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Suggested answers  
 
Question 1: The Story of Coffee Beans and Coffee 
 
(a) With reference to Table 1, account for the change in price difference 

between Arabica and Robusta coffee beans over the period 2015 to 2017 as 
shown in Figure 1. 

 
[3] 

  
 Suggested answer: 

The price difference between Arabica and Robusta coffee beans have been falling from 
2015 to 2017. This could be due to falling prices of Arabica beans, rising prices of 
Robusta beans or both. 
 
As seen in Table 1, the production of Arabica beans in Brazil were on a rising trend while 
production of Robusta beans were on a falling trend. As Brazil is the world’s largest 
coffee beans producer, higher production of Arabica beans (an increase in SS) will bring 
about lower world Arabica prices, and falling production of Robusta bean will bring about 
higher world Robusta prices. 

 
(b) Extract 2 mentions that some Robusta coffee bean farmers who have been 

struggling with the effect of drought, have turned to another commodity – 
black pepper. 
 
Explain whether more Robusta coffee bean farmers would switch to black 
pepper production in view of the drought.                                                

 
 
[4] 

    
 Suggested answers: 

The drought has resulted in the production of Robusta coffee beans to fall, causing their 
farmers to experience a loss of income. As stated in Extract 2, the dry spells are more 
suitable for black pepper farming and on top of that, prices of black pepper have risen 
significantly in the past years possibly due to rising demand. Due to the inelastic demand 
for black pepper given that it lacks of close available substitutes, an increase in price will 
lead to a less than proportionate decrease in quantity demanded. This will increases 
Robusta farmers’ total revenue. Assuming that cost remains constant, these farmers will 
be incentivised to switch to black pepper production. 
 
However as mentioned in extract, the rapid expansion of black pepper production will 
lead to an increase in supply for black pepper. An increase in supply of black pepper in 
the market will cause the prices to stop rising rapidly, and eventually fall. Given its 
inelastic demand in nature, a fall in prices will lead to a less than proportionate increase 
in the quantity demanded for black pepper, reducing total revenue. Hence, this may 
prevent some Robusta coffee bean farmers from switching to growing black pepper. 
 
In view of the drought, Robusta farmers’ decision to switch to black pepper is also 
dependent on the duration of the drought and whether their existing coffee bean trees 
have been damaged or not. 

 
(c) “The sticky nature of demand of Starbucks’ products will help the company 

retain customers even as the prices of its products rise.” 
 
Explain whether consumers or producers (of coffee shops) are more likely 
to bear the consequences of higher cost of production.                                                                                                                              

 
 
[5] 
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Suggested answer: 
Due to higher prices of coffee beans and an increase 
in wage rates, coffee shops such as Starbucks will be 
less willing and able to produce their goods and 
services at every price level due to higher cost of 
production. This is illustrated by a leftwards shift of 
supply curve from S0 to S1. A shortage at P0 will cause 
an upward pressure on price and the new equilibrium 
price will be at P1. 
 
The consequences of higher cost of production on 
producers and consumers are dependent on the PED 

value of the products sold. For instance, due to brand loyalty, there is a lack of 
substitutes for the customers who patronize Starbucks. This means that the demand for 
their goods and services is price inelastic, as illustrated by a steep demand curve such 
as D0 in the above diagram. The fall in supply due to higher cost of production has 
caused equilibrium price to rise from P0 to P1 and this is bore by the consumers. Total 
rise in cost is P2P1, therefore, producers only bear P2P0, which is a smaller portion as 
compared to P0P1. 
 
However, if demand is price elastic (eg: for products sold in independent coffee shops), 
producers are going to bear a larger proportion of the rise in cost of production as they 
are unable to pass on a larger portion of higher costs to consumers. 
 

 
(d) Extract 4 mentions that the UK government is suggesting an implementation 

of a coffee cup tax. 
 
Discuss the factors that the UK government would consider before the 
implementation of a coffee cup tax.              
                                                                                            

 
 
[8] 

 Suggested answer: 
 
Following the successful implementation of the plastic bag charge in UK, the relevant 
authorities in UK had also suggested for a coffee cup tax to curb the usage of disposable 
coffee cups.  
 
Production of these coffee cups generate significant negative externalities such as 
carbon emissions and other harmful effects to the environment cause by deforestation. 
This results in a rise in healthcare cost for residents living near these areas. A coffee cup 
tax can reduce the widespread usage and production of these disposable cups and 
subsequently correct the market failure brought about by the production of these cups. 
 
Some factors that the UK government would consider are: 
 
The implementation of a coffee cup tax will increase the cost of production for the 
producers, resulting in a fall in supply and subsequently a rise in price. Coffee shops will 
then pass on the higher prices of disposable cups to consumers in the forms of an 
increase in price of a cup of takeaway coffee. This should incentivise consumers to bring 
their own cups when getting a cup of coffee to-go. A successful implementation of this 
coffee cup tax should cut usage by 2 billion each year, which will significantly reduce 
carbon emission and the number of trees that will be cut down. 
 
A coffee cup tax can be easily adjusted to achieve greater effectiveness. For instance, it 
can be adjusted higher if the impact is underwhelming or adjusted downwards if it has 
reduced the usage and production of these cups and worsens the inefficient allocation of 
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resources. 
 
On top of that, the tax revenue collected can be channelled towards developing a new 
technology that makes it easier to recycle these disposable coffee cups. This is a long 
term solution in solving the economic inefficiencies in the production and consumption of 
disposable coffee cups. 
 

However, due to the nature of demand for these 
coffee drinks (which directly affects the usage of 
disposable coffee cups), the demand is price 
inelastic. On top of that, a coffee cup tax will only be 
charged at 5 to 10 pence. As a result, the effect of 
such a tax is likely to be minimal. 
 
With reference to the diagram on the left, assuming 
that the socially optimal output of disposable cups 
will only be achieved if each cup of takeaway coffee 
is £4 instead of £2.60. With the implementation of a 
coffee cup tax of 5 pence, the cost of each cup of 
takeaway coffee increases from MPC to MPCt, this 

will only reduce the quantity consumed to Qt, bringing about an insignificant impact in 
achieving the objective of curbing usage of disposable cups by 2 billion a year. 
 
With the rise of coffee drinking culture, a coffee cup tax is unlikely to work as well as a 
plastic bag charge. In the short term, the UK government can complement the 
implementation of the coffee cup tax with public education so as to lower the MPB in the 
above diagram.  
 
The rapid expansion of the coffee drinking culture will continue to drive the consumption 
and production of disposable coffee cups, therefore the government should look into 
other methods such as changing the composition of the cups and developing better 
recycling technology as more sustainable solutions. 
 

  
(e) In the light of rising competition, discuss how the market structure of the 

branded coffee market will affect the ability of firms such as Starbucks to 
maintain excess profits in the long run.                                                                                                                    

 
[10] 

   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Suggested answer: 
 
In the light of rising competition, the market structure of the branded coffees shops 
market will affect the ability of firms to maintain excess profits in the long run. 
 
The market structure operating in the branded coffee market is likely to be 
monopolistically competitive which is characterized by many small firms (independent 
coffee brands) selling slightly differentiated products and low barriers to entry. New 
entrants to the market are likely to be attracted by the growth of the market, taking 
advantage of the relatively low barriers to entry, they can easily enter the market to 
compete away any existing supernormal profit available in the market.  
 
From Extract 5, even a relatively bigger branded coffee brand such as Starbucks is 
facing more competition coming from both big brands and independent neighbourhood 
coffee shops. This increase in competition will increase the substitutability of Starbucks’ 
goods and services, making the demand for their products less price inelastic. The 
entrance of new firms will result in a fall in demand for the products sold by Starbucks as 
consumers may switch to alternatives from new competitors, reducing their total revenue 
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and eroding supernormal profit in the process. New firms will stop entering the market 
when all supernormal profit is eroded and hence, all firms in this market structure earn 
normal profit in the long run.  
 
However, while rising competition means that there are more firms in the market, this 
may not affect existing firms negatively. For example, having more independent cafes 
simply means that consumers have more choices, but both these cafes and Starbucks 
can continue to enjoy a steady stream of revenue from the market. This could be due to 
higher demand in the market due to an increase in taste and preference as the coffee 
culture is now enjoyed as a lifestyle. 
 
Profits of firms are determined by sales revenue (TR) and costs of production (TC). 
 
