
Past-paper walk-through
Policies to correct disequilibrium in the balance of payments • 11.1

eXercise



Past-paper walk-through

Questions in this set

9708/31 N25 Q25 • 1 mark
9708/31 N25 Q29 • 1 mark
9708/32 N25 Q18 • 1 mark
9708/34 N25 Q29 • 1 mark



Past-paper walk-through

Question 25
9708/31 N25 • Q25 • 1 mark

Which statement about the components of the balance of payments is correct?25

The current account consists of transactions in goods, services, investment income and

remittances between countries.
A

The current account consists of transactions in goods, services, and portfolio investment between

countries.
B

The financial account consists of transactions in financial assets, investment income and

remittances between countries.
C

The financial account consists of transactions in fixed assets, investment income and the

balancing item between countries.
D

Which statement describes a multinational company (MNC)?26

A firm that avoids paying indirect taxes.A

A firm that conducts operations in different countries.B

A firm that experiences diseconomies of scale at low levels of output.C

A firm that trades internationally.D

What occurs in a monetary union?27

Countries have the same currency.A

Countries use the same fiscal policy.B

Countries have the same domestic rates of sales tax.C

The government budget in each country is balanced.D

What is the main role of the World Bank?28

to ensure that exchange rate systems are working efficientlyA

to help countries enter international markets where trade barriers existB

to offer short-term assistance to countries with balance of payments problemsC

to provide low-interest loans to developing countries for infrastructure projectsD
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Solution 25

Answer: A

Why

The current account covers trade in goods and services, primary income and
secondary income.
Investment income and remittances therefore belong there.
Purchases of assets belong to the financial account, and capital transfers to
the capital account.
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Question 29
9708/31 N25 • Q29 • 1 mark

There is a rise in the domestic rate of interest in an economy. This economy has a fixed exchange

rate.

What would be the impact on the current and financial accounts of the balance of payments?

29

financial

account

current

account

improvesimprovesA

worsensimprovesB

improvesworsensC

worsensworsensD

As a member of the European Union, Greece must trade at the same exchange rate, tied to the

euro, as stronger economies such as Germany. Greece has a persistent balance of payments

deficit.

How would changing to a floating exchange rate help Greece?

30

Exchange rates will be less volatile which encourages international investment.A

Its currency should be less open to attacks by international speculators.B

Its currency would be allowed to depreciate which will make its exports more competitive.C

The value of its exports and imports will automatically balance.D
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Solution 29

Answer: A

Why

A higher domestic interest rate attracts financial inflows, so the financial
account improves.
It also reduces domestic spending, so imports fall and the current account
improves.
With a fixed rate the central bank must intervene to stop the currency
appreciating.
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Question 18
9708/32 N25 • Q18 • 1 mark

What is most likely to increase if an economy enters a negative output gap?17

business confidenceA

economic growth rateB

inflation rateC

unemployment rateD

A country with a managed exchange rate has a persistent deficit on the current account of the
balance of payments. It devalues its currency to reduce this deficit.

Under which conditions will a devaluation help the government to achieve its four main
macroeconomic objectives?

18

level of employment
Marshall−Lerner
condition satisfied

below full employmentnoA

full employmentnoB

below full employmentyesC

full employmentyesD

What would cause an individual’s demand curve for an active money balance to move to the left?19

an increase in the frequency of income paymentsA

an increase in the general price levelB

an increase in the individual’s incomeC

an increase in the rate of interestD

A government funds an increase in transfer payments to the unemployed by increasing the higher
rate of income tax.

What is the most likely impact of this change?

20

government borrowing increasesA

the incentive to work increasesB

the marginal propensity to consume increasesC

the quantity of imports increasesD
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Solution 18

Answer: C

Why

A devaluation makes exports cheaper and imports dearer, so it should improve
the current account.
But it only works if trade volumes respond enough – the Marshall–Lerner
condition.
The sum of the export and import demand elasticities must exceed one.
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Question 29
9708/34 N25 • Q29 • 1 mark

What might cause income inequality to worsen in a country?27

increased discriminationA

increased labour market participationB

increased skill level of workersC

increased welfare paymentsD

A multinational company is planning to invest in a new factory in a low-income country.

What is not a possible benefit to the low-income country?

28

acquiring improved technologyA

better training for the workforceB

extra tax revenue for the governmentC

increased competition for small domestic producersD

A country with fixed exchange rates faces a surplus on its current account.

Which policy is most desirable to maintain the fixed exchange rate?

29

an increase in subsidies given to exportersA

the imposition of trade barriers on the import of non-essential goodsB

the sale of foreign currencies in the foreign exchange marketC

the use of expansionary monetary policyD

Which criticism of foreign direct investment (FDI) is least valid?30

It encourages competition, reduces prices and forces the less efficient domestic firms to leave
the market.

A

It brings workers from its own country and provides only low paying jobs to low skilled local
workers.

B

It is usually withdrawn quickly in case of a global crisis, making developing countries more
vulnerable to global shocks.

C

Its actions often result in environmental degradation, and over exploitation of natural resources.D
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Solution 29

Answer: D

Why

A current account surplus creates excess demand for the currency, pushing the
fixed rate up.
To hold the rate the authorities must reduce that pressure.
So they should encourage imports or capital outflows – an export subsidy
would make the surplus worse.


