APT’s Student Companion for OCR’s Global Economy Module F585 – June 2010

1.
IDENTIFICATION OF ESSENTIAL TOPIC AREAS FOR REVISION

This first section identifies the key areas referred to (indirectly or directly) in the stimulus material in relation to topics listed in the exam board specifications which should form the focus for revision.    

	Topics in Specification
	Application in the Stimulus Material

	Aspects of Synoptic Knowledge  

	The application of supply and demand analysis. 
	Essential in the analysis of protectionism and correcting for externalities.

	Market failure. 
	This is the subject matter of extract 5. 

	Elasticity of demand. 
	Essential for an understanding of exchange rates. 

	Economic systems.  
	Implied in extract 5.

	S and D analysis of subsidies and indirect taxes.
	Essential for an understanding of extract 4 & 5.

	Unit Specific Content 

	Macroeconomic performance:
Recent macroeconomic performance of the UK.

Economic growth in short and long run; deviation from trend growth and output gaps.

Causes of economic growth – short-run (changes in aggregate demand, short-run aggregate supply, the interaction of the multiplier and accelerator, the economic cycle); long-run (changes in long-run aggregate supply, quantity and quality of the labour force, capital stock).

Consequences of economic growth – for inflation, employment, unemployment, the balance of payments, the government’s fiscal position.

Policy issues – role of fiscal, monetary, supply-side policies in promoting economic stability, growth and international competitiveness; and the role of policy rules, targets and constraints, including fiscal rules, inflation targeting and policy trade-offs.
	Extract 1 & 2 - recession, macroeconomic variables
Extract 1 & 2 - recession. 

Implied in extract 1 & 2 and should be seen as essential background theory.

Essential background theory for understanding extracts 1, 2 & 3.  The government fiscal position is the subject matter of extract 2.  

Extracts 1 & 2 concern the choice of policy weapons to stimulate the economy during a recession.

Fiscal rules are the subject matter of extract 2.

	Trade and Integration:

Absolute and comparative advantage.

Specialisation and gains from trade.

Terms of trade.

The pattern of global trade.

Alternate exchange rate systems.

Purchasing power parity.

Exchange rate fluctuations.

Causes and consequences of balance of payments problems.

Policies to correct imbalances.

Stages of economic integration: free trade areas, customers unions, single markets, economic unions, monetary unions.

Impact of economic integration: short run – trade creation & diversion; long-run – dynamic effects.
	Background knowledge which is essential for an understanding of extract 4.  

Essential background knowledge.

Background knowledge. 

The subject matter of extract 3. 

Background topic. 

The subject matter of extract 3.

Monetary union is the background to extract 3.



	Development and Sustainability:

Meaning and measurement of development: the relationship between growth and development, GDP per capita, HDI (Human Development Index), economies at different stages of development, common and diverse characteristics.

Policies to promote economic development; the role of the market and the state, and international trade.

The constraints of development: resource endowment, infrastructure, institutions, finance and savings, and international.

The meaning of sustainability; the social, environmental, resource and demographic impacts of growth.

The measurement of sustainability; limitations of economic indicators such as GDP, and adjusted economic indicators such as the Index of Sustainable Economic Welfare (ISEW).

National and regional policies and international agreements to promote sustainability.
	Background to understanding extract 5.

Extract 5 concerns sustainability in terms of the environment. 

Extract 5 concerns measures to promote environmental sustainability. 

	The Economics of Globalisation:

The Characteristics and consequences of globalisation.

International financial flows (private, official, short-term and long-term flows).

Nature and impact of multinational firms.  Foreign Direct Investment (FDI).

The role and impact of international financial institutions (WTO, IMF and World Bank).

International trade negotiations and trade disputes. 
	Globalisation is the background to extract 5.  

Capital flows to developing countries are suggested as a solution to an environmental problem.

Extract 4 contains a reference to controls over FDI.
WTO is included in extract 4 and implied in extract 5.
The methods of protection, the case for and against protectionism is essential for an understanding of extract 4.


Examination Advice

The specification for this unit includes both synoptic knowledge that you would have encountered in the previous AS and A2 units and unit specific material.  The stimulus material refers to two key and related issues of 2008/9 - the global recession and the problem of climate change.

To analyse the issues contained in the stimulus material it is essential to apply the unit specific material relating to recession, macroeconomic policy, exchange rates and protectionism, with analysis developed in the previous units, especially in relation to government intervention in the market, supply and demand, and market failure. 

Always remember that the pre-released material might provide us with clues as to the likely questions, but examiners are quite capable of asking unexpected questions based on the stimulus material, or of asking expected questions in an unexpected way.  Therefore, use the table above to influence your revision for the examination, but do not ignore related topics which might also crop up in the examination. 

One significant feature of the stimulus material is that it is comparatively up to date.  It was produced towards the end of 2009, rather than 18 months ago, as is common with some examination papers.  Even though the material is as up to date as it could be, data on the recession is emerging all the time.  This will not invalidate the questions you face, but it is always advisable to mention more up to date data as and when it emerges.  For instance, we know that the UK has officially emerged from recession since the printing of the stimulus material.  We also know that the recovery in quarter 4 of 2009 was slightly stronger than at first believed.  And we know that the government deficit in 2009 was £20b lower than anticipated – It is still very high but not as bad as feared.  Bring in up to date material if it strengthens the case you make in your answer.

A further slight problem that you will face is that between now (March 2009) and the time you take the examination, it is certain that there will be a general election and, quite possibly, a change in government.  In the event that there is a change in both the government and in economic policy, it is advisable to qualify the word ‘government’ with Brown (or Labour) or Cameron (or Conservatives).  If the Conservatives win in May, it is likely that the new Chancellor will introduce measures to rapidly reduce the UK government’s deficit. 

2.
COMMENTARY ON THE STIMULUS MATERIAL 

The Introduction (page 2)
The stimulus material for this examination takes the form of five extracts listed on page three together with a short introduction.  The introduction is useful in terms of:

· highlighting the key issues that are likely to feature in examination questions.

· providing an overall framework to the different extracts, thus providing some unity to the data provided.

You will notice that the five paragraphs that constitute the introduction link up with one or other extracts.  

Paragraph one comments on the extent and duration of the recent recession with particular reference to the UK.  We are told that the recent recession has been the longest and most severe since the 1930s, and that Britain seemed to lag behind other advanced countries in terms of recovery from recession.  You should be aware that examination papers (and stimulus material) are drafted some time in advance of the examination, (although this one was drafted not 18 months ahead of the examination as is customary but, instead, it appears to have been drafted at the tail end of 2009).  At the time of drafting, the UK had not emerged from recession, but by now you should be aware that the UK figures did show positive growth in the fourth quarter of 2009.  Although there were signs of the green shoots of recovery (eg stocks fully run down, rate of inflation stabilising, budget deficit no longer deteriorating), the statistics published in January 2010 showed 0.1% growth (later revised upwards to 0.3%).  Hence, we are officially out of the recession.  The growth is at a very low rate and the adjective ‘fragile’ is often heard in relation to the recovery, but at least the UK economy is showing positive signs of recovery. These ideas are expanded upon in extract one.

Paragraph two concerns the impact of recession on government finance.  You will be aware that, as a condition of membership of the EU single currency, the eurozone countries are required to limit the size of government fiscal deficit, and of cumulative public sector debt.  Although Britain is not part of the eurozone, the Chancellor of the Exchequer - Gordon Brown - also laid down similar Golden Rules for fiscal policy.  Again, these referred to the extent of government debt and borrowing.  Specifically, that government spending and taxation would be equal, over the life time of the business cycle.  The onset of this recession meant that these rules were broken.  A recession increases non-discretionary government spending on welfare and, at the same time, reduces the yield from both direct and indirect taxation.  This process associated with the business cycle is called “automatic stabilising”, because it increases Aggregate Demand at a time when it is falling from other sources.  This is likely to automatically produce a worsening and, even, a deficit in government finances.  The deficit was made worse by government action designed to reduce the severity of the recession.  This action took the form of increased government spending and some (temporary) tax reduction.  Governments justified the breaking of the Golden Rule with reference to the severity of the recession.  The Rules which were praised as a commitment to fiscal prudence were now seen as a fiscal straightjacket, and governments felt justified in temporarily abandoning them.  Once again, these ideas are expanded upon in extract two.

Paragraph three and extract three focus on the impact of the recession on the countries of Central and Eastern Europe which joined the EU at the most recent recession.  A distinction is made between the countries that have retained a floating exchange rate and those that have a fixed exchange rate against the euro.  We are informed that the countries with a floating rate have performed better than those with a fixed rate.  This can be seen in greater detail in the figures in extract three.  This suggests that a probable question in the examination will be on the benefits of a floating exchange rate as against a fixed exchange rate.  Although the data refers to Central and Eastern Europe (rather than the UK), this information is also relevant when considering some of the benefits, or otherwise, of Britain joining the euro.
Paragraph four concerns the revival of protectionism during the recession. There is an instinct for citizens, employees and politicians to turn to protectionist measures in the event of a recession.  The protection takes many forms including tariffs (taxes on imports) and subsidies to home producers to enable them to compete against imports from abroad.  Subsidies designed to improve the competitiveness of exports to foreign countries, are an attempt to dump otherwise unsold goods on to foreign markets, and this is contrary to World Trade Organisation rules.  The expression used to describe policies which seek to shift the problem from the domestic economy on to overseas economies, is “beggar my neighbour”.  The problem is that by seeking to “beggar my neighbour” we all end up as beggars as our neighbours may retaliate.  This might seem melodramatic, but it is always remembered that the worldwide depression of the 1930s was intensified and prolonged by each country in turn resorting to protectionist measures.  Again, these issues are explored at greater length in extract four.

Paragraph five (which is the prelude to extract five) relates to the Copenhagen Summit Conference on climate change.  You might be tempted to see this area of the subject as distinct from the rest of the stimulus material.  The economics of pollution are usually covered in the study of microeconomics and, in particular, in relation to externalities.  Here, we are more concerned with the impact of pollution and pollution controls on the global economy.  Tough pollution controls might endanger recovery and, perhaps more importantly, jeopardise development in the developing world.  

Extract 1: Longest and Deepest UK Recession Since 1930s? 
Introduction

Extract 1 focuses on:

· the extent and duration of the recession with particular references to the UK economy, but contrasting with that of other advanced economies. 

· possible explanations why the UK remained in recession longer than other advanced economies.

· policy measures designed to reduce the impact of recession.

· the impact of the recession on public finances.

The Extent and Duration of the Recession 
Defining a Recession
A recession is defined as two successive quarters of negative growth.  Therefore, we are not in recession if GDP falls in one isolated quarter.  It is possible that statistics in one quarter are distorted by an extraordinary event such as a prolonged strike or bad weather.  Therefore, the test for a recession is two successive quarters of falling output.
Notice the definition focuses on this sole macroeconomic variable.  It ignores changes in volume of trade, or the rate of unemployment.  The latter are seen as consequences of a recession, not part of the definition.  As is well known unemployment is a lagging indicator of the cycle of economic activity.  For this reason it is possible and, even, very likely that unemployment will continue to rise as we emerge from a recession. 

Interpreting Figure 1.1 

	A word of caution

It is very tempting, but completely wrong, to interpret this graph in terms of whether the curves are rising or falling.  For instance, in Q2 of 2008 all three curves are falling, and you might be inclined to believe that output was falling.  But this is not the case, since for all three countries, GDP was growing at a positive rate, albeit by a small percentage.  It is only when the curve drops below the horizontal axis (at 0.0%) that GDP (or output) is actually falling.  This occurs in Q2 of 2008.