Apart from the market structure that is affecting Starbucks’ profit, rising costs due to 
higher prices of coffee beans and higher wage rates dampened profits too. [Evaluation] 
However, as mention in Extract 3, labour costs are the smallest portion of Starbucks’ 
total costs. Given the profits that Starbucks have been earning all this while, they should 
not continuously increase the prices of their goods and services if they can use the 
profits to absorb some of the increase in costs. In times of rising competition, Starbucks 
should maintain more competitive pricing so that their patrons will not start to switch to 
the new cafes. 
 
Next, Starbucks should also focus on efforts to differentiate the brand, and to continue to 
maintain the significance of the brand’s name despite the rise of trendy independent 
cafes. For instance, instead of expanding the size of the business by opening more 
outlets to maximise revenues, Starbucks has been working on investing more in 
providing customers with more upscale cafe experience. They are also pumping in funds 
to invest in the creation of a premium brand that serves coffee beans that are less 
common. Such strategies can make demand for Starbucks products more price inelastic 
and revenue advantages could be reaped as preferences to patronise Starbucks 
maintain and even increase among consumers.  
 
As mentioned in Extract 5, Starbucks is also working on opening mega stores at specific 
global tourist spots and these mega stores will serve alcoholic drinks and in-house 
baked pastries besides the usual beverages available in other Starbucks outlets. Having 
a wider range of products and more space will allow them to reap revenue advantages 
as more consumers choose to wine and dine in these mega stores. 
 
In conclusion, the low barriers to entry in the market structure that branded coffee shops 
are operating in, coupled with an increase in cost of production had dampened their 
profits definitely. However, if a firm operating in this market is able deal with the rising 
costs and also successfully differentiate their products sold (to maintain patrons’ loyalty), 
profits can still be maintained to a small extent in the long run. In the case of Starbucks, 
due to the market share that it has in this industry, it has more cost and revenue 
advantages that other smaller rival brands or new comer do not have. This allows 
Starbucks to implement various strategies to differentiate the brand and to expand their 
market share, allowing them to maintain excess profits in the long run. 
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Question 2: Issues of falling productivity and rising income inequality 
 
(a) Compare the change in Singapore’s real GDP between 2015 and 2017 with 

that of the UK over the same period.  
 

[2] 
    
 Suggested answer: 

 
Both the UK and Singapore experienced an increase in real GDP between 2015 and 
2017. The UK’s real GDP is increasing at a decreasing rate, while Singapore’s real GDP 
increasing at an increasing rate.  

    
(b) The price mechanism uses price signals to help firms decide whether to use 

labour-intensive or capital-intensive method of production.  
 
Using the concept of price mechanism, explain how labour hoarding as 
described in Extract 6 leads to falling productivity in the UK.                                                                             

 
 
[4] 

    
 Suggested answers: 

The rise in number of people looking for work after the 2008 financial crisis (Extract 6) 
results in the increase in supply of labour in the labour market, as shown by the 
rightward shift of supply curve from S0 to S1.  
 
 
 
 
 
 
 
 
 
 
 
 
At the original wage of w0, quantity supplied Q2 exceeds quantity demand Q0, resulting in 
a surplus of workers (Q0Q2) in the labour market. This exerts a downward pressure on 
equilibrium wage from W0 to W1, leading to an increase in quantity demanded (movement 
along D0) and a decrease in quantity supplied (movement along S1) until Qd equals to 
Qs at higher equilibrium quantity Q1. The decrease in equilibrium wage signals to profit-
maximising firms with low business confidence to hoard manual workers (labour), 
instead of investing in machines (capital), since labour is a cheaper method of 
production compared to capital. The lack of capital investment leads to falling efficiency 
as output per unit of labour/man hour falls, resulting in falling productivity in the UK.  

    
(c) With reference to Table 2 and Extract 6, explain whether low productivity 

growth would lead to a fall in the standard of living in the UK.     
                                                                                   

 
[6] 

 Suggested answer: 
Low productivity growth results in slower potential economic growth which may lead to 
inflation when actual economic growth exceeds potential economic growth. This implies 
that the rise in aggregate supply (AS) in the long run is slower than the rise in aggregate 
demand (AD), giving rise to demand-pull inflation. In addition, with rising wages 
exceeding the low productivity growth, unit cost of production rises, causing AS to fall in 
the short run and hence cost-push inflation (Extract 6) is resulted. Given that the nominal 
wage of consumers are being dampened due to the surplus of labour in the economy, 
the real wage of consumers will fall if the inflation rate exceeds the nominal wage 
growth. As a result, this causes a fall in purchasing power, leading to a fall in the amount 

Q1 Q0 

S1 
S0 

D0 

W1 

W0 

O 

Price of labour 
(Wage) 

Quantity of labour Q2 
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of goods and services consumed, hence a fall in material SOL in the UK. 
 
In addition, low productivity growth will leads to slowdown in economic growth as real 
GDP increases at a slower rate. The slower rise in income and profits results in a slower 
rate of increase in personal income tax and corporate tax collected respectively by the 
UK government (Extract 6). The fall in real wage of consumers also causes a fall in real 
value of tax revenue collected by the government. On top of the ineffective austerity 
measure to reduce budget deficit (Extract 6), such a slow rate of increase in taxes further 
constraints the UK government’s ability to spend on merit and public goods, as well as 
on redistributive policies for lower-income households (Extract 6). This results in a fall in 
both material and non-material SOL in the UK.  
 
Nevertheless, the UK’s economy is still experiencing positive economic growth (Table 2) 
over the years, implying that real GDP is still increasing. Assuming real GDP growth 
exceeds population growth, there will be an increase in real GDP per capita in the UK. 
This will lead to an increase in purchasing power and amount of goods and services 
available for consumption, hence an increase in material SOL.  
 
In conclusion, low productivity growth may lead to a fall in SOL in the UK, given the poor 
fiscal position of the government to further stimulate the slowing economy. Unless given 
time such that austerity can effectively restore confidence level, SOL in the UK would fall 
especially in the short term.  

   

(d) Extract 7 highlights the call to build up skills and push up the minimum 
wage to boost the UK’s weak productivity growth. 
 
Discuss the effectiveness of the proposed policies to achieve inclusive 
economic growth in the UK.    
                            

 
 
[8] 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Suggested answer: 
Inclusive economic growth indicates a rate of growth that is sustained over a period of 
time, is broad-based across economic sectors, and creates productive employment 
opportunities for the majority of the country’s population. In order for inclusive economic 
growth to be achieved, there must also be sustained economic growth that comprises of 
both actual and potential growth, as well as a fall in income inequality.  
 
Building up skills via providing school leavers and workers with relevant technical 
training (Extract 7) to work in the expanding industries will ensure that they remain 
employable. This will also increase the quality of the labour force, resulting in a rise in 
productive capacity. With high productivity exceeding wage growth, unit cost will also fall. 
Hence, there is an increase aggregate supply (rightward shift from AS0 to AS1). With a 
more skillful workforce, it will also encourage the firms to invest more, thus raising 
investment expenditure and increasing aggregate demand (rightward shift from AD0 to 
AD1) in the economy. As such sustained economic growth is achieved when real GDP 
increased from Y0 to Y1.  
 
Concurrently, if building up skills are targeted at sectors with lower wage workers or 
workers who are structurally unemployed. This will allow these workers to upgrade their 
skills or obtain relevant skills, so as to earn higher wages. As such this will narrow the 
income gap between the rich and the poor and also creates productive employment 
opportunities for them. As such, inclusive economic growth is achieved.   
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However, the effectiveness of such a policy depends heavily on the 
receptiveness/mindset of the workers (Extract 7). Some may be resistant to receive 
technical training, while others such as the older or less educated workers may not have 
to ability to unlearn old skills and relearn new skills, rendering the policy ineffective in 
achieving inclusive economic growth. At the same time, UK has a welfare payment 
system, the unemployed workers may not be motivated to pick up new skills and return 
to the workforce if the prospective wages is below the amount of unemployed benefits 
received.   
 
As such, there is a need for the government to raise the current level of wages 
significantly so as to encourage these discouraged workers to join back the labour force. 
 
The UK government imposes a price floor in the case of a minimum wage legislation by 
fixing the wage (Wmin) above the equilibrium level of We. With the increase in minimum 
wage to £8.75 an hour outside London and £10.20 in the capital (Extract 2) to Wmin’, 
there will be a higher quantity of labour supplied from Qs to Qs’.  
 
 

 
With low income workers enjoying higher wages, this will increase their purchasing 
power to consume goods and hence reducing income inequality. In addition, a higher 
wages will lead to firms to face higher cost of production, this will encourage firms to 
invest in labour-saving technology/capital to raise productivity, instead of relying on the 
now more expensive labour as the method of production. Such a rise in I, with the fall in 
income inequality will again allow inclusive economic growth is achieved as explained 
previously.  
 
