynamic market efficiency.

L3 (7-8 marks) For a competent comment which clearly defines the analysis
of dynamic efficiency. Some limited analysis might compare two types of
market structure. No attempt will be made to evaluate which type of market
structure is most likely to achieve dynamic efficiency.

L2 (5-6 marks) For a descriptive explanation of dynamic efficiency. Some
attempt will be made to explain why a monopoly is most likely to achieve
dynamic efficiency but no reference will be made to other types of market
structure.

L1 (1—-4 marks) For an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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2(b) The use of cars in large cities can cause traffic congestion and 13
pollution.

Explain how the use of cars may cause allocative inefficiency and
discuss two alternative government policies that might be used to solve
this problem.

Allocative inefficiency occurs when a good/service is over/under produced
which prevents an outcome which will maximize consumer satisfaction. Motor
cars can cause traffic congestion and pollution which both contribute towards
producing an allocatively inefficient outcome. Congestion is associated with
slower transport/distribution and this causes inefficiency. Pollution produces
negative externalities which are additional costs which are not incurred by the
user of motor cars but which have to be borne by society in general. When
these additional costs are not taken into account, more motor cars are
produced, sold and used than would otherwise be the case, therefore
allocative efficiency in relation to the amount of resources used to produce
cars is not achieved.

There are a number of alternative government policies which can be used to
address the overproduction of cars. Policies might include: taxation,
legislation, regulation, advertising, subsidising alternative methods of
transport. Each policy can be evaluated. For example, subsidising alternative
forms of transport might be costly and the cross elasticity of demand for motor
cars and alternative forms of transport might be very low.

L4 (9—13 marks) for a clear, explanation of allocative efficiency and the link
between motor car use, traffic congestion, pollution, negative externalities and
allocative inefficiency. Two government policies should be identified to
address this problem and at least one evaluative comment in each case
should be provided.

L3 (7-8 marks) for an explanation of allocative efficiency and some attempt
to link this concept to the negative impact of the use of motor cars on society.
Some analysis will be provided which shows the relationship between
allocative inefficiency and negative externalities. At least one government
policy should be identified and its effectiveness discussed; or two policies with
no evaluation.

L2 (5—-6 marks) for a more descriptive explanation that indicates knowledge
of allocative efficiency but does not link this closely to negative externalities
and the negative effects on society of the use of motor cars. Government
intervention might be briefly referred to but not analysed or discussed.

L1 (1-4 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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3(a) Explain what economists mean by indifference curves and budget lines 12

and evaluate whether they might be used together to support rational
consumer decision making.

Indifference curves describe all the combinations of two goods which when
consumed will give an equal level of consumer satisfaction. This is why
consumers are indifferent regarding which point on the curve they might
attain. Typical indifference curves will be convex to the origin and downward
sloping from left to right. Budget lines establish all the combinations of two
goods which can be purchased given the price of each good and subject to an
income constraint. This will be a straight line, sloping downwards from left to
right.

A consumer will be considered to be in equilibrium when maximum consumer
satisfaction is attained. This is when the consumer is able to reach a point on
the furthest indifference curve from the origin while spending all their available
income. On a diagram it is where the consumer budget line is at a tangent
with this indifference curve. It is important to note that this point can only be
attained by rational consumer decision making. This assumes: consumers
always want to maximise satisfaction, that consumers can measure the total
satisfaction obtained when consuming a combination of goods and that no
external influences, for example advertising, might lead to irrational decision
making.

L4 (9-12 marks) for a clear explanation of the concept of an indifference
curve and a budget line. This might be supported by the use of clearly labelled
accurate diagrams. Rational consumer decision making can then be
explained either verbally or by combination of description plus diagrams.
Evaluative comments should be provided and discussed.

L3 (7-8 marks) for an accurate reference to the question and the use of clear
indifference curve analysis to illustrate how a rational consumer might
maximise satisfaction subject to an income constraint.

L2 (5-6 marks) for a briefer descriptive comment that demonstrates some
understanding of what is meant by indifference curves and budget lines but
does not make the clear link between maximising consumer satisfaction and
rational consumer decision making. No critical evaluation will be provided.