Similarly, you might be tempted to see the end of the UK recession in Q1 of 2009 because, at this stage, the curve starts rising.  But for the whole of 2009, the UK curve is below the horizontal axis.  This means that GDP growth remained negative ie output was continuing to fall, although at a slower rate than earlier.  There is no emergence from recession until the curve climbs above the horizontal axis to record a positive change in GDP.  For the UK, the curve remains below the horizontal axis for the whole of 2009, although we know subsequently, that positive growth of the order of 0.1% (revised upwards to 0.3%) was announced for Q4 of 2009.

Therefore, when you consider this graph remember that any point above the horizontal axis records positive growth, and any point below the horizontal axis records negative growth.  The slope of the curve merely records the extent of the rise in output, or fall in output.  Focus more on whether the curve is above or below the line rather than whether it is moving up or down.


Taking into account the cautionary comments above, we can conclude that:

· During 2007 and in Q1 of 2008 all 3 economies showed positive growth, albeit well below trend.

· The UK experienced slower growth than Germany, but slightly higher growth than France.

· All three economies fell into recession in Q2 of 2008.

· The UK remained in recession for the rest of 2008 and in 2009 ie six quarters in a row.

· Germany was subject to the greatest swing from higher growth than the UK and France in 2008 Q1, to the greatest one quarter fall in GDP, and a deeper drop in output (2009 Q1).

· France grew slower at the start of the statistical series and did not suffer as much as the other two in terms of severity of recession.

· France & Germany emerged from recession in 2009 Q2, whereas recession continued in the UK.
From the first paragraph it is confirmed that the UK experienced six quarters (18 months of recession), making it the longest recession since the Second World War.  It might also be the deepest, or most severe, if recovery does not begin in 2010.  Commentators and, more especially politicians, look for the green shoots (early signs) of recovery, but through 2009 the green shoots were illusive.

We now know that the UK did record 0.3% growth in the revised figures for 2009 Q4 published in early 2010.  Commentators described this growth as “fragile” suggesting that it is possible that we might be plunged back into recession before too long.  Recently published trade figures show falling exports and a widening trade gap, partly as a result of the severe winter of 2009/10.  In addition, there has been much talk of “a double dip recession” in which a recession is quickly followed by a second one.  The likely cause of the double dip is premature removal of government measures to stimulate the economy, which will jeopardise the progress of recovery.
Macroeconomic Policy Measures 

Overview
In 1997 Chancellor of the Exchequer Gordon Brown gave the Bank of England operational independence in terms of setting interest rates.  From that point onwards, monetary policy was placed in the hands of the Monetary Policy Committee (MPC).  It was charged with ensuring that inflation remained within the target range laid down by the government.  The MPC was required to use changes in interest rates to keep the inflation rate within the permitted range.  Note that the focus for policy was on the inflation rate, rather than any other macroeconomic variable.  Action to stimulate the economy by interest rate cuts would only occur if the inflation rate was likely to fall below the bottom end of the range.

A recession is likely to result in: 

· a fall in government tax receipts as incomes and consumer spending fall.

· a rise in government spending, especially on welfare expenditure, supporting those recently unemployed, and their families.

These changes are automatically induced by the fall in GDP and can be seen as stimulating to the economy.  They are often referred to as automatic stabilisers for the economy in that they provide the rise in government spending and cut in taxation favoured by Keynesian economists as the solution to a downturn in the economy.  They occur automatically in the sense that they are induced by the changes in GDP and do not require a deliberate or conscious decision by government.

But, clearly, the automatic stabilisers were inadequate and, as a result, the government considered that it was necessary to stimulate growth in other ways.  The measures took the form of:
· cuts in interest rates shown in Figure 1.2.
· quantitative easing. 

· allowing the exchange rate to fall.
· a loosening of fiscal policy in the form of increases in public expenditure, and a reduction in VAT.

We need to have a look at each of these measures in turn.

Interest Rate Reductions

Figure 1.2 contrasts base interest rates set by the Bank of England MPC for the UK economy with those set by the European Central Bank (ECB) for the eurozone economies.  Notice that the curves take the form of stepped changes.  This reflects the fact that base interest rates are set on a monthly basis.  Successive reductions will be shown in steps downwards.

Prior to the recession, Bank of England rates were higher than those of the ECB, reflecting the interest sensitivity of the UK economy in particular.  At this point, the MPC set high rates in order to keep inflation within the target range.  As we started to experience a slowdown in growth, the Bank of England started to reduce rates, especially as inflation pressure was reduced.  The onset of the recession saw an unprecedented series of interest rate cuts.  You can see in the Figure that month after month the MPC announced reductions in interest rates.  Overall, the base rate was reduced from just below 6% to 0.5%.  This represents an unprecedented low rate of interest.  In fact, interest rates were as low as they could ever reach.  Keynes’s Liquidity Preference Theory demonstrates that there is a minimum rate of interest that must be paid to make it worthwhile to convert cash into bonds.  The rates payable during 2009 had reached the minimum that must be paid.  There was no further scope for interest rate reductions and, as a result, the Bank of England was forced to turn to other methods, namely quantitative easing.

ECB rates were also cut, but notice that the ECB reduction started at a lower point, 4%, and did not go as far as that of the Bank of England.  At the trough of the recession the ECB rate was 1% compared with 0.5% charged by the bank of England.  This is what is meant by the reference in paragraph three to the Bank of England “cutting interest rates earlier and more aggressively” than the ECB.  As you can see in Figure 1.2, the Bank of England started rate cuts towards the end of 2007, whereas the ECB waited until 2008 Q4 (and this was after a short period in which the ECB rate actually rose).  By the 4th quarter of 2008 the Bank of England rate fell below that of the ECB and continued in a downward direction.
The consequences of interest rate cuts are now considered.  An interest rate cut reduces the cost of borrowing.  This will:

· stimulate the demand for loans from business. It will encourage firms to undertake investment since more projects will produce a return in excess of the cost of borrowing.  As a result the I (investment) of Aggregate Demand (C + I + G + X – M) will rise.

· stimulate the demand for loans from consumers.  This will increase consumer spending, especially on big ticket items such as white goods, cars and home improvements.  This increases the C (Consumption) element of aggregate demand and, thus, gives a further impetus to Investment.

· reduce interest payable on mortgage loans.  This should help to revive the housing market and the home improvement market (which is closely tied into movements in the housing market).  Also, by reviving the housing market it should facilitate mobility of labour, which is important in assisting labour to move to areas where jobs are available.

· reduce mortgage rates which increases post mortgage disposable income, thus enabling consumers to spend more on other goods.

· reduce the cost of government borrowing and, therefore, the cost of servicing the public sector debt, thereby releasing some limited funds for more constructive government spending.

Furthermore, as exchange rates move in sympathy with interest rates, the reduction in interest rates will be followed by currency depreciation which, itself, should stimulate the economy (see below). 

All this assumes that businesses and households respond to the cut in interest rates by seeking new loans, and that banks are willing and able to lend.  Both assumptions can be questioned.

From Keynesian Theory we know that “animal instincts“(or gut feelings as we might now say) play a part in business decision making.  Therefore, even though interest rate cuts have the potential to make more investment projects profitable, entrepreneurs might defer decisions in view of the uncertainty in the business environment, certainly given the time investments take to generate an income.  It is worth remembering that, as well as profit maximisation, entrepreneurs might also go through periods of risk aversion.

For householders, interest rate cuts are attractive but risk aversion here might take the form of being “afraid to spend”.  If you fear that you might lose your job, or suffer a reduction in income following removal of bonuses and overtime, then the rational consumer might choose not to take advantage of lower cost loans; indeed their priority might be to clear debt which has accumulated significantly over recent years.

Finally, interest rates might be reduced but the credit crunch of 2008 so shook the banking system that even the banks that weathered the storm better than others, all tended to be more cautious in their lending.  In fact, we move from an age of reckless bank lending (ie in the American sub prime mortgage market), to being ultra cautious.  In this respect, there was a distinct possibility that 2008 would be a repeat of the financial crisis of 1929.  Milton Friedman demonstrated that the Great Depression of the 1930s was caused by a severe contraction in American bank lending.  If banks felt so exposed that they were reluctant to lend, then interest rates cuts by the MPC would not have the desired effect.  It was for this reason that interest rates (the prime weapon of economic policy since the 1990s) had to be accompanied by other measures.  This included the innovation of Quantitative Easing to which we now turn.

Quantitative Easing 

Quantitative Easing (QE) is a term with which many of us have only become familiar in the last year.  Journalists and economic commentators on the television usually explain it as “printing money”.  In practice, it is more complex than that since it involves the Bank of England buying back £125 billion of government bonds from the private sector.  This means that the private sector (including banks) exchanges government bonds for cash deposited in bank accounts.  This increases bank liquidity and enables banks to lend more to private sector firms and consumers.
The aim is to encourage bank lending to stimulate the economy.  It overcomes the problem that banks previously faced - of a lack of liquid reserves on which to base lending activities.  However, if bank liquidity is improved by QE, banks will only lend if the borrowers proposal is perceived as sound, and can only lend money if customers are willing to borrow.  Just as transactions require a seller and buyer, so bank lending requires a bank willing and able to lend, and a customer willing and able to borrow.  QE increases the supply of loans but does not increase the demand for loans.

Depreciation of the Exchange Rate

We know that the UK is not in the eurozone and that sterling floats against all other currencies including the euro, which is the currency of the majority of EU countries.  “Floating freely” means that there is no target rate of exchange and that monetary policy, although affecting the exchange rate, focuses on the domestic economy rather than maintaining a particular exchange rate. 

We have seen that the Bank of England aggressively cut interest rates.  One result of this is an outward flow of funds, thus driving down exchange rates.  Remember, the exchange rate tends to move in sympathy with interest rates.  So, when interest rates rise relative to the rest of the world, the exchange rate also rises.  When interest rates fall relative to the rest of the world, the exchange rate also falls.  However, bear in mind that other factors may affect the exchange rate, so the relationship may not always be so clear cut.

You should be aware that sterling fell against both the euro and the US dollar and, at one stage, it appeared as if the pound might reach parity with the euro.  Let us consider the implications of the fall in the exchange rate.

Firstly, a fall in the exchange rate reduces the price of UK goods abroad.  For example, UK goods priced at £100 would be priced at €150 when the exchange rate was £1=€1.5 but at only €100 if £1 sterling was equal to one euro.  For buyers in the eurozone the fall in the value of sterling reduces the price.  This should bring about an extension of demand for UK goods shown in terms of a movement along the demand curve.  The increase in demand for UK goods will provide some stimulus to the economy to mitigate some of the consequences of recession.
However, whether demand does indeed extend significantly as a result of the fall in price, depends upon the price elasticity of demand.  If demand is perfectly inelastic there will be no increase in the quantity demanded no matter how much the price is reduced.  If eurozone buyers are not prepared to buy British goods no matter the price, then the exchange rate reduction will not stimulate foreign demand for UK goods.  In addition, if recession in the eurozone discourages people and firms from spending (shift left in the demand curve) then, again, the British economy will not derive much benefit from the low value of sterling.

Secondly, a fall in the value of sterling increases the cost of foreign goods and services.  British tourists abroad are well aware that a falling pound increases the cost of a foreign holiday.  Similarly, firms that rely on buying imports from abroad soon discover that the cost of imported goods and components rise.  In theory, this provides an opportunity for British producers to recapture part of the market, by providing UK made goods which might now be cheaper than foreign imports.  However, once again whether UK firms can take advantage of the change in the market situation depends on whether they are to able to respond to changing demand (ie if supply is price elastic), and supply the goods that were previously purchased from abroad. 