However, the increase in minimum wage will result in a rise in unemployment when the 
excess of workers increase from QdQs to Qd’Qs’.  With firms switching to more capital-
intensive production, the economy will be faced with higher structural unemployment.  
Furthermore, some of the inefficient firms may not be able to successfully restructure, 
which may leaad to them exiting the market if they continuously make subnormal profits. 
This further leads to a rise in unemployment, limiting the effectiveness of the policy in 

GPL 
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achieving inclusive economic growth.  
 
With the implementation of the building of skills, it will be able to mitigate the level of 
structural unemployment cause by raising minimum wage. Also, the government will 
need to ensure that the amount of min wage which they raise is gradual and temporary 
so as to prevent shock in the economy.  
 
Two of the root causes of UK’s weak productivity growth are labour hoarding and a lack 
of technical and vocational training as evident in Extract 6. Hence both policies of 
pushing up the minimum wage and building up skills, when use in combination, will be 
effective in achieving inclusive economic growth in the UK via raising productivity as they 
tackle the respective root causes of the problem and also mitigate unintended 
consequences of each policy. However, the skills upgrading needs to be more targeted 
at the low skilled, low income earners, for example, incentives can be given to workers to 
encourage them to undergo technical training. Government also needs to ensure that 
help is provided to help firms to restructure effectively towards a capital-based 
production.  

  
(e) The UK’s decision to leave the EU is a unique example of deglobalisation, 

while Singapore has decided to continue to embrace globalisation.  
 
Assess whether the Singapore government’s decision to embrace 
globalisation is justifiable. 

 
 
[10] 

  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Suggested answer: 
Globalisation refers to the increasing integration of economies around the world through 
greater flows of trade, capital flows and movement of labour across international 
borders. 
 
There are various benefits to embrace globalisation. Globalisation allows Singapore to 
embrace free trade based on the theory of comparative advantage. Singapore is able to 
tap on overseas markets and increase export of goods and services that she has a lower 
opportunity cost in producing, hence increasing export revenue, especially from the 
rising middle class in Asia (Extract 9), and improving the balance of trade. Producers can 
therefore capitalise on a large size market and increase ability to exploit economies of 
scale. Given her small domestic demand, globalisation will boost Singapore’s AD 
significantly via strong exports growth. This in turn raises her real GDP via the multiplier 
effect and thus reduces cyclical unemployment due to rising output and derived demand 
for labour. Furthermore, Singapore is able to source for cheaper consumption goods and 
raw materials (Extract 9), hence reducing imported inflation. The cheaper imported 
consumption goods will increase the standard of living in Singapore, while the cheaper 
imported raw materials will boost export competitiveness in the world market and further 
improve the balance of trade. These are in contrast to UK’s decision to deglobalise as 
evident in Extract 8. The decision to leave the EU will cause the UK to lose trade with 
Europe and investor’s confidence to fall, resulting in falling AD, real GDP and 
employment. The consequent fall in value of pound sterling will invite imported inflation. 
Therefore, the Singapore government’s decision to embrace globalisation is justifiable as 
such negative effects are avoided.  
 
Globalisation allows the inflow of foreign direct investments (Extract 9) with their 
technological transfer, directly improving the capital account of Singapore. In addition, 
the rise in I will result in increase in AD, and the rise in quantity and quality of capital will 
raise the productivity and productive capacity, hence increases AS. This allows 
Singapore to achieve non-inflationary sustained economic growth. Globalisation also 
allows domestic firms to relocate to production locations with lower labour and rental 
costs (Extract 9), increasing repatriation of profits and investment income into Singapore, 
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hence further improving the current account. Furthermore, globalisation allows the inflow 
of foreign talent that helps increase the productivity of labour and the exchange of skills, 
expertise and ideas that help Singapore transit to a knowledge-based economy with 
higher value-added industries. This helps Singapore to promote long-run economic 
growth and raise her standard of living in the long run. These again are in contrast to 
UK’s decision to deglobalise as evident in Extract 8. The decision to leave the EU will 
cause the UK be deprived of foreign investment and productivity-enhancing foreign 
innovation, that furthering worsening productivity and income inequality in the UK 
economy. Therefore, the Singapore government’s decision to embrace globalisation is 
justifiable as such negative effects are avoided. 
 
However, there are costs to embrace globalisation as well. Globalisation increases 
Singapore’s vulnerability to external shocks. With the slowdown in global economy 
(Extract 9), Singapore’s demand for exports will fall when there is worldwide pessimism. 
The fall in (X-M) will worsen BOT and result in a fall in AD and multiple fall in real GDP 
via the reverse multiplier process. Hence resulting in negative actual growth and rising 
cyclical unemployment.  
 
In addition, globalisation results in skill-biased technological change (Extract 9), in which 
Singapore loses comparative advantage in labour-intensive production to low-cost 
emerging economies such as China and Vietnam. The relocation of firms results in 
higher structural unemployment as the retrenched workers from sunset industries do not 
have the relevant skills to work in sunrise industries. This also further widened the 
income gap (Extract 9) when the demand for higher-skilled labour rises while the 
demand for lower-skilled workers falls. Therefore, the Singapore government’s decision 
to embrace globalisation may not be justifiable. 
 
In contrast, the UK’s decision to deglobalise may bring in some benefits as evident in 
Extract 8. With the restrictive immigration policy that reduces the number of foreign 
workers entering the UK economy, wages will rise. Firms will then be incentivised to 
invest in labour-saving technology in order to cut cost, thereby increasing productivity in 
the economy. Furthermore, the decision to leave the EU may also cause some firms to 
relocate to the UK so as to avoid being subjected to British tariffs, allowing an increase in 
I, improving the macroeconomic performance in terms of growth, employment and 
balance of payments. Therefore, the Singapore government’s decision to embrace 
globalisation may not be justifiable as it can be seen that there are some benefits to gain 
through deglobalisation. 
 
In conclusion, the Singapore government’s decision to embrace globalisation is 
justifiable to a large extent due to her nature of being a small and open economy (Extract 
9). The lack of natural resources makes Singapore vulnerable to imported inflation, and 
globalisation allows Singapore to source for cheaper imports. Globalisation also allows 
Singapore, a highly trade dependent economy, to overcome her small domestic market 
to achieve higher economic growth and favourable balance of payments. Nevertheless, 
globalisation is a double-edged sword. The Singapore government must take a more 
proactive intervention (Extract 9) to reduce the unintended consequences of the loss in 
comparative advantage, structural unemployment and rising income inequality to ride the 
wave of globalisation. These can include more education and training as well as 
development of new niche areas of comparative advantage.  
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Jurong Pioneer Junior College 2019 JC 2 H2 Economics P2 Preliminary Examination 
 
Question 1: 
With higher income and the influence of media, there is a rising consumption of alcohol. To 
reduce the rising consumption, Singapore imposes indirect tax on alcohol while Scotland 
introduces minimum price for alcohol.  
(a) Explain the likely effect of indirect tax and minimum price on expenditure by consumers on 

alcohol.            [10] 
(b) Using demand and supply analysis, discuss whether indirect tax or minimum price is more 

effective in reducing quantity of alcohol sold with the rising income and influence of media.   
            [15] 
Part (a) 
 
To reduce the negative effects due to consumption of alcohol, government can either raise tax or 
set a minimum price. This will result in a rise in price and hence discourage and reduce 
consumption of alcohol. An indirect tax can be imposed on the alcohol to discourage 
consumption of alcohol. With a rise in tax, this will increase the unit cost of production on the 
producers. Less profit will be made with the same selling price. Hence, firms will be less able 
and willing to supply a good at any given price. This shifts the supply curve for alcohol leftwards 
from S1 to S2 as shown in Figure 1. 

 
As alcohol is quite additive in nature, the demand for alcohol tends to be price inelastic. With a 
fall in supply, price rises and quantity demanded falls by more than proportionate. Hence total 
expenditure for consumers rises. Before tax, consumer expenditure is shown in the area A0Q1D. 
After tax, consumer expenditure rises from 0P1BQ1 to OP2AQ2. Hence, an indirect tax on alcohol 
will result in consumers paying a higher price and given that the demand is price inelastic, 
consumer expenditure will rise. 
 
To discourage the consumption of alcohol, government can also set a minimum price. A 
minimum price is a price set above the equilibrium price, making the price of alcohol to rise. 
Before government impose a minimum price, consumer expenditure is shown in the area 
0P1BQ1 in Figure 2. After imposing a minimum price at P2, the consumers’ expenditure rises to 
OP2AQ2. This has the same effect of an indirect tax. 
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Hence, with a minimum price set on alcohol will result in consumers paying a higher price and 
given that the demand is price inelastic, consumer expenditure will rise. 