L1 (1-4 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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3(b) Use indifference theory to analyse the view that the demand for an 13

inferior good is likely to be more price inelastic than the demand for a
normal good.

Candidates should recognise the assumptions which underpin indifference
theory and how these assumptions relate to consumer desire to maximise
satisfaction by buying a combination of goods which is consistent with
consumer equilibrium. Explanation of a normal good should be provided.
Analysis should then attempt to explain the impact of a change in price. This
effect can be divided into a substitution effect and an income effect. Further
price changes can then be used to construct the relationship between a
change in price and a subsequent change in demand. This can be done using
verbal description or by the use of accurately labelled diagrams plus relevant
description. The link between indifference analysis, price change, a normal
good and the shape of the demand curve should be clearly established.

A similar approach can be used i.e. using the relative impact of the
substitution effect and income effect, to show the link between a price change,
an inferior good and the shape of the demand curve. The overall effect on the
elasticity of demand for each type of good should then be made by discussing
the impact of the negative effect on the elasticity of demand for the inferior
good. Verbal description and/or description plus diagrams would be
acceptable. A conclusion should refer to the extent to which the view in
question might be correct.

L4 (9—13 marks) for a response which uses indifference analysis to
differentiate between a normal good and an inferior good. In each case the
analysis should establish the link between price changes and their effect on
the consumer’s demand curve. This analysis should then be used to comment
on the view in question. A conclusion should summarize the analysis and
make some reference to alternative types of good.

L3 (7-8 marks) for a competent analysis, including income and substitution
effects. of the links between indifference theory, different types of good and
why some goods might be more inelastic than others. A conclusion may be
provided.

L2 (5—-6 marks) for a brief, descriptive approach which uses indifference
theory to explain the difference between a normal good and an inferior good
but only provides a brief explanation of why the demand for an inferior good
might be price inelastic.

L1 (1—-4 marks) For an answer that has some basic correct facts but includes
irrelevancies and errors of theory.

© UCLES 2022 Page 9 of 16



9708/42 Cambridge International AS & A Level — MMWdemmn Eqbap@&/j@mhﬁOZZ

PUBLISHED
Question Answer Marks
4(a) A profit maximising firm operating in a perfectly competitive labour 12

market might decide to increase the number of workers it employs but it
will not choose to increase its workers’ wage rates.

Discuss the extent to which you agree with this statement.

Key assumptions which underpin the theory of a perfectly competitive labour
market should include: homogeneous labour; perfect mobility of labour, no
barriers to entry, firms are wage takers; perfect knowledge. A profit
maximising firm operating in this market will employ labour up to the point
where the marginal product of labour is equal to the wage paid to labour. An
explanation of the link between MRP and the demand for labour should be
provided. It should also be noted that the supply of labour to each firm will be
perfectly elastic at a wage determined by the market forces of supply of and
demand for labour. If the productivity of workers within the firm increases or
the price received by this firm increase, then the demand for labour will rise
and more workers will be employed.

However, the wage rate will not change. If a firm in perfect competition
allowed an increase in its worker’s wages it would no longer maximise profits
at the new level of output. Therefore this would support the statement in the
question. Similarly, if a firm in a perfectly competitive labour market decided to
raise wages with an increase in MRP, profits would only be maximised if the
level of employment fell. It should be recognised in a conclusion that both
wages and employment could rise at the same time if any of the conditions
which determine market demand or market supply change. In this case each
firm will receive a perfectly elastic supply of labour at a higher wage rate.

L4 (9-12 marks) for a sound discussion that explains what is meant by a
perfectly competitive labour market and how the profit maximising level of
employment will be determined based on the supply of and demand for labour
by the firm. Analysis should then be used to determine the extent to which the
statement in the question might be true. A conclusion should refer to and
consider the relationship between the labour market and the supply of labour
to each firm.