There is one well known adverse consequence of a fall in the exchange rate.  If foreign goods and components are now more expensive, then depreciation is likely to be inflationary.  Consider the impact of depreciation on the cost of imported components that go into UK goods.  As the components are more expensive, so the overall cost of production rises.  In normal circumstances, depreciation is seen as inflationary and, therefore, undesirable, but in the circumstances of 2008/9 the risk of inflation was so low that we were prepared to accept the risk that a falling exchange rate might be seen as inflationary.

Budget Deficit

Figure 1.3 shows UK public sector borrowing during the period of the recent recession.  It must be pointed out that the first two bars cover periods of one year, whereas the third bar covers a period of five months - from April to August 2009.  As it only covers a five month period we would be wrong to conclude that borrowing was reduced in 2009-10.  In fact, the extent of borrowing in this short period suggests that, over the whole year, borrowing will considerably exceed that in 2008-9.  Indeed, if we were to assume that the first 5 months of 2009/10 were typical of the whole year, that would point to a deficit of about £185bn - a figure quite close to current forecasts.  As you should be aware, the issue of the public sector deficit will form the backdrop of the 2010 election campaign (that will have been completed by the time you sit the examination).  The issue of public sector borrowing and indebtedness also features in extract two but, for the moment, we are concerned with the reasons why the recession has led to a rise in public sector borrowing.

The extract provides the explanation for public sector borrowing during the recession.  Notice that, in the final sentences of the extract, a distinction is made between cyclical and structural deficit.

The cyclical nature of the deficit results from the fact that both tax yield and government expenditure are a function of GDP.  Both change in response to changes in GDP, but they do so in different ways. 

Tax yield is positively related to GDP.  As GDP rises, so does the yield from income tax and expenditure taxes.  As GDP falls so does the yield from these taxes.  The explanation is quite simple. In a boom:

· more people are employed, incomes rise, and more people are dragged into the tax net (and more people are dragged into the high rate tax net).
· with higher income people pay more in income tax.

· with higher income people consume more and, thus, pay more in terms of VAT and the other expenditure taxes.

In a recession incomes fall as profits fall and even employees who retain their job earn less in terms of overtime and bonuses. This results in:

· some people falling outside the tax net (and others falling outside the higher rate tax net).
· falling income means they pay less money in taxation.

· with lower income and greater job insecurity there will be a reduction in aggregate spending, leading to a fall in the yield from expenditure taxes.

In addition, it should be remembered that: 

· VAT is an ad valorem tax and, therefore, price reductions will reduce the VAT yield.

· The reduction in house values during a recession will reduce the value of the estates of deceased persons, thus reducing the yield from inheritance tax. 

· A recession means that there is less scope for capital gains, thus reducing the yield from Capital Gains Tax.

· The reduction in profits reduces dividends for shareholders (and, therefore, the amount they pay in income tax on their dividends), and also reduces the amount that companies pay in Corporation Tax. 

At the same time as reducing tax yield, a recession also increases public sector spending on welfare.  The rise in unemployment will mean more people will claim Job Seekers Allowance.  The fall in incomes for those in work will increase expenditure on income support, and free school meals.  Remember, this rise in expenditure is not the result of a consciously, deliberate policy decision on the part of the government but, instead, the rise is automatically induced by the fall in incomes that result from a recession.

To conclude, the cyclical deficit is that part of the public sector deficit which is the direct result of the recession.  As the economy recovers, the cyclical deficit will eventually be eliminated.  Logically, as we move into the boom phase of the business cycle, the cyclical deficit will be replaced by a surplus and, over the cycle as a whole, this deficit is balanced by a surplus.

As well as a cyclical deficit there is also a structural element to the deficit on public sector finances.  This refers to that part of the deficit resulting in deliberate policy decisions on the part of the government to spend in excess of government receipts.  Some of this excess arose from excessive spending in earlier years, and was supplemented recently with the bail-out of the bank sector.  As you should be aware, the government felt obliged to nationalise the Northern Rock Bank and to take a majority stake in Royal Bank of Scotland / Nat West and the new Lloyds Banking Group (which incorporates TSB and Halifax Bank of Scotland or HBOS).  These measures were considered necessary to avoid collapse of these banks and the consequent damage to the banking system.

In addition, the government increased spending to assist private sector businesses, especially in terms of the strategically important motor industry.  At the same time as deliberately increasing spending, the government reduced taxes.  The best example of such tax cutting was the temporary reduction in VAT from 17.5% to 15% for a 15 month period, including the two Christmas periods that are seen as essential for the retail sector.  The objective of the VAT reduction was to stimulate spending.  Critics argued that a 2.5 percentage point would not make much differences, since:

· consumers merely saved £2.50 on a £100 purchase.
· the mood of depression meant that many consumers were reluctant to spend.

Nevertheless, the VAT reduction left consumers with more money to spend on other goods, and it was noticeable that when the reduction came to an end in January 2010, it encouraged a short-term surge in spending to beat the VAT rise.  At the same time, the impending return to the old VAT level led to commentators speculating that removal of the stimulus would lead to a double dip recession. 

In many respects this represented a return to old style Keynesian fiscal policy.  You should be aware that since the Monetarist Counter Revolution of the 1980s, government macroeconomic policy has focused on monetary policy to combat inflation.  Fiscal policy was confined to a subsidiary role and was certainly not intended to be used to manage the level of aggregate demand.  But fiscal changes introduced by Alastair Darling, suggest that Keynesianism is not dead after all, especially where monetary policy is as loose as it can be, in a low-inflation environment.

In the conclusion to his book “The Return of Recession Economics and the Crisis of 2008” (Penguin, 2008), the American Nobel Prize winning economist - Paul Krugman writes: 
“As readers may have gathered, I believe not only that we’re living in a new era of depression economics, but also that John Maynard Keynes – the economist who made sense of the Great Depression – is now more relevant than ever”.
Why was Britain Slow to Recover?

Introduction 

The recession was global in its impact, but Britain was slow to emerge from recession.  We can see this in the graph and in the statement in paragraph two that the USA joined France, Germany, the rest of the eurozone and Japan in recording positive growth in 2009 Q3.  So, the question is why did the UK remain in recession for a further six months?
Paragraph three provides some pointers as to why there was this differential impact on the UK.  

The Different Impact that the Financial Crisis (Credit Crunch) had on the UK Recession

Firstly, the greater length of the recession in the UK can be explained in terms of the
the different impact that the financial crisis (ie the credit crunch) had on the UK recession.  This is a reference to the significance of the banking and housing sectors in the UK compared with elsewhere in the world.  The financial sector occupies a more prominent position in the UK economy than in the rest of the world.  This means that the crisis in banking had a more profound impact on the UK economy than much of the rest of the developed world.  UK banks seemed particularly exposed to the crisis that originated in the subprime mortgage market in the US.  Consequently, the crisis in banking had a disproportionate impact on the UK. 

UK household and private sector indebtednesses were proportionately higher than elsewhere, especially as a result of the British preference for owner occupation of houses as distinct from renting (which is more common abroad).  This meant that the crisis had a more profound impact on businesses and households in the UK.  The housing market was brought to an abrupt halt in the winter of 2008-9 and this had a knock effect on the construction industry, the home improvement and consumer durables markets.

It is worth remembering than one strong argument against entry into the EU single currency is that “Britain is different from abroad” and this is especially the case in relation to the housing market.  As conditions are different in the UK to those of Europe, either the UK cycle is not synchronised with that of the rest of the EU (admittedly this is not the case here), or the severity and duration are different in the UK compared with elsewhere in the EU.  We can see in Figure 1.1 that Germany experienced the most violent swing of the three countries, but recovered more quickly than either France or the UK. 

The Behaviour of UK Firms in the Recession Acted to Prolong the Recession

The UK recession was especially severe in retailing and in the strategically important car industry.
In retailing, famous and long established names disappeared from the high street (Woolworth, Adams Children’s clothes, MFI), and concern over declining sales in the run-up to Christmas 2008 led to drastic discounting to reduce stocks.  A fact that is well known to Business Studies students but is less appreciated by Economics students, concerns the cause of business failure.  The main cause of a business failing (going bust) is not the lack of profits but, instead, it is the problem of cash flow.  If cash flows into a business too slowly, especially bearing in mind that a high percentage of sales are credit sales, then businesses will find it difficult to pay their bills as they fall due.  This was certainly the case for retailing where many large retailers were forced into administration or, even, liquidation because of the difficulties they faced in meeting end of year rent payments on the premises they occupied.  The need to improve cash flow was a major factor in “fire sales” that took place during the recession.  The only problem with this strategy is that cash flow improved but at the expense of profit, and having reduced stock levels, retailers were not enthusiastic about placing orders for early replacement). 

In the motor industry (remember we still have a major car industry even if it is foreign owned) prolonged falling sales was compounded by worldwide excess stocks of cars – if not worldwide excess capacity in car making.  The solution to the problem was not only to offer cars at discount (and the motor industry participated enthusiastically in the car scrappage scheme), but prolonged enforced holidays for the car makers.  With car production at a standstill for months at a time, it is not surprising that recovery was delayed. 

Extract 2: Fiscal Rules Broken
Introduction
This extract focuses on the impact of the recession on public finances both in the UK and in selected EU countries.  From basic macroeconomic analysis we know that a recession reduces tax receipts and increases government “non-discretionary” spending (especially on welfare arising from increasing unemployment).  Because much of taxation is income and expenditure induced, the yield from taxation correlates positively with GDP.  Conversely, spending on welfare (job seeker allowance, income support / tax credits, free school meals) correlates negatively with GDP.  If public finances are in balance before a recession, then the result will be to plunge public finances into deficit (and if previously in deficit, then the recession will increase the size of the deficit).

The title given to this extract and the substance of paragraphs one and two focus our attention on the fiscal rules laid down separately by the UK government and by the EU relating to the size of national public finance deficits.  The fact is that the recession has meant that the UK government has broken its own rules (rules that were originally laid down when Gordon Brown was Chancellor of the Exchequer).  But the UK government is not alone in breaking its fiscal rules.  We can see from Fig 2.1 that at least three of the eurozone countries have broken the rules set under the European Union’s Stability and Growth Pact, which is a cornerstone of the single European currency. 

In preparing for the examination you need to interpret and understand:
· the nature of the two sets of fiscal rules.

· the data in Figure 2.1. 

· the purpose behind the fiscal rules.

· the reason why the rules were broken.

· the consequences of breaching of the rules.

In our analysis we should be guided by a statement that occurs, not in the extract, but in the introduction that is contained on page two: “What had been seen as guarantees of ‘fiscal prudence’ came to be seen by some as a ‘financial straightjacket’”.  Before looking at the rules we need to understand certain terms relating to budget deficits.

Cyclical v Structural Deficit

Cyclical deficit is the result of a downturn in economic activity.  A recession automatically leads to a fall in tax receipts and a rise in government spending and, therefore, is likely to cause government finances to go into deficit.  Logically, the deficit will reduce as the economy recovers, since the upturn leads to an increase in tax yield and a reduction in government spending.  In due course, government activity would generate a surplus.  Over the economic cycle the surplus during a boom will cancel out the deficit during a recession.  This is summarised in the table below and, as you will see later, this is the basis of one of the rules contained in the fiscal codes. 

	Stage in the cycle
	Tax yield
	Government spending
	Budget

	Recession
	Falls
	Rises
	Deficit

	Boom
	Rises
	Falls
	Surplus


If the budget remains in deficit at the end of the cycle then it is classified as a structural deficit and is the result of deliberate decision making by the government.

The reasons why a government might choose to run a structural deficit are to:
· finance military operations.