 
In conclusion, both indirect tax and minimum price will result in higher prices and lower quantity. 
Whether the consumer expenditure will rise or fall will depend on the elasticity of demand for 
alcohol. Given the demand tend to be price inelastic, the consumer expenditure is expected to 
rise. 
 
Part (b)  
 
Given a rising income and influence of media, whether indirect tax or minimum price is more 
appropriate in reducing the quantity of alcohol sold will depend on how effective these policies 
are considering the benefits, costs and any unintended consequences of these policies. With 
rising income, the demand for alcohol will rise assuming that the alcohol is a normal good. Given 
the influence of media, advertising encourage consumption of alcohol and changes the taste and 
preference of consumers and hence increase the demand for alcohol and make the demand 
more price inelastic. 
 
Rise in indirect tax + Rising income + Influence of media 
 
With a rise in indirect tax, it raise the unit cost of production of firms causing the supply to fall 
and shift to the left. With a rise in demand and a fall in supply for alcohol, price rises while 
quantity is uncertain.  Assuming the demand rises more than the fall in supply, both price and 
quantity will rise P1 to P2 and Q1 to Q2 respectively, making indirect tax ineffective in reducing the 
quantity of alcohol sold as shown in Figure 3. 
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However, if the rise in demand is less than the fall in supply, price will rise from P1 to P2 while 
quantity will fall from Q1 to Q2. Hence, indirect tax will be effective in reducing the quantity of 
alcohol sold as shown in Figure 4. 

 
Hence, the effectiveness of an indirect tax in reducing alcohol consumption will depend on the 
extent of the shifts in the demand and supply curve. Whether a minimum price is effective in 
reducing consumption of alcohol will depend on the amount of minimum price set and the extent 
of the shift in demand due to rise in income and influence of media. 
 
Minimum price + Rising income + Influence of media 
With a minimum price P2 set above the equilibrium price P1, it forces the firms to sell alcohol at 
P2. Quantity sold will fall from Q1 to Q2. Assuming the demand rises to a large extent from D1 to 
D2, quantity will rise from Q2 to Q3, making minimum price ineffective in reducing the quantity of 
alcohol sold as shown in Figure 5. 

 
However, if the demand rises to a small extent from D1 to D2, quantity will fall from Q2 to Q3, 
making minimum price effective in reducing the quantity of alcohol sold as shown in Figure 6. 
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Hence, the effectiveness of setting a minimum price in reducing alcohol consumption will depend 
on the extent of the shifts in the demand and the extent of the minimum price set above the 
equilibrium price. 
 
In conclusion, both policies like indirect tax and minimum price are ineffective in reducing the 
quantity of alcohol sold as they do not target at the root cause of the problem. However, with a 
rise in income and influence of media, indirect tax on alcohol seems to be more appropriate than 
a minimum price in reducing the quantity of alcohol sold considering the benefits and costs of 
both policies.  
 
Hence, both policies can only be a short term measure. In the long run, government needs to 
target at the root cause of the problem which is educating the consumers to reduce consumption 
of alcohol due to the negative effects of alcoholism. 
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Question 2: 
Large firms will be efficient as long as they operate in a contestable market with threats from 
potential rivals.  
(a) Explain why some large firms operate in a contestable market while others do not. [10] 

(b) Discuss whether a government always need to intervene when firms are large.        [15] 

  
A contestable market arises when there is no or low cost to entry and exit for firms into an industry. 
This results in greater threat from potential rivals which are more willing to ‘test out’ the market and 
take over the existing monopolistic or oligopolistic firms so that they can enjoy the large supernormal 
profits. Even if they fail to do so, they will not incur a large loss due to the low cost of exit thus making 
the market more contestable and vulnerable to potential rivals. Some large firms operate in 
contestable markets while others do not due to the amount of sunk costs, access to technology and 
government policies.  

Some large firms operate in contestable markets due to low sunk costs while others do not due to 
high sunk costs.  
 

Sunk costs refer to costs that have already been incurred by the firms and cannot be recovered even 

if the firms choose to leave the industry. Examples of sunk costs are costs expended on capital 

goods which have no resale value.  The amount of sunk costs affects a firm’s decision to enter the 

industry.  

 

In the distribution of water, electricity and rail transport industry where sunk costs are high due to the 

highly specialized infrastructures that are needed to be set up before the production process can take 

place, such industries usually exhibit lower levels of contestability since they act as substantially high 

barrier. For example, in the water and electricity industry, high sunk cost is incurred to lay power 

grids and water pipelines through households thus making these industries are less contestable.  

Potential entrants need sufficient resources to cover the high start-up capital and also risk making 

huge losses if they decide to leave a market prematurely.  

 

On the other hand, large web browsing firms operate in a contestable market due to the lower sunk 

costs of entry and exit faced by potential rivals in this market. The potential rivals do not need to incur 

high sunk cost to set up specialized infrastructures to set up a web browser and hence are more 

likely to enter the market to challenge the existing dominant firms. Hence, there are many smaller 

web browser in the market.       

 
Thus, large firms that operate in markets with lower sunk costs are likely to be contestable and face 
greater threat from potential rivals.  

 
Access to technology is another factor that determines the contestability of a market.  
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Easier access to technology makes some markets more contestable than others. In the case of the 

sharing economy, disruptive technologies arising from advancement in functions of smart devices 

such as smartphone applications have made it easier for firms to enter markets such as the taxi and 

hotel markets. These markets were previously less contestable as new entrants need to have the 

financial resources to obtain the physical resources required to set up the business. However, access 

to technology has enabled new entrants to tap on others’ assets without having to incur high cost of 

obtaining these asses.  

Hence, access to technology helps to promote the growth of the sharing economy and makes it 
easier for firms to enter a market without incurring high costs of acquiring assets leading to a more 
contestable market.  
 

Lastly, government policies also explain why some large firms operate in contestable market while 
others do not.  
  
Generally, government may set up artificial barriers to entry e.g. patents and licenses to make it 

difficult for other firms to enter. This makes the markets such as the banking and transportation 

markets less contestable. However, with deregulation, governments may lower the barriers to entry 

making it easier for potential rivals to enter the market, hence making it more contestable. 

   

Thus, change in government policies to lower the barriers to entry make some larger firms operate in 
more contestable market than others.  

In conclusion, some large firms operate in a contestable market while others do not due to the 
differences in the amount of sunk cost, access to technology and government policies. Hence, the 
extent of government intervention may also vary for large firms in different markets. 

 
(b)       Discuss whether a government always need to intervene when firms are large.        [15] 
 
Government intervenes in a market to seek greater efficiency and equity. When firms are large and 
take up a large market share, there is a great possibility that the firms will exploit their market 
dominance leading to inefficiency and inequity. Hence, there is a need for the government to 
intervene so as to maximize society’s welfare. However, this may also always be true depending on 
whether the large firms operate in a contestable market which makes them more likely to innovate 
and pass on their cost benefits to the consumers. Furthermore, government should always weigh the 
costs and benefits of their intervention before deciding whether to intervene or not.  
 

Government intervention is needed when a large firm dominates a market and monopolises a market 
resulting in allocative inefficiency. In the extreme case, a large firm such as the water supplier could 
act as a natural monopoly leading to significant welfare loss without government intervention.   
 
As illustrated in Figure 1 below, a natural monopoly has substantial amount of economies of scale 
and hence its average cost (AC) curve is constantly falling for the entire market demand and the 
marginal cost (MC) curve lies below the average cost curve. Without government intervention, the 
natural monopoly has the market power to restrict output by creating an artificial scarcity and set 
price of PM at the profit maximizing level of QM where MC=Marginal Revenue (MR). In addition, with 
high barriers to entry that prevent the entry of competitors, a monopoly firm can sustain the high 
prices set in the market. This results in price to be set at a level that is higher than MC and a welfare 
loss to the society due to the underproduction of QMQMC where QMC is the allocative efficient output 
where P=MC. Hence, the presence of large firms in the case of a monopoly or natural monopoly 
leads to inefficient allocation of resources in the free market. To achieve allocative efficiency, 
government can intervene through MC pricing where firms must set price that equals MC where they 
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produce at MC = Average Revenue (AR). MC pricing allows consumers to have access to higher 
output, QMC and lower price, PMC, than the profit maximizing output and price.  
 