L3 (7-8 marks) for a competent comment with limited analysis that
recognises what constitutes a perfect labour market and the profit maximising
level of employment in this market. Some attempt might be made to address
the specific question but the analysis will not be fully developed. No
conclusion will be provided.

L2 (5-6 marks) for an attempt which describes a perfectly competitive labour
market and makes a limited attempt to explain how a firm in such a market
might maximise profits but does not discuss why the demand for labour might
change or why employment might rise but wages will not.

L1 (1-4 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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4(b) The government of a country sets an effective national minimum wage 13
for workers.

Discuss the arguments for and against the government’s decision.

Answers should clearly identify and explain why a government might wish to
increase the minimum wage. Aims might include: to increase basic living
standards; ensure a more equitable distribution of income; encourage
individuals to get a job and encourage labour productivity. Analysis should
then attempt to show the impact of a minimum wage, which will be different
depending upon the type of market under consideration and/or the respective
elasticities of the supply of and demand for labour in each case. Potential
benefits to the macro economy might be discussed. For example, it can be
argued that the incentive effect of higher wages might lead to higher levels of
labour productivity which will benefit employers and the economy as a whole.

However, depending upon the type of market, referred to above, such a
minimum wage might lead to significant job losses. Also, this policy might lead
to a significant increase in government expenditure which might have to be
financed by higher levels of taxation. Additional references to possible
negative macroeconomic effects might be made. For example, a minimum
wage leads to higher overall costs which might lead to higher prices, higher
cost of living. A conclusion should attempt to address the specific question
based on preceding analysis.

L4 (9—13 marks) Factors should be identified that support a government’s
decision to set a national minimum wage and factors that refer to the potential
cost associated with such a decision. (Either 2 factors for, and 1 against. OR
1 factor for and 2 against). Points raised should be used in an analytical
approach rather than simply focusing on descriptive comment. A conclusion
should be provided which attempts to summarize the arguments for and
against.

L3 (7-8 marks) for competent explanation of the impact of an increase in the
national minimum wage supported by analysis which clearly demonstrates the
potential impact. Either 1 factor for and 1 against with and analytical comment
OR 3 factors (2+1 or 1 +2) with only a descriptive comment.

L2 (5—6 marks) for a brief and descriptive explanation of the potential
costs/benefits (1+1) of an increase in the national minimum wage but this will
not be supported by any in-depth analysis. There will be no attempt to
summarize the overall impact of this decision.

L1 (1-4 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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5 Many developing countries rely heavily on the production and export of 25

primary products. This is the main cause of low levels of economic
growth in developing countries and therefore the main explanation for
the low standard of living in these countries.

Discuss the extent to which you agree with this statement.

Candidates should address three elements of this question. First, it is true that
many developing countries do rely heavily on the production and export of
primary goods. The nature of this type of good usually means that demand for
exports is likely to be inelastic because food is essential and the supply of
primary goods is likely to fluctuate considerably due to changes in the weather
causing significant changes in both market prices and changes in income.
This reliance on the production of primary goods plus relatively small
secondary (manufacturing) and tertiary sectors has to be the main source of
economic growth. The relatively low level of economic growth is primarily due
to low levels of investment and low levels of productivity in the primary sector.
Low growth may also be caused by low levels of savings associated with low
levels of income in the primary sector which make it difficult for the financial
system to provide sufficient funding for capital investment.

Nevertheless, it should be recognised that there are other factors which might
contribution to low growth rates in developing countries. For example, low
levels of investment in training and education. The third part of the response
should question the relationship between a low level of economic growth and
a low standard of living in developing countries. It should be pointed out that
sometimes high growth rates might lead to a fall in living standards, for
example the effect of negative externalities. Also living standards are not
measured entirely upon the availability of goods and services and this can be
illustrated by referring to other measures of living standards which do not
focus on economic growth. A conclusion might discuss the extent to which
each part of the statement can be supported by the preceding analysis.

L4 (18—25 marks) for a sound explanation of why the relationship between
primary goods and opportunities to achieve economic growth. At least one
example of the link between the export of primary goods and a low rate of
economic growth. Some evaluative comment should be made in relation to
the extent to which rates of economic growth can be used to indicate changes
in the standard of living. A conclusion should be provided.