· finance investment in the infrastructure (eg motorways and rail links).
· manage the economy in a Keynesian way to encourage growth and to reduce unemployment.  
In the recession the government chose to reduce the rate of value added tax from 17.5% to 15% on a temporary basis in order to stimulate the economy.  It also chose to increase spending on projects to protect jobs.  These measures were the result of deliberate policy and were not the automatic result of a downturn.  Therefore, we need to distinguish between induced changes in government finance, and changes resulting from policy decisions.   

It is the last reason for running a deficit that is the heart of the controversy over the UK’s deficit.

Current v Investment Spending 

Personal credit cards are a useful and convenient form of spreading payments over a period of time.  Monthly paid salary workers find it convenient to purchase groceries and petrol with a credit card and then pay off the debt when the “monthly pay cheque” comes.  This is a convenient and quite sensible way to organise personal finances.  But, if expenditure on these regular items is not cleared over the month, then it is a very different matter.  The credit card holder will find that the outstanding balance on his / her card will rise and he / she will be subject to progressively higher interest charges.
Expenditure on big ticket items like furniture and white goods is different.  Not only are these forms of expenditure irregular, but it is likely that that they cannot be afforded out of weekly or monthly income.  Therefore, it is appropriate to spread the payment over a number of months rather than clearing the credit card debt at the end of the month.
The principle to remember is that current spending should be financed from current income over the cycle, but that it is appropriate to borrow to pay for large items of capital spending.  This is a sound principle for personal finance, and also for government finance.  Current spending by the government eg salaries and benefits should be financed out of taxation, whereas capital spending which provides benefits over the longer term, can be financed by borrowing which is paid back over the longer term.

The cyclical / structural distinction and the current / capital distinction are important for understanding the two sets of fiscal rules. 

The Code for Fiscal Stability 1998

In 1997 Labour was returned to power after a 17 year spell in opposition.  The new Chancellor of the Exchequer, Gordon Brown, was determined to introduce a new approach to policy to prevent the reoccurrence of inflation and “boom and bust”.  These had plagued the British economy for decades and, although the Conservatives had tamed inflation, Britain did experience painful recessions in the early 1980s and 1990s.  As part of the change to economic management Brown gave operational independence to the Bank of England when setting interest rates.  This removes decision making from politicians and places it in the hands of the Monetary Policy Committee.  It was believed that this would ensure a commitment to keeping inflation under control and, thereby, would change inflationary expectations.  Brown also brought in major changes to fiscal policy and this took the form of rules laid down in the Code for Fiscal Stability.

The Golden Rule is that over an economic cycle governments should only borrow money to invest in new social capital.  It is acceptable for governments to borrow to finance an infrastructure project (the proposed high speed rail link to Birmingham), but over the economic cycle current spending (eg welfare benefits and salaries of state employees) must be covered by current revenue.  This rule does allow for government finances to go into deficit and, thus, for the government to borrow.  In a recession it is very likely that spending (not just capital spending) will exceed revenue from taxes and charges.  But, if there is deficit on current spending in a recession, it must be balanced by a surplus during a boom, so that over the cycle as a whole current spending is covered by current revenue.

The Sustainable Investment Rule is that over the economic cycle public sector debt is to be held at a stable and prudent level of less than 40% of GDP.  Notice that, in the definition, the scale of debt is expressed in relative rather than absolute terms.  This is equivalent to assessing the scale of a person’s debt, not in terms of the amount of money owed, but in terms of the debt in relation to income.  Notice also that the rule allows for the 40% to be exceeded at certain points during a cycle, but it must be balanced by periods when public sector debt is below the 40% figure.

The Public Debt Rule is that the ratio of public debt to national income will be held over the economic cycle at a stable and prudent level.  Over the economic cycle the ratio of Public Sector Net Cash Requirement (formerly Public Sector Borrowing Requirement) cannot exceed the ratio of investment to national income.  Given that government investment has been no more than 2-3% of national income, then the PSNCR as a percentage of national income should be kept within these strict limits.

In essence the rules require that:
· borrowing should be for investment purposes only (although borrowing to finance current spending is permitted during a recession provided that it is balanced by a corresponding surplus during a boom).

· government debt should not exceed 40% of national income.
· government new borrowing should not exceed 2-3% of national income.  

The Stability and Growth Pact (SGP)

The EU equivalent of the UK’s fiscal rules is contained in the Stability and Growth Pact which was adopted in 1997 just prior to the introduction of the euro.  The Pact, like Gordon Brown’s fiscal rules, has as its key element, the control of government borrowing (and, therefore, inflation).  However, the main purpose behind the Pact is to prevent states using fiscal policy to get around the strict monetary policy requirements of joining the single currency. 

As the Pact is linked to the EU single currency it only really applies to eurozone countries.  In theory, Britain is not bound by the terms of the Pact and, more importantly, cannot be fined for breaching conditions laid down.  Nevertheless, it did not stop the European Commission in March 2010 criticising the UK over its budget deficit (see below).  If, in the future, Britain applied to adopt the euro as its currency, we would be bound by the terms of the Pact. 

The Pact lays down the following criteria which eurozone currencies have to meet for entry to, and continued membership of, the eurozone:

· a government’s deficit should not exceed 3% of GDP.
· the national debt of a member state should not exceed 60% of GDP.

So there is a 3% of GDP limit on government borrowing during the current year, and also a ceiling on debt accumulated over previous years.  Countries that break the rules can be fined by the European Commission, but even major eurozone countries like Germany and France broke the rules before the recession and were not fined.  This issue became the source of a major crisis in the EU in February 2010 when it appeared that Greece might be forced out of the eurozone (see below).
Analysis of the Data (Figure 2.1)

Introduction
Figure 2.1 provides data on macroeconomic variables for selected EU Countries, three of which are in the eurozone and only the UK is outside the zone.  Notice that the figures are forecasts from the European Commission rather than outrun figures.  Notice also that these forecasts were made in November 2009, when they will have incorporated some actual data, and when the forecast component will have been very limited.  The source of data is reliable but, nevertheless, forecasts are based on assumptions of what might happen.  Just as weather forecasts can be wrong, so can economic forecasts.

We have data on GDP growth, inflation, unemployment and current account deficits, but the key column in the table is the one providing details of budget deficits.  The other columns help us to understand why these countries are running a deficit in terms of public finance.  They also suggest lines of analysis when considering the implications of the deficit, but we can be fairly confident from the title given to the extract, that the examination question will focus on the deficits.  But, before looking at the deficits we need to interpret the rest of the data.
GDP Growth %

This gives us some indication of the extent of the recession in each of the four countries, but it does not provide information on whether the country remained in recession at the end of the year or not.  For instance, over the year, GDP in France was forecasted to fall by 2.2%, but we cannot conclude from this data that France was still in recession at the end of the year.

Interestingly, the UK suffered the most severe reduction in GDP over the year as a whole.  Recession in France was less severe than in the UK, and less severe than in Spain.  The downturn in Greece was only 1.1% and, yet. as we know from events in February 2010 which centred on the true state of Greece’s finances, the situation was then so worrying that a special summit conference was needed to deal with the problem (see below).

Unemployment %

Unemployment is regarded as a lagging indicator of the cycle of economic activity.  This means that it peaks not in the depth of recession but, instead, as economy emerges from recession.  This is because during the recovery phase, businesses will initially be “taking up the slack” from underemployed workers, before employing additional labour.

In all four cases unemployment can be considered to be high.  This was especially the case in Spain where 1 in 6 of the workforce was unemployed.  It is worth bearing in mind that Spain has long suffered unemployment above the EU average, even in the periods of growth.  However, 17.9% must be seen as an alarming rate of unemployment. 

The UK experienced the lowest rate of unemployment of the four, despite suffering the severest recession.  This might be attributed to the fact that the UK has historically benefited from relatively low levels of unemployment over many years, and emerged from recession later than the others and, therefore, might not have reached the peak of unemployment by the end of the year.  

Inflation %

The inflation rates of all four countries are low.  The UK is the highest of the four, although it is within the target rate laid down by government.  Given the depth of recession, it is surprising that prices rose at all.  The explanation for inflation in recession-hit UK probably lies in the downward float of sterling during the year.  Currency depreciation raises the cost of imports and feeds through into domestic inflation.
Inflation in Greece is only 1.2% and in France only 0.1%.  In the case of Spain, the average level of prices fell.
Current Account Deficit 

All four countries suffered a balance of payments deficit on their current account.  This can be explained by a fall off in demand for exports from these countries as the global economy went into recession.  Any fall in imports usually associated with a recession did not compensate.  (Bear in mind that we would need to know where, in Current Account terms, each country started from before the recession to determine the recession impact).  In addition, as is revealed in Extract 4, the tendency of some countries to resort to protection in the face of recession led to a severe downturn in the volume of world trade, which fell by 15% over the year.

France, Spain and Greece have all adopted the euro as their currency and, therefore, have relinquished the exchange rate as a weapon of economic policy.  Britain has retained its own national currency and, therefore, the exchange rate as an instrument of policy.  The problem for the other three is how to correct the trade deficit whilst remaining in the currency zone.  Britain, on the other hand, in addition to measures eurozone countries can take, can simply allow the exchange rate to take the strain of adjustment, which will improve the competitiveness of our exports, and reduce demand for more expensive imports.
We have looked at the four key macroeconomic variables and we have to conclude that economic performance in 2009 was very poor.  All four countries were forecasted to suffer from a recession, although the data by itself does not give any indication of whether the countries were still in recession, (but we do know that the recession in most countries ended before the end of the year and the UK officially emerged from recession at the start of 2010).  Unemployment was worryingly high in all four countries but, especially, in Spain.  All four countries experienced a deficit on their current account, but Britain alone retained the option of allowing the exchange rate to fall to correct the problem.  The only variable showing satisfactory results was the inflation rate, but this is what we can expect during a recession.

Budget Deficit 

This is the key data in the table.  As stated above, the extract is entitled “fiscal rules broken” and the text that precedes Figure 2.1 concerns the extent of the budget deficits in the EU.

In the statement from the European Commission we learn that:

· the average budgetary position in the EU (ie the average for the 27 member states) has gone from 0.8% of GDP in 2007 to 2.3% in 2008.
· 6.9% is forecasted for 2009. 

· 7.5% is forecasted for 2010. 

This refers to public sector borrowing across the European Union. You can see that, since 2009, this exceeds the 3% figure contained in the SGP.  In addition, public debt (that is the cumulative total of debt built up over the years) is set to increase by 20 percentage points of GDP in the same period.  We are not told what the debt percentage was prior to the recession, but if we assume that the figure was already equal to, or close to, the maximum permitted under the SGP, then it suggests that the debt percentage will have risen from 60% to 80%.  

So, in terms of indebtedness (as distinct from borrowing), the named countries with the exception of Spain, had public sector debts which exceeded the limit set by the SGP.  Britain, remember, is outside the euro so the SGP does not apply but, nevertheless, the government debt exceeds the limit set in the Code on Financial Stability.

As far as borrowing is concerned the four countries each exceeded the limit on borrowing set in the Code and the SGP.  The French public sector borrowed a sum equal to 8.3% of its GDP.  The position was even worse in the other named eurozone countries. 