Figure 1: Natural monopoly  

 

However, when MC pricing is applied to a natural monopoly, its AC will be higher than PMC and the 
natural monopoly will have subnormal profits. Therefore, government will have to subsidise the 
natural monopoly in order for it to continue its production. While implementing MC pricing ensures 
allocative efficiency, it is not without its limitations. Subsidies provided for natural monopoly eats into 
government’s funds and incur opportunity costs as this should be thoroughly considered by weighing 
the importance of different government spending as the funds could be used on other areas such as 
healthcare or public goods. Alternatively, the government can intervene via AC pricing where the 
natural monopoly is forced to lower their price to PAC and produce at QAC. Although there is still 
allocative inefficiency, the welfare loss is reduced and the firm is able to continue to make normal 
profit and does not require any form of subsidy from the government.  

Government intervention is needed when large firms with their high barriers to entry can continue to 
enjoy supernormal profits in the long run resulting in inequitable distribution of income. 
 
Large firms with high barriers to entry can continue to enjoy supernormal profits even in the long run. 
The high barriers to entry ensures that they maintain their market share in the long run and hence 
they can continue to charge a price that is higher than the average cost, thus resulting in 
supernormal profits. Income is being redistributed from the (majority) consumers to the (minority) 
group of producers. This is seen as an inequitable distribution of income and government 
intervention is hence needed.  
 
Government can impose a lump-sum tax on the supernormal profits earned by the large firms. This 
causes the AC curve of the large firms to rise which reduces the supernormal profits. This tax 
revenue raised by the government can be used to subsidise the consumers thus reducing the 
inequitable distribution of income. 
 
However, with the reduction of supernormal profits, large firms will have less incentive and ability to 
innovate. This may in turn affects consumer welfare as innovation is necessary to improve the quality 
and variety of goods available.  
 
Government intervention is needed when a large firm that dominates a market has little incentive to 
keep their costs low due to the lack of competition. This results in X-inefficiency and wastage of 
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scarce resources.  
 
Large firms may face little competition and become complacent. There is thus little incentive for a 
large dominating firm to monitor its costs. Thus, large firms may not use the least cost method of 
production resulting in X-inefficiency. Hence, government intervention in the form of regulation such 
as an antitrust policy can be used to encourage competition and discourage monopoly practices. An 
antitrust policy usually prevents firms from exploiting their market power by limiting mergers in an 
industry or put in place patent periods to break up monopolies. 
 
However, the execution of such regulations can be very costly as it involves participations from many 
professionals such as lawyers and economists. Similarly, the successful implementation of such 
regulations depends on the ability of the government to ensure minimal loopholes in their monitoring. 
Information and evidence of firms’ behavior is difficult to put together, especially in large countries. 
For example, firms might argue that the rising prices are results of rising costs rather than the 
exploitation of market power.  
 
In addition, such intervention is not necessary if the large firm operates in a contestable market. 
Hence, despite the lack of actual competitors, large firms that operate in a contestable market face 
threat from potential rivals. This will ensure that the large firms remain efficient and do not exploit 
consumers for fear of being taken over by the potential rivals.  

In conclusion, government intervention is often needed when large firms dominate the market 
causing allocative inefficiency, X-inefficiency and inequitable distribution of income. This is 
particularly true for large firms that operate in a natural monopoly and non-contestable markets.  
 
However, the government needs to recognize the limitations and unintended consequences of its 
intervention. Furthermore, if the market is contestable, large firms can behave efficiently and 
equitably without the need for costly intervention. With advancement of technology, this has lower the 
sunk cost of entry and exit to many markets and hence government intervention may not always be 
required. At most, governments should regularly review its policies to ensure that the markets remain 
or become more contestable.  
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Question 3: 
The healthcare and insurance markets tend to fail due to information failure.  
 
Discuss whether the Singapore government currently adopts appropriate policies to correct 
the above market failure. [25]                                                                                                                                                                                                                                                                    

 
Market failure may arise in markets for different goods and services due to information failure. 
Information failure refers to economic agents not having perfect or equal information and it 
can occur in two instances. Firstly, it exists when some agents in an economic transaction 
have imperfect knowledge regarding their true private benefits. Secondly, it exists when an 
agent in an economic exchange has more information than the other, resulting in asymmetric 
information. Asymmetric information in turn leads to market failure due to adverse selection 
and moral hazard. This can be seen in the markets when buyers have more information than 
sellers e.g. in a health insurance market. 
 
Imperfect knowledge arises when individuals are unable to value their private benefits or 
private costs of consuming certain goods and services correctly due to incorrect or incomplete 
information about the actual private benefits or costs.  
 
In the case of health screening, consumers may put off health screening as they are unaware 
or misinformed of the full extent of the private benefits associated with consuming healthcare 
services, such as the higher chances of recovery should diseases be detected and treated 
early. Thus, the MPBperceived is lower than the MPBactual. If left to the free market, 
consumers will consume healthcare up to the point Qp, where MPBperceived is equal to 
MPC. However, the consumer’s optimal level of consumption is at Qa, where MPBactual is 
equal to MPC. Since Qp is less than Qa, there is under-consumption of health screening. 
Between Qp and Qa, MPBactual is higher than MPC, resulting in a welfare loss of area abc to 
consumers, who would be better off by increasing consumption. Since there is inefficient 
allocation of resources, market failure arises. 
 
         Costs/Benefits                    

                                        a                              MPC = MSC                                                    
                     
                                      

                                                   b 
 
 

                                                    c                          MPBactual = MSB        
                                                                        
                                                            
                                                          MPBperceived   
                   O                  Qp           Qa 

 
 
In a market where buyers have more information than sellers – e.g. a health insurance 
market, market can be inefficient due to adverse selection and moral hazard problems. 
 
Consumers of health insurance have complete knowledge on their individual health conditions 

Quantity of health screening 



but they are unwilling to declare this full information to the health insurance companies. This 
resulted in the asymmetric information problem between buyers and sellers of health 
insurance. When buyers with higher health risks (eg. smokers) buy more and higher coverage 
insurance, the insurance companies will face more frequent and higher payouts to these 
buyers who have a higher possibility of suffering from severe health ailments. These payouts 
reduce the insurance profits. Thus, health insurance companies will raise the price of the 
health insurance (ie higher insurance premiums) in an attempt at maximising their profit in the 
absence of full accurate information from the buyers. However, higher insurance premiums 
deter buyers with lower health risks from buying health insurance, resulting in lower output 
consumed. 
 
In addition to adverse selection, a health insurance market can fail due to the problem of 
moral hazard. Moral hazard is a situation where an economic agent, having more information 
about its actions or intentions, has a tendency to take more risks because the costs that could 
result are not borne completely by the party taking the risk. The party with more information 
thus has a tendency or incentive to behave inappropriately from the perspective of the party 
with less information. 
 
For individuals without health insurance, they are more likely to care for their heath by 
exercising, eating healthily and going for annual health checks as they are liable for the full 
cost of their own medical bills. However, when these individuals buy health insurance with full 
coverage (by adding on full riders), they may indulge in unhealthy lifestyles. If they were to fall 
ill and be admitted to hospitals, these individuals may seek expensive medical treatments with 
more frills knowing that their hospital bills will be fully borne by the insurance companies. This 
is the problem of moral hazard - when economic agents take greater risks than they normally 
would because the costs that would result would not be borne by the economic agents 
themselves. As a result of the insurance bought, the consumers overconsume healthcare 
services leading to wastage of resources.  
 
Hence, information failure in the healthcare and insurance markets leads to market failure. 
Firstly, imperfect information in the healthcare market leads to under-consumption due to 
undervaluation of true benefits. Secondly, asymmetric information in health insurance market 
where buyers have more information can lead to adverse selection and moral hazard, causing 
market failure. Thus, government has been seen intervening in these markets with 
information failure. 
 
When the market fails due to imperfect information on actual benefits of health screening, the 
government can make information available for consumers in order for them to be aware of 
the true private benefit and cost.  

This can be done through public education and campaigns to raise awareness of the actual 
benefit and cost. When market failure arises in the healthcare sector due to under-
consumption as consumers are unaware of the preventive healthcare benefits. As consumers 
are now more aware of the true benefits, consumption of healthcare will increase when 
MPBperceived shifts rightwards to MPBactual. 

However, such public education and campaigns may be costly for the government to 
implement such policies nationwide as they must be adopted consistently over a long period 
of time for the effects to be seen. Furthermore, effectivness depends on the receptiveness of 
the consumers’ to these messages  
 



In the case of adverse selection in medical insurance, an enhanced health screening is 
implemented. This is to get potential buyers of medical insurance to undergo thorough 
medical check-up before they buy the insurance. Such screening allows the sellers of the 
insurance to gain more information on the buyer before the transaction. Health insurance 
premiums are also pegged to a person’s age, as younger people may be viewed as being 
lower risk.  
 