L3 (14-17 marks) for a clear analysis of the potential impact of export led
growth on an undeveloped economy. An attempt will be made to show why
this growth might be difficult to attain. Some attempt might be made to discuss
the overall impact of export growth on living standards but points raised will be
brief and not fully developed.
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5 L2 (10-13 marks) for a response which is descriptive rather than analytical.

Answers might focus on factors which affect living standards in undeveloped
countries. There will be only a very limited attempt to explain why export led
growth based on primary products might be difficult. Links between growth

and changes in the standard of living in developing countries will not be
developed.

L1 (1-9 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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6 Government policies which rely on increasing budget deficits to solve 25

the problem of unemployment will not be successful because they do
not affect the natural rate of unemployment.

Discuss the extent to which you agree with this statement.

Budget deficits used to solve the problem of unemployment are generally
associated with Keynesian demand management policies. This policy
approach is adopted to address the specific problem of cyclical
unemployment where there is insufficient aggregate monetary demand in an
economy. A budget deficit will produce net government spending which, in
conjunction with the multiplier effect of this spending can lead to an increase
in monetary demand which will solve the problem of cyclical unemployment.
At this point it is assumed that the labour market is in equilibrium. However,
natural unemployment relates to those workers who remain unemployed even
though the labour market is in equilibrium. This is primarily due to market
frictions on the labour market which lead to frictional and structural
unemployment. In this situation, policies which rely upon budget deficits
stimulating aggregate demand are unlikely to be successful.

Alternative policies which focus upon the supply of labour are more
appropriate. For example, Trade Union reform, reducing taxes on profits,
subsidising new growth industries, might be used. Therefore, to some extent
the statement in question is correct. It should however be also noted that
increasing budget deficits might still fail to solve the problem of unemployment
regardless of the impact of the natural rate of unemployment. For example, a
budget deficit might lead to higher interest rates which might have a negative
effect on investment, aggregate demand and employment. In addition, a
budget deficit might lead to an increase in the money supply which might
cause inflation and the further loss of jobs in the long run. A conclusion should
refer to the above which suggests that the statement in question is only
partially correct.

L4 (18—25 marks) for a clear analysis of the relationship between an increase
in a budget deficit and a reduction in unemployment. The natural rate of
unemployment should be explained and linked to the specific question.
Evaluation comment should be provided to establish the extent to which one
might agree with the statement in question. A conclusion should be provided
based on the preceding analysis/evaluation.

L3 (14-17 marks) for accurate but only partially developed analysis based on
the theory of cyclical unemployment and an explanation of natural
unemployment. A limited attempt will be made to link the relationship between
these two types of unemployment to the specific question. No evaluative
comment will be provided.

L2 (10-13 marks) for a mainly descriptive comment which links budget
deficits to cyclical unemployment and explains what is meant by the natural
rate of unemployment but does not link this comment to the specific question.

L1 (1-9 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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7(a) Consider, with the help of a circular flow diagram, the potential impact 12

of a fall in the rate of interest on the level of output and the level of
employment.

Candidates should produce an accurate, clearly labelled, three sector circular
flow diagram. Injections and withdrawals should be clearly identified. The
existing equilibrium level of income, output and employment should be
identified and explained. Also the links between expenditure, output and
employment should be explained. The full employment level of income,
expenditure and output should be labelled on the diagram. Analysis should
then examine the potential impact of a fall in the rate of interest on
withdrawals. For example, savings and imports, or injections for example,
investment and exports. The extent of the potential impact should be
discussed in each case. For example, a fall in interest rates is likely to reduce
the level of savings and increase the level of consumer spending. This will
produce higher levels of expenditure, output and employment.

However, the overall impact will also be affected by any subsequent change
in the multiplier effect. If the marginal propensity to save falls significantly, the
multiplier will increase and the overall impact on output and employment will
be substantial. The impact on investment (injection) will also depend upon
factors such as the interest elasticity of investment and/or the current level of
confidence of potential investors. Reference might be made to the importance
of locating the current state of the economy before the fall in the rate of
interest takes place. If there is a lot of existing spare capacity, the impact of a
fall in interest rates on output and employment is likely to be significant.

