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Section A

Answer this question.

US Current Account and US$ Exchange Rate

Fig.1 shows the US current account balance as a % of GDP from 1980 to 2002, a period in which
US GDP rose continuously. Fig. 2 shows the US$ exchange rate against the euro for the same
period.

Fig. 1 US current account balance as % of GDP 1980 to 2002
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Fig. 2 US$ exchange rate against the euro 1980 to 2002

1.6 ‘

1.5- euro stronger /
US$ weaker

1.4 1
1.3 1
uss/ °]
euro 117

1.0~ US$ stronger /

0.9 - euro weaker

0.8 -

07- v

0.6 I S e S S S S B S B S S S S N S . E . a— —]

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002

The figures before 1999 are an imaginary exchange rate based on the values of the main
European currencies, as the euro was officially introduced only after 1999.

There is a two-way link between a country’s trade performance and its exchange rate. A change
in the trade performance can affect the exchange rate while a change in the exchange rate can
affect the trade performance.
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(ii) Explain how the US might have been able to finance the current account position

faced between 1992 and 2002.

Suppose a country has a surplus on its current account. Explain how this might affect its
exchange rate. [3]

(i) Outline how a depreciation of a country’s exchange rate is likely to affect its current
account balance. [3]

(ii) Use Fig. 1 and Fig. 2 to analyse whether this expected effect of an exchange rate

depreciation occurred in the case of the US between 1980 and 2002. [3]
Discuss whether a government should try to fix its country’s exchange rate. [6]
Section B

Answer one question.
Explain how an equilibrium price for a product is established in the market and how it may
change. [8]
Discuss whether a firm’s revenue would increase, in response to price and income changes,
if the price elasticity and income elasticity of demand for its product became highly elastic.
[12]
Explain how resources are allocated in a market economy. [8]
Discuss, with the aid of a demand and supply diagram, the effects on consumers and
producers when the government introduces an indirect tax on a good. [12]
Explain, with examples, why labour productivity might vary between countries. [8]

Unemployment can be measured by the claimant count or the labour force survey. Discuss
the relative reliability of these two measures. [12]
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