However, such standardised heath checks increase cost. The insurance companies can also 
pass on the higher costs to buyers in the form of higher insurance premiums, reducing 
consumer surplus.  
 
To ensure individuals with health insurances do not engage in reckless behavior and make 
unhealthy lifestyle choices, the Singapore government has implemented the features of 
deductibles (amount of S$1500 to S$3000) and co-insurance (at the rate of 3% to 10%) for all 
inpatient healthcare bills of insured individuals. Deductibles are the fixed amount of 
healthcare bill consumers have to first pay before they can get insurance company to pay. 
The remaining amount of healthcare bills (after subtracting deductibles) is payable by both 
insurance companies and consumers. Co-insurance is the consumer’s portion of healthcare 
bills (after subtracting deductibles). The deductibles and co-insurances are generally effective 
at deterring consumers from taking risky behaviour and choosing excessive healthcare 
treatments as consumers have to pay for their healthcare costs. By ensuring consumers take 
responsibility of their own behaviour and choices, the problem of moral hazard can be 
reduced.  
 
However, overtime, private health insurance with additional coverage (integrated Shield 
Plans) with full riders became more popular in Singapore. This type of private insurance 
increases the moral hazard problem. These insurance (with full riders) will result in zero co-
insurances and deductibles for insured individuals; causing moral hazard problem to persist. 
In 
 
In conclusion, to address the market failure due to information failure in the healthcare and 
insurance markets, a combination of policies should be implemented to tackle the various root 
causes and enhance the effectiveness of policies. In addition, the Singapore government 
should also ensure that its policies do not bring about unintended consequences. For 
example, while standardised healthcare checks will reduce the problem of adverse selection, 
it might also make healthcare insurance unaffordable to consumers with poor health. Thus 
some form of subsidies to consumers with poor health or having nation-wide healthcare 
insurance for all regardless of health conditions will reduce such unintended consequences. 
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Question 4: 
Economic performance of a country is measured by the ability to achieve sustained economic 
growth, price stability, full employment and favourable position of balance of payments.  
  
(a) Explain the possible conflicts between government objectives.         [10] 
(b) Discuss the appropriate policies that the Singapore government could adopt to maintain 
 strong economic performance into the future.          [15] 
 
4(a) 
 
 The four main key macroeconomic objectives of the government are sustained economic growth, full 
unemployment, price stabiluty and a favourable balance of payment (BOP) position. To achieve 
these objectives, the government can adopt demand side policies such as fiscal, monetary policies to 
boost the aggregate demand or supply side policies to boost the productive capacity of the economy 
and increase the aggregate supply and hence expanding the economy. However, in adopting any of 
these policies, the government may encounter conflicts in achieving its objectives. 

One conflict that a government may encounter is between inflation and growth / unemployment.  
 
The government may adopt expansionary monetary policy to raise economic growth (actual growth) 
and reduce unemployment rate. However, this may result in a possible conflict of maintaining price 
stability. To raise economic growth, the Central Bank may reduce interest rates to boost the level of 
consumer spending and investment expenditure. A fall in interest rates reduces the cost of 
borrowing, and consumers are more willing to borrow money to buy big-ticket items such as cars and 
yachts. A fall in cost of borrowing also result in a rise in firms’ borrowing to buy new capital goods.  
With the same expected returns from investment, a fall in cost of borrowing leads to a rise in 
profitability from investments. Firms are more willing to borrow to invest on new capital goods 
resulting in a rise in investment expenditure. As consumption and investment increases, AD 
increases and as AD shifts rightward from AD1 to AD2, there will be an increase in real output (refer 
to Figure 1 above) and economic growth. The rise in consumer spending and investment expenditure 
result in an increase in demand for labour resources as firms produce more goods and services, 
hence unemployment will be reduced. Assume that there is spare capacity in the economy, actual 
growth is achieved with a reduction in unemployment.  

 
Figure 1 

 
However, an expansionary monetary policy to raise economic growth and reduce unemployment 
may result in demand-pull inflation if the economy is already operating near the full employment 
level. This is shown in Figure 1 where the AD curve shifts from AD2 to AD3. In such a situation, there 
would be a significant increase in the general price level of goods and services but marginal or 
negligible increase in real output and hence economic growth.  
 
In this case, the expansionary monetaty policy has result in an inflationary situation in the economy. 
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In pursuit of higher economic growth, a government may face with another conflict, which is between 
economic growth and BOP position. 
 
 As mentioned in the above, economic growth can be raised through the use demand-side policies 
like expansionary monetary policy. As firms produce more goods and services, there is a greater 
need to import more capital goods to produce more goods and services. In addition, as the level of 
income rises, consumers may demand for more imported consumer goods and services.  Hence, the 
level of import expenditure in the economy may rise and this result in a current account deficit in the 
BOP account which may give rise to a BOP deficit. In addition, when implementing expansionary 
monetary policy to raise actual growth. A lower interest rate could cause an outflow of short term 
capital as foreign investors withdrew their money from the country and transfer to other countries with 
relatively higher interest rate of returns. This will have a negative impact on the Capital Accounts of 
the Balance of Payment.   
 
Thus, a government may encounter another conflict, which is between economic growth and 
favourable BOP position.  
 
Another conflict faced is between economic growth and structural unemployment.  
 
Being open to trade and capital flows implies that economies are likely to undergo structural 
changes. Sunset industries, facing competition from imports, will suffer losses and shut down, 
shifting production to other countries. For example, labour intensive production had shifted from 
Singapore to China and Vietnam. In addition, more FDI in the biomedical and aerospace industries 
have come into Singapore, creating jobs that require high skilled labour. While it has helped 
Singapore achieve sustained growth in a challenging global economy, it has also led to an increase 
in structural unemployment in Singapore, as the older low skilled and less educated workers from 
manufacturing do not possess the skills necessary to take up jobs in the biomedical and aerospace 
industries. Also, not everyone has the ability to learn new skills and take up new jobs in growing 
industries. 
 
Hence, structural unemployment is likely to rise as economy undergoes structural changes and 
government policies are targeted at developing new sources of growth to achieve sustained growth. 
 
The possible conflicts between government objectives imply that it is impossible to achieve all four 
macroeconomic aims together in the short-run.  
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4(b) 
 
To maintain strong economic performance into the future, the Singapore would need to adopt 
appropriate policies that would increase AD and AS over time to achieve the 4 macroeconomic aims 
in the long run. These include: sustained economic growth, price stability, full employment and 
favourable BOP. The policy options that would help Singapore maintain strong economic 
performance into the future depends on (i) the nature of the Singapore economy and (ii) the 
challenges that the Singapore would face in the future. The suggested key policies would include 
monetary policy centered on exchange rate, supply-side measures to increase labour productivity 
and free trade policy. 

 
As Singapore lacks natural resources, she is heavily dependent on imports and a price taker in the 
global market.  Hence, this makes her susceptible to imported inflation that would result in cost-push 
inflation due to the high volume of imported resources, semi-finished goods and basic necessities. In 
addition, being an open economy to trade, Singapore is dependent on exports to raise economic 
growth. Singapore’s value of her exports makes up almost 240% of her GDP, indicating her high 
degree of openness to foreign trade. Her manufacturing exports have very high import content.  
 
A gradual appreciation of the Singapore dollar (SGD) via Singapore’s monetary policy will help to 
reduce the extent of imported inflation. By keeping the prices of these imported raw materials low, 
this will enable the firms to keep cost of production low, hence leading to low cost-push inflation in 
Singapore. In addition, Singapore may experience short-term external shocks like global economic 
downturn that would reduce Singapore export growth. The Monetary Authority of Singapore may set 
the rate of the Singapore dollar's appreciation to zero per cent, in a move to support economic 
growth against a dimmer global economic outlook. This policy choice would help to reduce the extent 
of dampened export growth but may not help Singapore to recover from an external shock. Recovery 
is still dependent on the economic condition of her major trading partners. Hence, such a policy 
option is necessary but not sufficient during a period of global downturn (or economic slowdown). 
 
In addition, it is important to note that an appreciation of the Singapore dollar may lead to higher 
price of exports which will lead to a more than proportionate fall in quantity of exports, assuming PED 
for exports is more than 1. This will cause our export earnings to fall and thus may adversely affect 
Singapore’s current account and balance of payments performance.  
 
In view of Singapore’s dependences of trade (export and imports), a monetary centered on exchange 
rate is an appropriate policy to manage short-run external shocks. 
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To ensure that Singapore continue to enjoy a favourable BOP, the Singapore government 
complements the policy of gradual appreciation with supply-side policy. Through supply-side policies 
such as providing subsidies for retraining and R&D to promote process and product innovation, this 
will help to raise our labour productivity which leads to a fall in unit labour cost. This makes our 
exports more price competitive and offset the increase in price of exports caused by the policy of 
gradual appreciation.  
 