L4 (9-12 marks) for an answer which uses circular flow theory to analyse the
relationship between expenditure, income, output and employment. Analysis
should be supported by an appropriate diagram. The impact of a fall in the
rate of interest should be considered in relation to at least one withdrawal and
one injection. Some evaluative comment should be provided in each case. A
conclusion should be provided.

L3 (7-8 marks) for analysis which explains the circular flow model and
identifies withdrawals and injections. Full employment equilibrium will also be
identified. Analysis will focus upon either one withdrawal or one injection but it
should be supported by a diagram and at least one evaluative comment.

L2 (5—6 marks) for a less well-developed comment which describes the
circular flow of income and identifies withdrawals and injections and makes
some reference to the full employment level of income. There will be no
evidence of analysis which examines the impact of a fall in the rate of interest
on either withdrawals or injections. Diagrams might not be accurately labelled.

L1 (1—-4 marks) for an answer that shows some knowledge but does not
indicate that the question has been fully grasped or where the answer is
mostly irrelevant.

© UCLES 2022 Page 15 of 16



9708/42 Cambridge International AS & A Level — MMWdemmn Eqbap@&/j@mhﬁOZZ

PUBLISHED
Question Answer Marks
7(b) Discuss whether there is likely to be a conflict when a government 13

attempts to fix exchange rates while at the same time introducing
policies to decrease the level of inflation.

Governments can adopt a fixed exchange rate policy and maintain a fixed
exchange rate in conjunction with direct intervention by a central bank in the
foreign exchange market. If there is downward pressure on the external value
of the domestic currency due to a balance of payments deficit, the central
bank will intervene in the foreign exchange market by using its reserves of
foreign currency to purchase domestic currency. This will prevent the fall in
external value of the domestic currency. If the balance of payments is in
surplus, the central bank will sell domestic currency in exchange for foreign
currency. If a government makes a formal announcement that it is going to fix
the exchange rate at a lower rate, this is a de-valuation. Attempts to fix the
currency at a higher rate would constitute a re-valuation. When exchange
rates are fixed, the main instruments of monetary policy would be changes in
interest rates and/or changes in the money supply.

However, if interest rates are raised to reduce aggregate monetary demand,
to reduce the level of inflation, this will produce short term capital inflows
which will put upward pressure on the domestic currency. To maintain the
fixed exchange rate the central bank will sell the domestic currency in
exchange for foreign currency. This will increase the money supply which is
likely to then make it more difficult to reduce the level of inflation. Thus it is
likely that there will be a conflict when a government attempts to fix exchange
rates and control inflation at the same time. Alternative approaches may use
supply side policies which might reduce inflation without having a significant
impact on the balance of payments. Although it is possible that such policies
might still make exports more competitive and therefore still create problems
maintaining fixed exchange rates.

L4 (9-13 marks) for a clear explanation of what is meant by fixed exchange
rates and the process which is used by a government and central bank to
achieve fixed rates. Alternative monetary policies used to reduce inflation
should be explained. Analysis should then establish the link between anti-
inflationary policies and exchange rates which should also clearly identify why
there might be potential conflict. A conclusion might consider possible
approaches which might avoid the negative effects of this conflict.

L3 (7-8 marks) for a description of what is meant by fixed exchange rates
and a consideration of alternative types of monetary policy. A link should be
established between a fixed exchange rate policy and the success/failure of
monetary policy but the analysis will not be full developed and there will be no
attempt to consider possible solutions to this conflict.

L2 (5—6 marks) for a competent comment with the emphasis on describing
what is meant by fixed exchange rates and explaining different monetary
policy approaches. The link between monetary policy and fixed exchange
rates will not be recognised and no attempt will be made to identify any
potential conflict between these two policy approaches.

L1 (1-4 marks) for an answer that has some basic correct facts but includes
irrelevancies and errors of theory.
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