The British government broke the rules laid down at the start of Labour’s period in office.  Even allowing for the flexibility permitted in the definition of the rules, we can be certain that the rules were breached.  The rules limited borrowing to 3% of GDP but, in 2009, the government borrowed 12.1% of GDP – almost one pound in every eight of national income was lent to the government.  We do not know what the balance between infrastructure investment and current spending was in this borrowing, but it is reasonable to assume that there was a deficit of current spending over current revenue.  We know that the Golden Rule allows for some flexibility in that (apart from investment spending) the balance is over an economic cycle.  This allows for the inevitability of a deficit in recession.  However, at 12.1% it is clear that the deficit will not be brought under control over an economic cycle.  This raises an interesting question: to what extent is this figure, therefore, a reflection of an underlying structural deficit before the banking bail-out, and to what extent is it because of the bail-out?
We can conclude that the UK government has broken its own rule and that the eurozone economies have broken the rules laid down by the SGP.  The next issue to consider is does it matter?
	European Commission and the UK Deficit 
The government’s plans for reducing the budget deficit are not ambitious enough according to a Commission Report published on 17th March.  The report warns that the UK is not on course to cut its deficit in line with EU rules by a deadline of 2015.
These rules say deficits must be below 3% of GDP but the UK’s is expected to hit £178 billion or 12.6% of GDP in 2010.
Ministers (in the current Labour government) insist their plans to halve the deficit in four years are less likely to halt the economic recovery than if more drastic deficit reduction measures are introduced.  These plans announced in the pre Budget report would see the UK’s deficit reduced to 4.7% by 2015 thus missing the EU target.
The Commission’s report suggests that additional fiscal tightening measures (beyond those already planned are needed) if the health of public finances is to be restored within a credible timeframe. 

Shadow Chancellor George Osborne called the report a heavy blow for Gordon Brown’s credibility.  But Chancellor Alistair Darling defended the government’s approach to the deficit, arguing that cutting it too quickly by reducing government spending would risk harming the UK’s emergence from recession.
Adapted from www: news.bbc.co.uk./hi/business/8569418.stm Budget 2010:EU calls for faster UK deficit cuts (16/3/2010) 


Fiscal Prudence or Fiscal Straightjacket?

Introduction

We can be certain that each of the four countries have broken the fiscal rules that apply to their circumstances.  The real question to consider is does it matter?  You should take as your focus of revising the topic the two terms contained in the introduction on page 2 of the stimulus material.  The fiscal rules were intended as guarantees of fiscal prudence and were imposed for sound reasons and, yet, when the going got tough, governments in Britain and elsewhere chose to abandon them.  They would defend their decisions by reference to the severity of the recession, and the need to take extraordinary measures to prevent an even worse downturn.  In other words, the fiscal rules acted as a straightjacket preventing governments doing what was necessary in the circumstances.

A Guarantee of Fiscal Prudence

The UK Fiscal Code was designed to ensure sound public finances in the medium term.  You should be aware that, whereas old style Keynesian demand management focused on the short term, economic policy, since the Monetarist Counter Revolution, focused more on the medium term.  Sound public finances suggest control over government spending, and especially over government borrowing, for the following reasons: 
1. Control the growth of the money supply.  Public sector net cash requirement adds to the money supply since it involves short term borrowing from the financial sector.  Any excessive rise above the increase in physical output is inflationary.  Therefore, to keep inflation down it is necessary to control the extent of government borrowing.
2. Public borrowing adds to the demand for loans and, therefore, pushes up interest rates.  This can be illustrated by a simple supply and demand curve with interest rates on the price axis and demand shifting outwards.  The rise in interest rates will make it more expensive for the private sector to raise money and this acts to crowd out or displace private sector investment.  There is a danger that we have high speed rail links at the expense of investment in manufacturing.
3. Government borrowing creates a liability to pay interest.  Therefore, the high level of government debt will increase interest charges which must be paid for out of subsequent taxation.  Future taxpayers might be prepared to pay high taxes to pay for interest on borrowing for infrastructure development - after all, they are benefiting from this past investment.  They will be less willing to pay higher taxes because governments did not cover past current spending with current revenue.

4. The high level of government debt endangers the country’s triple A credit rating.  If our credit rating is downgraded it will be more difficult and more expensive for the government to borrow in the future, imposing even greater pressure on government spending.

5. The fiscal rule represents a commitment by the government to sound finances.  This commitment is seen as important in terms of reducing inflationary expectations.  If the government maintains a credible and transparent commitment to controlling government borrowing, then it is seen as a demonstration of commitment to tackle inflation.  This will alter inflationary expectations to bring about a change in behaviour (eg among wage negotiators).

These considerations also apply to the SGP, but in the case of the EU there is one important additional factor for imposing the rule – namely harmonisation within the eurozone.  If one eurozone country ran a high deficit and national debt, it would destabilise the euro and the system of interest rate setting by the European Central Bank.  A single interest rate across the eurozone would be difficult and harmful if individual member governments were borrowing large sums of money, thus increasing the demand for money.  The SGP is intended to limit the ability of governments to use fiscal policy to steer their economy.  This is done in the interest of all the members of the eurozone.

	The Greek Deficit

Although all three eurozone countries that feature in the extract have large deficits, it is the Greek deficit that has received the greatest attention.  It was the subject of a crisis meeting of finance ministers in February and March 2010, and there was talk of Greece being expelled from the Euro.  A fine, which is allowable under the SPG, was seen as inappropriate as it would add to Greece’s problems, and it is often pointed out that Germany and France have both broken the rules and have not been fined.  The other finance ministers were reluctant to bail out Greece with loans although, in the end, some guarantee was given (mainly in the hope that mere guarantees would provide a credible response to Greece’s creditor concerns) and solve the problem.  In return, the Greek government imposed a package of measures to deal with the problem.  It included a pensions’ freeze, cuts in public sector pay, an increase in sales tax from 19% to 21%, and a further increase in taxes on luxury goods.  Very recently Greece has threatened to go to the IMF unless credible financial support from fellow-eurozone members was forthcoming.  Greece knows that this outcome would be seen by the EU as deeply humiliating.




A Fiscal Straightjacket

The case put forward by the UK (present Labour) government in defence of their action, is that the severity of the recession was unprecedented in the post Second World Period, and that it started with an unforeseeable crisis in the banking systems.  At one stage it appeared that major high street banks would fail leading to unacceptable chaos in the country.  The government felt obliged to bail out the banks in the interest of the community (even if the reckless action of some of the banks was the immediate cause of the crisis).  Financial assistance to banks added to government borrowing, but eventually those banks will be returned to the private sector and when this happens a large part of the debt will be repaid.

The government also acted in a Keynesian way to stimulate the real economy, and this led to renewed interest in Keynesian Demand Management (Keynesianism is not dead after all!).  The Chancellor reduced VAT, provided financial backing for parts of industry, and established the car scrappage scheme to breathe some life into the depressed car market (as well as removing some high polluting cars from the road).  Without these measures it is possible that the recession would have been even greater and unemployment would have been even higher.

Now that we are emerging from recession interest has switched to the measures needed to reduce the deficit.  We saw earlier that the European Commission has criticised the UK (Labour) government for its unwillingness to reduce the deficit more quickly.  You will be aware that the issue of public sector borrowing and debt is a key issue in the General Election campaign.  The Conservative economics spokesmen favour a rapid reduction in the deficit to get back to the terms laid down in Gordon Brown’s fiscal code.  They believe that, unless we are seen to implement a swift reduction in this deficit, our triple-A credit rating is in danger, interest on our debt will rise, and longer term stability and sustainable growth will be delayed.  The counter argument put forward by the Labour government is that too rapid a reduction in the deficit will require massive cuts in government spending and a rise in VAT, perhaps to 20%, which may tip us back into recession.

The deficit cutting measures will:
· reduce aggregate demand. 

· reduce employment.

· lead to the cancellation of major infrastructure projects.

· jeopardise the future of important services like education and health. 

· and, most important of all, lead to a double dip recession.

Premature cutting of the deficit could plunge the fragile economy into another recession just as we emerge from the recession of 2008/9.

For the countries of the eurozone there is a further defence against the charge that they broke the rules.  Joining the EU single market means relinquishing control over trade policy.  Joining the eurozone means relinquishing control over monetary policy and over the exchange rate.  For these countries, the only lever of control they still possess is fiscal policy.  In spite of the terms of the SGP, the deficit was seen as the only way for member governments to stimulate their economies in the absence of alternatives weapons of policy.

Conclusion 

Clearly, the fiscal rules did prove to be a straightjacket in the severe recession of 2008/9 and, as a result, the four governments each chose to break the rules.  They did so in the interests of jobs and growth (especially at a time when inflation was not likely to be a problem).  Some commentators, who supported the initial measures in the first place, argue that now is the time to bring finances back inside the rules that were laid down for sensible or prudent management.  Yet others might argue that “rules are rules” and should not have been broken in the first place.  After all, the rules include an element of flexibility in terms of achieving balance over the economic cycle.  To what extent were these fiscal rules in the UK and Eurozone defined with this crisis and its particular characteristics in mind?

Extract 3: Fixers and Floaters
Introduction
After reminding us that recession in the UK led to a sharp depreciation in the exchange rate of sterling against other currencies, extract 3 shifts our attention to the impact of the recession on the countries of Central and Eastern Europe that joined the EU in 2004 (two others, namely Bulgaria and Romania, joined in 2007 but they are not covered in this extract).  Each of these eight countries mentioned in the extract elected non communist governments around 1990, and abandoned their links with the former Soviet Union to ally with the west.  At the same time, they embarked on the process of transition to a market economy and by 2004 were judged eligible for entry into the European Union.  Remember the Copenhagen criteria for EU membership requires:

· the existence of a democratic system of government. 

· respect for human rights. 

· a fully functioning market economy.
· a willingness and ability to adopt the acquis communautaire (body of previously enacted EU law).
The eight countries mentioned in the extract are divided into three groups:

· two countries, namely Slovenia and Slovakia, have adopted the euro as their currency (but as no data is provided about the performance of these countries we cannot analyse the impact of the recession on these countries).

· the three countries, namely Poland, the Czech Republic and Hungary, that operated freely floating exchange rates against all other countries, including the euro. 

· the remaining three countries, namely Estonia, Lithuania and Latvia which are collectively known as the Baltic Republics, that had a fixed exchange rate against the euro. 

For a variety of reasons that we will explore later, the recession put downward pressure on the exchange rates of these countries, just as it had put downward pressure on sterling.  The floaters accepted the fall in the exchange rate, whereas the three Baltic Republics were forced to act to keep their currencies pegged against the euro.  We are not told what action was taken by the countries with fixed rates but, in the absence of exchange rate adjustment and unilateral controls over trade, (which would be incompatible with the EU Single Market to which all member state subscribe), the action must have taken the form of domestic deflation.  Again, we will explore consequences of this below.

Interpreting the Data

A Word of Warning
In Figure 3.1 we have data on forecast performance of the six economies concerned.  The so called fixers are the first three countries in the table and the other three countries are the so called floaters.  Before drawing conclusions from the data it should be pointed out that all the figures are forecasts for the year 2009.  They are not figures for what actually happened but figures for what was expected to happen.  Although the data source (the European Commission) is reliable, we are not told when the forecast was made and, therefore, how valid it is.  This point is worth stressing since the remainder of the analysis is based on the assumption that the forecasts are valid.

GDP

The six countries can be compared in terms of the change in GDP over the year.  Five of the six countries were forecast to be in recession over the year.  The extent of the decline in the five economies varies significantly.  Although we cannot draw a complete comparison with the three western European countries shown in Figure 1.1, we can be sure that the decline of the German, French or British economy was nowhere close to the 18% forecasted decline for Lithuania and Latvia.  It is noticeable that the three fixers fared significantly worse in GDP terms than the three floaters.  The fixers suffered a double digit decline, whereas two of the floaters suffered a much less severe decline; indeed one of them grew slightly.  Therefore, it is tempting to see a correlation between the chosen exchange rate regime and the performance of the economies.  
Obviously, it is all very relative – in normal circumstances would any countries with a 6.5% fall in GDP be seen as failing.  But in the unique circumstances of 2009, we are presented with a 4.8% or 6.5% fall as some kind of triumph.  Poland, on the other hand, managed to “buck the trend” to achieve positive growth, albeit modest over the year. 