With a higher export revenue, Singapore’s aggregate demand (AD) and hence national income can 
rise by a larger extent via the multiplier effect, thus leading to higher economic growth and 
employment. Supply-side policy of retraining (e.g. Skillsfuture and Adapt and Grow) also ensures that 
our workers will be equipped with the necessary skills to adapt to the structural changes of the 
economy. This helps to close the mismatch of skills between the workers and the new job 
requirement, thus reducing structural unemployment. With the increase in both aggregate demand 
(AD1 to AD2) and aggregate supply (AS1 to AS2) brought about by supply-side policies, Singapore will 
be able to continue to enjoy sustained or non-inflationary economic growth into the future as shown 
in Figure 1 where real GDP rises from Y1 to Y2 and subsequently to Y3 while GPL remains at P1. 
Hence, the combination of a gradual appreciation stance and supply-side policies help to ensure that 
Singapore continues to enjoy strong economic performance into the future.    
 
 
 
 
 
 
 
 
 
 
 
 
However, the extent to which raising productivity can maintain strong economic performance into the 
future depends on the effectiveness of the measures to raise labour productivity and its unintended 
consequences.  Firstly, the measure to raise labour productivity through promoting innovation is long-
term, costly and has uncertain effects. The success of measures to invest in people depends on the 
willingness of the workers to undergo retraining and pick up new skills.  
 
Moreover, Singapore government has used a policy of restricting foreign labour which leads to higher 
wage cost so as to encourage firms to use less labour and innovate with more capital. However, in 
the short run, it may not be easy to substitute machines for labour and hence wages may rise faster 
than labour productivity resulting in higher cost of production leading to higher cost push inflation in 
Singapore. Higher inflation may not bode well for Singapore’s export competitiveness and may affect 
Singapore’s growth and employment.  
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In view of Singapore’s dependence on exports and the rising threat of protectionism, there is a need 
to diversify her export markets to reduce the extent of external shocks so as to continue to maintain 
strong economic performance into the future.  
 
The Singapore government should continue to expand her Free Trade Agreement (FTA) network 
such as the Comprehensive and Progressive Agreement for Trans-Pacific Partnership which was 
concluded in 2018 after USA pulled out from the original TPP in 2016. A Free Trade Agreement 
(FTA) is a legally binding agreement to reduce or remove barriers to trade and investment to facilitate 
closer economic integration between member countries. Under an FTA, member countries provide 
each other favorable treatment for goods, services and investment. Such favorable treatments 
include reduced tariffs (which are tax on imported goods), easier access to markets and opening up 
various sectors for investment opportunities.  
 
FTA has enabled Singapore to gain higher exports than imports. For example, with the signing of the 
EU-Singapore FTA, European exports to Singapore are expected to growth 3.6% while Singapore’s 
exports are expected to grow 10.4% over a 10-year period. With higher net X, Singapore’s AD will 
rise.  
 
At the same time, the influx of FDI from the member countries will bring about greater knowledge and 
technology transfer leading to higher productivity and aggregate supply. Hence, the expansion of 
FTA ensures that Singapore continued to enjoy healthy BOP, sustained economic growth and low 
unemployment, leading to a strong economic performance in the future.   
 
Given the significant benefits of FTA to Singapore, it is important that she maintains a strong 
economy so that member countries will benefit by exporting to and investing in Singapore and hence 
will be more willing to sign FTA with Singapore. This is particularly important in time of a global 
economic slowdown which makes countries resort to more protectionist measures to promote 
domestic growth and become less willing to sign FTA. In addition, signing of more FTA will increase 
the competition for Singapore’s domestic firms and speed up structural changes in the economy 
which will affect her workers. Thus, it is important to complement FTA with supply-side policies to 
ensure that her domestic firms remain competitive against the greater influx of foreign firms and her 
workers are adaptable so that they will not be structurally unemployed.    
 
To sum up, the Singapore government has to adopt both short-run and long-run policies to maintain 
strong economic performance into the future. A combination of policies would bring about the rise in 
AD and AS over time, resulting in maintaining strong economic performance into the future.  
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Question 5: 
Twin deficits refer to a situation where an economy is running both a fiscal deficit and also a deficit 
on the current account of the balance of payments. 
 
(a) Explain the links between fiscal deficit and current account deficit.                                 [10] 

  
(b) Assess the policies an economy can adopt when correcting its twin deficits.                 [15] 

  
(a) A fiscal deficit is when the government's income from tax revenue is less than its spending. If the 
government runs persistent deficits over several years, these debts will accumulate.  A current 
account deficit is when total earnings from visible and invisible trade are less than the total 
expenditure on visible and invisible trade. 
 
An expansionary fiscal policy will involve increasing government spending and/or reducing tax rates, 
and this will have the effect of increasing the fiscal deficit.  

An increasing fiscal deficit through expansionary fiscal policy can increase the level of aggregate 
demand (AD) when consumption, investment and government expenditure increases.  When AD 
rises, it stimulates many rounds of increase in induced consumption, bringing about a multiple rise in 
real income (multiplier effect) thus achieving higher economic growth. Higher economic growth of 
national income will lead to higher demand for imported goods and services, thus worsening the 
current account position, assuming exports unchanged. For example during the early stages of 
development of a developing country, she has to spend heavily on imports of vital capital inputs. 
Assuming that the import expenditure exceeds export revenue, this would lead to a current account 
deficit.  
 
An increasing fiscal deficit through expansionary fiscal policy can increase the level of aggregate 
demand (AD). When AD rises, it stimulates many rounds of increase in induced consumption, 
bringing about a multiple rise in real income (multiplier effect) thus achieving higher economic 
growth. An excessive or continuous increase in the AD may result in demand pull inflation, assuming 
that the economy is nearing full employment or at full employment as producers will pay more to 
obtain the desired production and will increase the price of their output to maintain profits. 

An increase in the price levels will increase the price of exports. Assuming that the demand of 
exports is price elastic, an increase in the price of exports will lead to a more than proportionate 
decrease in the quantity demanded for exports. This will lead to a fall in exports revenue, worsening 
the current account deficit, ceteris paribus. 

An increase in the current account deficit means that there is an increase in import expenditure and 
a fall in export revenue. This will indicate that the economy’s AD is falling. When AD falls, it implies 
that the output is falling and hence firms will cut back on their production and labour demand. This 
may result in higher unemployment. With more firms cutting back on production and more people 
being unemployed, the government collects less tax revenue from corporate and personal income 
tax respectively, assuming tax rate unchanged. 
 
Assuming that the contraction of economy via a fall in AD persist, the government may need to 
stimulate the economy further by increasing government expenditure such as on constructions of 
infrastructure and healthcare services and spending on unemployment benefits. With a fall in tax 
revenue and increase in government expenditure, an increasing current account deficit may worsen 
the economy’s fiscal deficit.  
 
Thus, economists believe a large budget deficit is highly correlated to a large current account deficit. 
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(b) An economy has a current account deficit if the total earnings from visible and invisible trade are 
less than the total expenditure on visible and invisible trade. A deficit in the current account may be 
detrimental in the long run because it may either mean that the country may have to borrow from 
other countries or it may have to reduce its stock of foreign reserves which is limited.  A fiscal deficit 
may be a concern to the government if the deficit accumulates to a large government debt.  

 
An economy can implement a restrictive fiscal policy such as a rise of taxes and/or a cut in 
government expenditure to reduce the large fiscal deficit. High levels of fiscal deficit can lead to high 
government debts, and this can worsen investor’s confidence and economic growth. When taxes 
such as income tax or corporate taxes increase, government would be able to collect greater tax 
revenue. With a cut of government expenditure at the same time, the government fiscal deficit would 
reduce. This would at the same time restore the confidence that firms would have on the 
government. A restrictive fiscal policy can also solve a current account deficit. With a fall in AD, 
there will be a fall in real national income. When income falls, consumers have less purchasing 
power to buy imports. This will reduce the current account deficit, assuming exports unchanged. 
 
However, there are limitations to the use of a restrictive fiscal policy to reduce the fiscal debt. It can 

be difficult for a government to cut its budget as government spending would have been planned in 

advanced and are often essential spending such as healthcare and education. This slows down the 

economy and may trigger an increase in unemployment in the economy.  

A current account deficit can have a contractionary effect on the economy. Therefore, expenditure 
switching policies are used essentially to raise prices of imports. It attempts to encourage 
consumers to switch their expenditure from imports towards domestically-produced goods to expand 
the economy. This can be achieved through implementing tariffs. Tariffs are taxes on import 
commodities which raises the price of imports in the domestic economy. As the prices of imports 
sold in domestic economy increases, this will reduce the quantity demanded and import expenditure, 
resulting in an improvement in the current account deficit.  At the same time, with tax revenue from 
tariffs increase, it can also improve the fiscal position of the economy. 
 
However, tariffs can be ineffective if the demand for imports is price inelastic because the reduction 
in the quantity demanded is less than proportionately. At the same time, tariffs can also increase 
imported inflation, causing inflationary pressures in the economy due to cost push inflation. It may 
also invite retaliation from trading counties whose exports are adversely affected. This would in turn 
adversely affect the demand for the (deficit) country’s exports. 
Market-oriented supply side policies to increase the economy’s export competitiveness, reducing the 
current account deficit. 
 
A country can improve the international price competitiveness of the exports by implementing 
market-oriented supply side policies. In view of a twin deficit, the government may not be able to 
spend on research and development grants and subsidies to encourage firms to reduce their cost of 
production.  Therefore, the government can implement competition policy as this may force firms to 
adopt more cost efficient method of lower prices. This can translate to cheaper export prices. 
Assuming the demand of exports is price elastic, a fall in export prices can lead to a more than 
proportionate increase in the quantity demanded, causing export revenue to increase, solving the 
current account deficit. 
 
However, in view of greater competition among firms, some firms may consider streamlining the 
production process which results in making some workers redundant. Hence, the unemployment 
rate may rise.  
 
Ultimately, the success of these policies on solving the twin deficit also depends on whether the 
policies address the root cause and extent of the unintended consequence. 
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Question 6: 
 
The slowdown of the global economy has caused many governments to consider the use of 
interest rates to stimulate their economies.  
 
Explain what would reduce the effectiveness of using interest rates to stimulate an economy 
and assess alternative policies that will be more appropriate in managing the economy when 
faced with a slowdown of the global economy.         [25] 
 
 

 
 
A slowdown of the global economy will result in a fall in the external demand for an economy’s 
exports and this will lead to a fall in the national output. The immediate impact is that the 
domestic firms will experience a fall in the demand for their goods and services and if the 
slowdown is severe, firms will resort to retrench and cut down on the overheads to reduce 
cost. This will eventually lead to a fall in employment level in the exporting sectors and may 
even spillover to other industries of the economy. 
 
In view of the fall in aggregate demand (AD) and rising unemployment brought about by the 
global slowdown, governments may consider lowering interest rates to boost their economies 
though its effectiveness might be limited by the size of the multiplier (k), confidence levels and 
whether a lowering of interest rates target the root cause of the economic problem. With these 
limitations associated with monetary policy, there is a need for the governments to implement 
alternative measures in managing their economies but the policies’ appropriateness must also 
be considered thoroughly. 
 
With a slowdown of the global economy, AD of many economies will fall and some 
governments may turn to an expansionary monetary policy by lowering interest rates to boost 
economic growth and employment. The fall in interest rates was meant to raise consumption 
and investment, leading to a rise in AD and national income via the multiplier process. 
 
Hence, one of the factors that may reduce the effectiveness of monetary policy is the size of 
the multiplier. The multiplier (k) measures the extent to which NY will increase when the level 
of autonomous aggregate expenditure increases. It is inversely related to Marginal Propensity 
to Withdraw (MPW) where its value is equal to the summation of Marginal Propensity to Save 
(MPS), Marginal Propensity to Tax (MPT) and Marginal Propensity to Import (MPM) and 
directly related to Marginal Propensity to Consume (MPC). 
 
For instance, a country such as Singapore has a small multiplier due to her relatively high 
values of MPS and MPM. Being an import-dependent economy, Singapore depends heavily on 
import for raw materials and finished goods. Thus Singapore has a high MPM. Furthermore, 
due to her compulsory savings scheme, such as the Central Provident Fund (CPF), there is a 
relatively high MPS as 20% of workers gross income goes to CPF savings. As a result, high 
MPM and MPS lead to a large amount of withdrawals from the circular flow of income with any 
increase in components of AD. 
  
The effectiveness of using interest rates in stimulating an economy also depends on the root 
cause of the economic problem. For a trade driven economy, a global economic slowdown will 
affect her export earnings significantly and subsequently lower economic growth and 
employment. However, lowering of interest rates target mainly consumption and investment, 
and may be ineffective in boosting the AD of an economy that is heavily dependent on export 
earnings. For a trade driven economy whose exports take up a large proportion of her national 
income, the use of interest rates reduces the effectiveness of boosting the economy.  
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Apart from the use of interest rates and in view of its limitations, an economy such as 
Singapore could allow the Sing dollar to depreciate to deal with a fall in external demand from 
the global economic slowdown. This policy is most appropriate in view of the nature of her 
economy, which is very dependent on foreign trade as exchange rate changes impact prices of 
import and exports directly. 
 
A weaker Singapore dollar lowers the price of Singapore exports in foreign currency. Assuming 
that the price elasticity of demand for exports is more than one, a fall in the price of exports will 
lead to a more than proportionate increase in the quantity demanded and overall, export 
revenue will rise. This will increase AD and via the multiplier process, national income will rise 
by multiple times and this allows a country such as Singapore to manage her economy when 
faced with a global economic slowdown. 
 
However, for Singapore, she is heavily dependent on imported final goods and raw materials 
as she lacks natural resources of her own. This meant that a weaker Singapore dollar may 
raise fears of possible imported cost-push inflation and this will also threaten export 
competitiveness as Singapore’s exports contain high import content. Nevertheless given the 
context of a global economic slowdown, the increase in import prices may not set in due to 
falling world prices of commodities brought about by falling global demand for goods and 
service. 
 
Hence, weakening the exchange rate could still serve as an appropriate short run measure to 
manage a trade driven economy such as Singapore’s during a global economic slowdown. 
 
Should the global slowdown persists, depreciation is not an appropriate long term measure 
due to possible unintended consequences such as imported cost-push inflation. Economies 
may need to resort to other complementary policies such as Singapore’s Jobs Credit Scheme 
to manage the economy and prevent the negative effects of the slowdown from worsening.  
For large countries such as UK and USA with huge domestic markets, demand led fiscal policy 
can be appropriate in managing an economy during a global slowdown. This is because the 
weakened confidence from the global slowdown would affect consumption and investment 
which makes up the largest proportion of such countries’ AD and GDP. 
 
Expansionary fiscal policy is the Keynesian approach to deal with an economic slowdown as it 
was believed that governments need to be the one to boost spending in the economy (G – 
government spending). They can also reduce corporate taxes, which boost after tax profits and 
make firms more willing and able to invest, increasing the level of investment. Governments 
can reduce income taxes as well, raising the level of disposable income and purchasing 
power, hence increasing consumption. While tax reduction may be ineffective given pessimism 
during a worldwide recession, raising G will have positive multiplier effects in boosting AD and 
NY more than proportionately. If expansionary fiscal policy was implemented in a globally 
coordinated manner – rising NY in other countries increase purchasing power and purchase of 
imports, boosting exports of other countries and helps them to revive their economy further. 
 
However, if firms and households are pessimistic during a global slowdown, even if tax rates 
fall, firms may not increase investment, and consumers will rather save then spend in 
anticipation of weaker economic conditions ahead. AD may not rise and the economy will still 
suffer from the effects of the global slowdown. The ability to carry out an expansionary fiscal 
policy also depends greatly on the fiscal position of the country. If the country is in debt and 
has to borrow to finance the increase in G, then crowding effect will occur and this limits the 
effectiveness of fiscal policy in managing the economy. 
 
Expansionary fiscal policy is an appropriate policy to manage an economy if the budget 
balances of the economy is in a healthy position and consumption and investment are the two 
components most severely affected by the global downturn.  
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The ability to pursue an expansionary fiscal policy in managing an economy during a global 
downturn depends on the duration of the downturn. Even for countries who has the means to 
pursue an aggressive fiscal policy with their healthy budget positions, they may not be able to 
do so if they need to keep increasing G over a sustained period of time to boost the economy. 
Other alternatives have to be sought once the increase in G starts to put a constraint on the 
government’s budget.  
 
Governments make policy decisions based on cost-benefit analysis, considering their 
constraints like government debt and the nature of their economy – reliance on X and M vs C 
and I, and the effectiveness of each policy based on domestic and international factors like 
expectations, changing level of national income of trading partners, and other countries policy 
choices. The most appropriate policy package for each country will thus vary depending on the 
constraints and conditions facing their economy.  

 