Negative changes in GDP lie at the heart of the definition of a recession and, therefore, we can be fairly sure that five of the six remained in recession for most of the year (we cannot be absolutely certain of this because of the “two successive quarters” aspect of the definition of a recession).  We can be confident that Poland was expected to emerge from recession before the end of the year.

Unemployment

Alongside the data on GDP data we are given the unemployment rates for the six countries.  We will assume that a common measure of unemployment is being used.  Remember that the unemployment rate is not part of the definition of a recession, but unemployment is a lagging indicator of changes in the cycle.  This means that unemployment can be expected to rise, not as we enter a recession, but after a time lag.  It also means that unemployment remains high (and might actually rise) as we emerge into the recovery phase. 
Once again, any comment we make about the unemployment record is relative.  In absolute terms unemployment is expected to be high in each country but appears much worse in the three countries with fixed exchange rates.  These countries expect to have 1 in 8 or, even, 1 in 6 people in the workforce unemployed.  Unemployment among the floaters is lower, although even here it is high, but at least in line with the expected rates in fully developed EU economies at this time.  One in 10 of the Hungarian workforce is unemployed and even in the Czech Republic it is 1 in 14.  We can suggest that there is a correlation between the exchange rate regime chosen and the rate of unemployment.

Inflation 

Finally, we are given data on the inflation rate in the six countries and here the correlation seems to break down.  The two countries with the best performance in terms of keeping inflation down are Estonia (a fixer) and the Czech Republic (a floater).  Of the remaining four countries there is not a significant difference in their inflation rates.  We can draw the conclusion that there is not a strong correlation between choice of exchange rate regimes and the inflation rate.  It is also tempting to point out that the inflation and unemployment data does not show the negative or inverse correlation that corresponds with the original Phillips Curve.  Estonia, perhaps alone, shows the high unemployment / low inflation combination that is reminiscent of the Phillips curve, whereas other countries, such as Hungary, show high unemployment and relatively high inflation.  We would need to identify country-specific factors to explain these differences.

Correlation and Causation 

Although we have said that the inflation rate does not have any perceivable correlation with the choice of exchange rate regime, we can point to the clear evidence that the “floaters” performed better in terms of GDP and unemployment than did the “fixers”.  There does seem to be a clear correlation, but it is always worth pointing out that the correlation does not prove causation.  In other words, just because the floaters suffered a less severe recession than did the fixers, this does not prove that the floaters suffered a less severe recession because they adopted a floating exchange rate.  We know that there is logic in the argument that there is a causal link between the two, but because B follows A does not prove that A caused B.  It might be a coincidence, or there might be a third factor at work.
It is possible that the distinctive character of the three Baltic Republics might have caused the poor performance relative to the other three countries.  For instance, the Baltic Republics are much smaller than the others, are more cut off from western Europe, and do not share a land border with Germany - the great power house of Europe.  Moreover, unlike the other three countries, the Baltic Republics were not allied to the former Soviet Union but, instead, were part of the Soviet Union and, therefore, encountered more severe transitional problems and their performance was always going to be more fragile.  There might be something that explains the differential performance of the six countries other than exchange rate regime.  But, in the absence of an alternative explanation, let us explore the relationship between the exchange rate regime and economic performance.

The Recession Puts Downward Pressure on the Exchange Rate 

Normally we analyse the determinants of exchange rates in terms of the balance of payments current account.  Exports increase the demand for the currency and imports increase the supply of the currency.  Ordinarily, a downturn in the economy would reduce imports, improve the balance of payments, and cause currency appreciation.  But, in the case of a severe worldwide recession, there would be a cut in export earnings and this could trigger downward pressure on the exchange rate.  Therefore, the overall current account impact on the exchange rate would depend on the relative significance of the import and export changes.

This was not the case with the three Baltic Republics, since we are told that they maintained positive balances on their current account.  What pushed their exchange rates down was not the flow of trade in goods and services but, instead, the actions of financial institutions.  The worldwide financial crisis led to a reduction in the flow of funds to these countries.  This meant that, although the current account was positive, there was a negative balance of payments overall.  The positive balance on trade in goods and services was countered by a negative balance on the capital account.  It was this that started downward pressure on these currencies. 

Then investors started to worry that these countries would abandon the fixed exchange rates, or devalue to fix their rates at a lower level, in order to restore their international competitiveness.  These concerns led to a further drying up of funds and added to the downward pressure on the currency.  If we add in speculative selling of the currencies for short term profit, then there would be severe downward pressure on the currency.

Similar factors might have explained the 30% fall in the value of the Polish zloty, but the only difference is that the Polish government was prepared to allow the exchange to fall, whereas the Estonian, Lithuanian and Latvian governments were committed to maintaining their fixed exchange rates against the euro.  This was probably because of their desire to eventually adopt the euro as their currency.  If this was the case, then the peoples of the Baltic Republics paid a high price during the recession of 2008/9.
Adjustments under a Fixed Exchange Rate Regime

Under a fixed rate regime, downward pressure on the rate must be followed by action to correct the problem.  The exchange rate is no longer an instrument of macroeconomic policy but is a policy target.  This means that, rather than using the exchange rate to correct the problem, the monetary authorities must use other policy weapons to correct the problem whilst maintaining the rate at a fixed level.  This, of course, may undermine the value of these other policy weapons for other purposes. 

EU governments are constrained in terms of what they can do to correct an imbalance.  By joining the EU Single Market there is no longer any question of using import controls to correct any underlying problem.  Consequently, governments are forced to rely on macroeconomic policy weapons to correct the external deficit.  This might take the form of a deflationary fiscal policy (public expenditure cuts and tax rises) or, more likely, deflationary monetary policy in the form of interest rate rises. 

The rise in interest rates will, if high enough, attract an inflow of capital and will stem the outflow.  Unfortunately, there is a high price to pay in terms of the impact on the domestic economy.  The rise in interest rates will:

· discourage borrowing.
· reduce investment.
· reduce consumer spending on big ticket items.
· reduce the post mortgage disposable expenditure.
· reduce aggregate demand. 

· reduce output further. 

· lead to an increase in unemployment.

The whole burden of adjustment falls on the domestic economy and, as a consequence, we see the painful impact of the adjustment in the three fixer countries. 

Adjustment under a Floating Exchange Rate Regime - “Letting the Exchange Rate Take the Strain”

Back in the days of the nationalised British Rail there was a long running advertising campaign based on the slogan “Let the train take the strain”.  We can see floating rates in the same light.  They can be used to take the strain of adjustment rather than inflicting it upon the domestic economy. 

The fall in the exchange rate:

· makes exports cheaper to foreign buyers, thus bringing about an extension of demand for exports.

· makes imports more expensive in the home market, thus reducing demand for imported goods.

· will increase aggregate demand due to the rise in demand for domestically produced goods at home, coupled with a rise in demand for exports.  This can be seen in terms of the equation: AD = C + I + G + (X - M).  
· could contribute to increased inflationary pressure although, in this context, this is clearly less of an issue.

Anything which increases X or reduces M will increase the level of aggregate demand.

The increase in aggregate demand will ensure that GDP either does not fall or, if it does fall, then not as dramatically.

Allowing the exchange rate to take the strain will mitigate some of the consequences of the recession, although it must be pointed out that the conclusion rests on the assumption that foreign demand for the country’s exports, and domestic demand for the country’s goods (in preference to imports) is price elastic.  Although the Marshall Lerner Condition focuses on exchange rate changes and the balance of payments, it is still applicable here.  The improvement only comes about if demand for exports and demand for imports is sufficiently elastic.  The Marshall Lerner Conditions stress the importance of the sum of the elasticities exceeding one.

Conclusion 

In the absence of an alternative explanation, we can conclude that the superior performance of the floaters can be attributed to their chosen exchange rate regime.  The fixers suffered more because of their unwillingness to allow their currencies to depreciate.  When we remember that import controls are not available to individual member states of the EU, the choice facing countries whose exchange rate is falling is either allow it to fall (and take the strain of adjustment), or deflate the economy (and inflict greater misery on the domestic economy).  The floaters took the former action whereas the fixers suffered a larger decline in GDP as well as higher unemployment.
If we take the analysis further we could argue that:

· if sterling had not been allowed to float downwards the recession in the UK might have been even more severe.

· the experience of recession puts back even further any consideration of the UK adopting the euro. 

Extract 4: The Return of Protectionism
Introduction

Extract 4 takes us to yet another aspect of recession in the global economy.  We have now moved from Europe to look at the global economy as a whole, and we are now looking at the consequences in terms of some less than desirable policy responses to recession. 

Given the unprecedented problems in national economies, it is very tempting for governments to seek the solution in terms of policies designed to protect domestic industry against foreign competition.   This temptation to resort to protectionism is strong, both for democratic government, where politicians compete for votes, and authoritarian government, whose politicians know the benefits of populist measures.  Governments consider it their duty to defend domestic industry and jobs for domestic workers, rather than those of other countries.  Protection is seen as a way of solving a national problem by inflicting it upon other countries.

Any temptation to resort to protectionism should be resisted since what is intended as a “beggar my neighbour” policy merely makes beggars of the whole world.  We learned a painful lesson in the 1930s when protectionism and isolationism (especially in the USA) was falsely seen as the solution to national problems.  Protectionism brought about a severe decline in world trade and acted to prolong the Great Depression.  Moreover, the resort to economic nationalism contributed to the aggressive foreign policies of Italy, Germany and Japan and, ultimately, to the horrors of the Second World War.  In 2008/9 some pessimists argued that we were facing an experience equal to the Wall Street Crash and Great Depression.  Let us hope that this is not the case, since the 1929 Crash was followed by years of prolonged economic misery, and then by the most devastating war in human history.  Fortunately, economists from Adam Smith and David Ricardo, to J. M. Keynes and Milton Friedman, have convinced most political leaders and opinion formers of the benefits of free trade, and we have in the World Trade Organisation a global body established to keep trade flowing, free as much as possible from artificial restrictions. 

The wording of the extract suggests that you will be faced with questions relating to:

· the analysis of the various techniques of protection.

· the evaluation of the case for and against protection.

Techniques of Protection 

General

The extract material mentions seven different types of protection: tariffs, quotas, import licenses, subsidies to home producers, artificially low exchange rates, discriminatory public procurement practices, and restrictions on capital flows.  You need to understand how these techniques are designed to work and, in order to aid the analysis, you need to include graphical analysis.

Tariffs
Tariffs are taxes on imports and are designed to raise revenue for the state concerned, and to discourage residents of the country from buying such imports, through artificially raised prices.  Tariffs are superficially attractive in situations where domestic producers face intense competition from imports.  Clearly, tariffs do not prevent imports, they merely provide a disincentive to buy foreign goods and, therefore, an incentive to buy from domestic producers.  As with all measures that involve the use of price to influence consumer behaviour, the effectiveness of the measure depends upon price elasticity of demand.  Hence, if demand is perfectly inelastic the tariff will raise large amounts of revenue but will not reduce the volume of imports.  If demand is very elastic, the tariff will substantially reduce the volume of imports but will be ineffective in raising revenue.

Graphical analysis of tariffs could take the form of the standard graph for the incidence of indirect taxes (ie the leftward shift of the supply curve), but it is advisable to include the graph below; it provides a more useful basis for analysing the welfare implications
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The graph shows domestic supply of the product as a normal upward sloping supply curve.  Because producers are inefficient compared with foreign rivals, this gives an equilibrium price substantially above the price in world markets.  The horizontal world supply (WS) curve is the world supply of the product.  It assumes that an infinite quantity would be supplied at the prevailing world price.  If the world price applied in domestic markets, then domestic producers (the most efficient) would be limited to selling OQ quantity of the product.  At this point, the government offers a tariff to protect domestic producers and, as a result, price rises to the WS + tariff level shown in the diagram.  This makes more of the market available to domestic producers who now supply OQ2 at the new price in the market.  But, there is a price to be paid:

· Buyers are forced to pay a higher price, reducing their welfare.

· The overall (world and domestic) amount supplied to the market contracts from OQ3 to OQ1.

· Efficient foreign producers lose income and, thus, welfare by losing sales in established markets.

· The reduction in quantity and the rise in price reduces consumer surplus by an amount equal to the area in the boxes and triangles A plus B plus C plus D.  Area A represents consumer surplus transferred to producers as producer surplus.  Area C represents consumer surplus transferred to the government as receipts from the tariff.  Areas B and D represent a reduction in consumer surplus that is not picked up by anyone – it is simply a deadweight loss.

Quotas

Quotas are imposed limits on the quantity of a product that is allowed to be imported.  Whereas tariffs make some use of the price mechanism to influence purchases, quotas ignore the price mechanism to restrict the amount of an import that can be bought and sold.  This can be shown as follows: 
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Prior to the introduction of a quota, supply from the rest of the world resulted in a price of p and quantity q.  The quota set at “Quota” raises price to p1 and reduces imports to a maximum of q1.  This permits domestic producers to gain a higher share of the market with sales of domestically produced goods rising from q2 to q1.  Ironically, the foreign producers who do retain a share of the domestic market derive some benefit from the higher price gained, but any gain to domestic producers (in the form of increase in sales and higher price), or foreign producers (in the form of higher price), is at the expense of consumer surplus which contracts. 
Import Licenses 

Import licenses act in a similar way to a quota in that they impose a physical limit on the amount that can be imported.  However, there is one important difference.  When quotas are imposed it is clear from the outset what maximum amount of imports will be allowed into the country.  Licenses imply the need to obtain permission and this suggests an element of discretion.  Permission might be withheld as circumstances change.  In other words, quotas can be seen as a fixed rule approach, whereas licenses are discretionary.  Nevertheless, licenses act to limit the quantity imported, raise prices and reduce consumer surplus.  The uncertainty itself will decrease still further importers’ interest in a market, reducing competition and consumer welfare still further. 
Subsidies to Home Producers

Like tariffs, subsidies make use of the price mechanism to influence customer behaviour.  By subsidising home producers governments seek to enable domestic firms to compete more effectively with foreign rivals, both in home markets and in the export market. 

The graphical analysis of subsidies is shown below.  The subsidy shifts to the supply to the right, ie more is supplied at each price.  This pushes down price and brings about an extension of demand for the product.  As it reduces prices and increases quantity it acts to increase rather than reduce consumer surplus, but this is at the expense of other public sector priorities, or the tax payers’ income.  Moreover, as with other forms of protection, it results in a loss of efficiency, since production moves from the more efficient to a producer who is less efficient.
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With a subsidy, the quantity bought and sold rises from Q to QS, and notice that the price has fallen from P to PS.  Subsidies to home producers can be used to help them compete in home markets.  They can also be used to help them compete in overseas markets.  This practice is known as dumping and is contrary to WTO rules.  It is called “dumping” because it was a practice widely used in the 1930s, whereby one country would seek to eliminate its excess supply of a commodity (eg steel) by dumping it onto overseas markets at artificially low prices.  It may also be used to establish a quick presence in foreign markets, undermine local producers and, even, raise price later.  Notice that the stress is laid on the words “artificially low” prices.  If producers in an emerging market economy can produce more efficiently and at lower prices, then economic logic suggests that they should be allowed to undercut higher cost producers.  But here we are talking about the use of underhand means to reduce prices, thereby going against efficiency in the market. 

Dumping is, therefore, seen as unfair competition which has the effect of exporting unemployment from one country to another.  So, if China is giving subsidies to its domestic producers, it is designed to shift unemployment from China to the countries on to which the subsidised goods are dumped. 

The extract makes reference to 85 cases brought in the first half of 2009, rising to a further 104 cases in the second half of the year.  What the claimants have to demonstrate is that the price charged by the foreign exporter was made artificially low by the actions of the foreign government.  Only then would it be classed as “dumping” and, therefore, as unfair competition.
Artificially Low Exchange Rates 

We know from the analysis of earlier extracts, that a low exchange rate boosts exports.  If the low rate is the result of free market forces, then other countries have nothing to complain about, since this is how the market is supposed to work.  However, the accusation levelled against China by then Senator (now President) Barak Obama, is that China pegs its currency at an artificially low level to steal an advantage over its rivals.  The Chinese are increasing their exports by what is seen as unfair tactics.

Both with subsides and the artificially low exchange rate, we return to the issue of fair and unfair competition.  It is fair if one country’s producers are able to undercut foreign rivals by making efficient use of its resources.  This means that it is fair if one country obtains advantage as a result of low wage labour (although most of us would draw a line at the exploitation of child or slave labour).  But it is not fair if one country is seeking artificial means to steal an advantage over rivals.  

Discriminatory Public Procurement Practices 

This concerns the awarding of government contracts and so it is not a question of trying to influence or coerce domestic private sector customers. Surely a government has the right, like any other customer, to decide from whom it purchases goods and services.  However, as governments are major purchasers of goods and services (and G is a major component in C+I+G+X-M), then discriminatory public procurement practices distort the market.  What’s more, the taxpayer gets poorer value for money.  The extract refers to the “Buy American” provisions in the US fiscal stimulus package.  This was imposed to make the package of measures acceptable to Congress and the American public, which is even more adverse to rises in government spending than even right wing Conservatives in the UK.  But, by “buying American”, the US is limiting access to the American market.  This is harmful, not just to the UK and our EU partners, but also to the developing countries.  It is worth remembering that the EU Single Market prohibits public procurement practices which discriminate against producers in the other 26 member states.

Restrictions on Capital Flows

President Sarkozy’s suggestion of a “strategic” investment fund to fight off foreign takeovers (of Danone) might appeal to economic nationalists who resent the foreign takeover of British icons, such as Cadbury.  Sarkozy seemed to be suggesting that funds should be created to prevent foreign companies acquiring French businesses.  This measure is not a way of controlling trade in goods and services but, instead, a way of limiting ownership of French or EU companies.  So it is not an import control, but a control on capital flows to secure some government influence and protect employment at the expense of the consumer.

Although superficially appealing, it will impede the flow of capital and prevent funds flowing to the places of greatest need.  Moreover, it represents interference in the market and denies shareholders the possibility of deriving the greatest return on their investment.  If the flow of Japanese or American capital is impeded, we might find that EU companies are prevented from buying a controlling interest in American or Japanese companies.

Other Import Controls 

Extract 4 mentions many of the major import controls.  However, the list is not exhaustive since there are a number of well known non-tariff barriers that are not mentioned.  In case the examiners ask what alternative controls could have been used it is advisable to revise the following:

· Voluntary Export Restraint (VER).  Here a foreign producer “voluntarily” agrees to reduce its exports to a particular country.  For instance, there have been times when Japanese car producers agreed to exercise restraint in sales to EU countries.  In case you are thinking that this is not an import control, it is useful to point to the context in which such an “agreement” is made.  In all cases agreeing to voluntary restraint is seen as preferable to compulsory restraint.  In other words, the “agreement” was preceded by considerable arm twisting.  At least the importer can look forward to higher prices and profits, while it continues to “restrain” itself.
· The use of administrative procedures to reduce imports.  The most famous example of this occurred when the French required that all Japanese video equipment had to enter France through the small and undermanned customs at Poitiers.  The intention was to slow up the import of Japanese machines.  Not surprisingly, the Japanese producers cut their exports to the EU.
· The use of product specification, safety and environment laws to reduce imports.  These laws can, and have been, exploited (most noticeably by the Japanese) to restrict imports.  In effect, they are saying that we are willing to import but only if the products concerned reach our standards.  This opens the way to abuse of the law as an underhand import control.  The Germans tried to restrict entry of imported beer in the same way.
The Case for Protection

Although balance suggests that we should look at the case for and against import controls, it should be realised that the tone of the article is hostile to protectionism, and that the balance of opinion amongst “small l” liberal economists is hostile to any interference in the free flow of trade.  From Adam Smith and David Ricardo through to Milton Freidman, economists have opposed import controls.  Even John Maynard Keynes, who favoured interventionist macroeconomic policies, was a convinced supporter of free trade in overseas markets.  Nevertheless, you should be prepared to answer a question on arguments for protectionism even though a question on arguments against is more likely.      

	Arguments for Protectionism
	Counter Argument

	The infant industries argument: Protection is needed to nurture the development of new industries.
	Protection encourages inefficiency and resistance to the removal of protection. 

	To provide protection against dumping: 
Dumping is seen as unfair competition. 
	Dumping, in the form of subsidies to artificially keep prices low, is unfair competition, but retaliation leads to further measures to restrict imports.  Rather than unilateral action, the aggrieved party should seek redress from the WTO.

	To protect sunset industries:  Protection is needed to bring about an orderly decline and to mitigate the consequences of redundancy.
	There is some validity in this argument, but assistance in the form of import controls should be short term.  There is no justification for indefinite support for industries that are inefficient and composed of high cost producers.  Governments could, alternatively, make use of Social / Regional funds to alleviate local problems, and / or encourage new investment.  At least then the consumer would benefit from cheaper imports.

	As a strategy of import substitution industrialisation (ISI): This is an argument used in the developing world.  It is based on the argument that manufacturing in developing industries cannot compete against the producers in more developed countries.
	Protection encourages inefficiency and protects monopolies.  Evidence suggests that many countries (Japan, South Korea) have created a business environment which has encouraged business efficiency and led to the development of world beating products. 

	To improve the balance of payments: Import controls will reduce imports and improve the balance of payments.
	Import controls are also export controls.  Although import controls reduce imports, they also reduce the willingness and ability of foreigners to buy our goods.  

	To protect employment: Import controls save jobs in the domestic industry by reducing imports.
	But they also lead to job losses elsewhere in the world, and in the country’s export industries. 

	The benefits of trade are one sided: 

Comparative advantage theory points to trade being mutually beneficial, but it allows for circumstances in which the benefits are one sided, ie one country gains at the expense of another. 
	There is some validity to this argument especially in relation to developing countries.  But, once again it encourages inefficiency, and vested interests also resist the removal of protection.

	To reduce the impact of recession:
Import controls encourage people to buy domestically produced goods and protects domestic employment.
	Import controls reduce the volume of world trade.  Beggar my neighbour policies make beggars of all. 


The Case against Protection

The case against protection, in all normal circumstances, is based on the principle of comparative advantage.  Specialisation along the line of comparative advantage is seen as mutually beneficial, provided the rate of exchange of goods between the countries concerned is between the two opportunity cost ratios for domestic production.  Therefore, if each country concentrates on those forms of production in which it has a comparative advantage, the resulting trade will benefit both sides.  Obviously, this principle does allow for circumstances in which the benefits of trade are one sided (when the rate of exchange lies outside one or other of the two opportunity cost ratios).  But, in most circumstances, trade based on comparative advantage benefits all.  Protection, by its very nature, seeks to prevent specialisation following the lines of comparative advantage, and results in a welfare loss. 

The arguments against protection in normal circumstances (ie outside a period of recession) all stem from the welfare loss that results due to economic inefficiencies, as countries are not specialising in those products in which they have the lowest opportunity cost.  Import controls:
· increase prices for consumers.

· reduce the quantity that consumers buy.

· reduce consumer surplus.

· prop up the inefficient.

· prop up domestic monopolies and remove the beneficial consequences of competition.
· redistribute income in favour of the protected (ie from consumers to producers).

There are additional factors to consider in the case of global recession.  Import controls:

· lead to retaliation and the competitive raising of tariffs.

· reduce the ability of foreign buyers to buy goods from countries pursuing protectionist measures. 

· act as export controls.  Therefore, although in the short term import controls raise Aggregate Demand, by reducing the import element of C+I+G+X-M, the long term result is to reduce the export element, ie it may render our exports less competitive.

· reduce the volume of world trade.  Note the OECD forecast of a 15% decline in world trade during 2009, and this was the first decline for 15%.

· endanger recovery from recession, thus prolonging and intensifying it.

· jeopardise development in the third world.  Even in the midst of a global recession, the affluent countries of the world should remember that trade is a superior alternative to aid. 
Conclusion 

No apologies are made for what might appear to be an analysis which is biased in favour of free trade rather than protection.  The wording of the extract is critical of protectionism during a recession.  This reflects historical experience (from the 1930s) that protection prolongs a recession, as well as mainstream economic opinion which is decidedly pro free market and anti-protection. 

Policy measures designed to solve national problems at the expense of other countries are not only anti-social, but they are also self defeating.  Sadly, a few adversely affected businesses and their thousands of employees appear to carry more political weight than the millions of domestic consumers who lose out, but only a little individually.

Extract 5: Making Growth and Development Sustainable
Introduction

The end of the global recession towards the end of 2009 coincided with Copenhagen Summit Conference on climate change.  This sought an international agreement on carbon emissions to replace the existing Kyoto Protocol (Treaty) which was agreed in 1997 and is due to expire in 2012.  You might be tempted to think that extract 5 is detached from the rest of the stimulus material, but it is important to appreciate the links between the different elements in the material.  The link between extract 5 and the preceding extracts is that, firstly, there will be a strong correlation between the economic cycle and the rate of increase in carbon emissions and, secondly, some would argue that recovery from a recession is, perhaps, not the best time to impose limits on emissions.  But, environmentalists would argue that the problem of climate change is so important that the world cannot afford to wait for the good times before imposing limits.  Immediate action is required now before the world reaches the tipping point of no return. 

The question of climate change is very controversial with passionate views held on both sides (eg consider the uproar over the leaked emails from the University of East Anglia).  Many, perhaps, even most in the scientific community are convinced that climate change is occurring, and that it is the result of man’s activities, especially in terms of carbon emissions.  Others dispute the notion that the climate is changing because of the activities of man.  Leading climate change sceptics, such as former Chancellor Nigel Lawson, argue that if the world’s climate is changing, it is because of natural reasons and not the result of man’s activities.  Climate change sceptics do not see the need for limits on carbon emission because (a) this is not the cause of the problem and (b) limits on carbon emissions harm the economies of both the developed and the developing world; also there is no consensus about the extent of global warming to be expected (2-6 degrees) and, therefore, its is impossible to judge the extent of adjustment we may need to accept. 

What can the humble Economist add to the discussion on climate change?  Obviously, we cannot make a significant contribution to the science of climate change – we have to leave that to the environmental and climate scientists.  For this exercise we have to go along with the bulk of informed scientific opinion, and accept that man made climate change is happening.  (And, even if you have doubts, surely it is better to play safe and work to reduce emissions rather than watch the problem of climate change cause havoc throughout much of the world).

So Economists are not in a position to argue the case for and against the fact of climate change, but they are in a position to contribute to the debate on the monetary consequences of climate change, and the efficiency of proposed methods of dealing with the problem.  As pollution knows no boundaries, it is a problem for the global economy (hence its inclusion in this unit) and, therefore, limits must be imposed on developing, as well as developed countries.  This then takes us into the issue of equity or fairness in the imposition of limits.

In terms of possible examination topics we need to prepare for questions on the following:
· The likely impact of carbon emission limits on countries emerging from recession.
· The distribution of the burden of carbon emission limits between the developed and developing world.

· Pollution as a market failure.
· The French proposal to impose trade sanctions on countries failing to comply with carbon emission limits.

· The effectiveness and efficiency of the three options specified. 

Limiting Carbon Emissions

Introduction
We are assuming that the science of climate change is robust, and that global warming is caused by man’s activity, especially in terms of carbon emissions.  Given the global nature of the problem, it would be of little use for one country to reduce its global emissions while the rest of the world pumped out carbon at a faster and faster rate.  Indeed, such a country would impose significant economic costs upon itself, while making only a minor contribution to reducing global emissions.  Therefore, it is essential to obtain a worldwide agreement setting limits on carbon emissions.  But the problem is that setting a limit on carbon emissions involves a cost in terms of restrictions on output and, therefore, standard of living.  Many countries, including both rich and poor, are reluctant to reduce carbon emissions if it means a constraint on economic growth.
Environmentalists often argue the case for limits on carbon emissions while ignoring the costs involved in pollution control.  But, for students of Economics, it is essential to accept that there is an opportunity cost involved in pollution control.  So, we have to try and balance the cost of pollution (benefits of pollution control) against the cost of pollution control.  This can be illustrated as follows:

The Optimum Amount of Pollution Control
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The marginal cost to society of pollution control is shown as upward sloping.  In other words, the tighter the screw is turned, the greater the cost in terms of monitoring and in terms of lost production.  The marginal benefit of pollution control is shown as downward sloping, therefore, the greater the control, the lower the marginal benefit to society.  Note that, for both curves, we are talking about social implications.  This aggregates the private cost and benefit to the economic agents directly involved, and also the external cost and benefit to the rest of society.  Economic logic dictates that the optimum amount of pollution control occurs at the point at which marginal social costs (MSC) = marginal social benefit (MSB).  In this case, it is OA amount of pollution control.

Constraint on Growth
What governments, many business leaders and, even, members of the public fear, is that tight controls on carbon emissions will limit the scope for economic growth.  Until now, the main constraints on economic growth have been resource availability and quality, and the rate of investment which, in turn, is determined by savings. 

The carbon emission limits will act as a further constraint, since it reduces the rate at which manufacturing can grow.  Note the percentage cuts (paragraph two) required to ensure that global temperatures were no more than 2% above their pre-industrial levels, are 50% of the 1990 levels by 2050.  For the rich developed nations (which, to date, have been responsible for most of the pollution), it requires an 80% reduction in emissions.  This is designed to balance the additional carbon emissions that will result from industrialisation in the emerging market economies. 

Unless there are significant breakthroughs in the use and efficiency of low carbon technologies, it is difficult to see how the targets can be achieved without restricting growth.  Although the environmental lobby is more concerned with the environment than economic growth, it must be remembered that growth has benefits, particularly for those in less developed countries who have lower standards of living.  Economic growth:

· is the only way to improve living standards in a period of population growth.  Redistribution of income and wealth will not achieve the outcomes desired, and can have a disincentive effect.

· is the only way by which consumers are able to enjoy more of everything.

· permits expansion of the public sector and resulting social benefits without causing contraction in the private sector.

· increases the yield from taxation to pay for vital public services.  Without growth, the government will have to resort to increased taxation and / or borrowing to pay for vital public services.   

· creates employment for the growing population.

The USA has always been reluctant to sign up to binding agreements restricting emissions.  It did not ratify the 1997 Kyoto Agreement and, at Copenhagen, the Americans opposed firm limits.  Even though President Obama is more favourably disposed to controls than his predecessor, George Bush, he still was not willing to make a binding commitment.  And, even if he was willing to give a commitment, there was no guarantee that it would be ratified by the US Congress.  The American attitude (which was replicated in some other countries) was, in part, based on selfishness and, in part, based on a fear that other countries might take advantage of the situation to expand their own manufacturing at the expense of the planet. 

Equity between the Developed and Developing World

One of the great stumbling blocks in all discussions on limiting global emissions concerns fairness or equity between the developed world and the developing world.  It has to be recognised that:

· The developed world is responsible for much of the problem to date, and yet much of the technology used by the emerging economies is highly polluting.
· Many emerging countries have rapidly growing populations and are, therefore, under particularly severe pressure to generate economic growth.   

· As the countries of the third world industrialise, they will considerably add to the total of global emission.

There is also the question of equity with the developing world.  If we assume that China, India, Brazil Russia (the BRIC countries), and other emerging market economies will be major economic superpowers in the future, then their industrialisation will threaten some of their smaller and poorer neighbours.  For instance, the countries that will suffer most from a rise in sea levels are low-lying countries like Bangladesh, which have poor infrastructure and lack the means and expertise to invest in adequate flood prevention.  The countries that will suffer most from the rise in global temperatures will be countries that already have hot, dry climates.

The developing countries are reluctant to reduce their carbon emissions, since it jeopardises their development.  They would point out that it is unfair to expect them to forego development when the problem was created in the developed world.  They would also point out that they cannot afford to invest in low carbon technology.  Note the size of investment required to achieve the targets by investment in low carbon technology.  $I trillion per year is required, according to the International Energy Agency, that is one thousand billion dollars per year.  Of this, almost one half needs to be invested in developing countries.  As they are not in a position to make this investment, then it will require a massive transfer of funds from the developed to the underdeveloped world.  In the fourth paragraph we learn that China called for the developed world to contribute 1% of GDP per year, or $400 billion to the developing world, to subsidise the change to low carbon technology.  Africa alone would demand $67 billion. 

Many people in the developed world might resent transfers on this scale to developing countries, especially to countries such as China whose low wage economy has been a major factor in their attractiveness to manufacturers and their high growth rate.  In essence, people in America and Europe are reluctant to subsidise Chinese investment in low carbon technology if it leads to further decline of manufacturing in the developed world.  And leaders in the emerging economies appear to be saying “Pay up or the planet gets it!”

Meanwhile we need to remember the plight of the poorest countries which are not yet causing the problem, but are the main victims of the problem.

Investment in Low Carbon Technology
We do not have to forego growth and development to combat the problem.  There exists technologies to achieve the high levels of production without the carbon emissions which cause global warming, eg renewable energy sources, electric cars and carbon capture.  To make the switch from the old and dirty methods, requires considerable investment in terms of innovation and equipment.  As with all investment projects it requires the use of money and resources today for a return in the future.  In other words, there is a cost today for some benefit in the future.  But not only do we have to wait for benefit, but also the benefit itself is uncertain.  Investment decision makers always have to compare the known cost today with the expected (and, therefore, uncertain benefit) in the future.  This contributes to the problem of market failure to which we now turn.

Trade Sanctions

France has suggested that countries that do not comply with limits on carbon reduction should face trade sanctions which are designed to limit or, even, prohibit international trade.  The sanction might take the form of an outright ban, or might take the form of the imposition of tariffs and other import controls.  Although superficially attractive, this has to be rejected for two reasons:

· Sanctions rarely work unless applied rigorously, unanimously, and for long periods.  The League of Nations half heartedly applied sanctions against Italy following the invasion of Abyssinia in 1936.  They did not work then and they have never worked very well since.  The reason why they do not work is that there will always be some countries willing to get around sanctions.

· Controls on trade reduce the volume of world trade.  This reduction is harmful to developed countries emerging from a recession.  It is also harmful to developing countries which need trade to flow freely if they are to develop.

Trade sanctions should be rejected in the same way that we reject other controls on trade.

Carbon Emission as a Market Failure

In the reporting of the Copenhagen Summit Conference journalists spoke and wrote in terms of “Britain” agreeing, or “America” not agreeing, to limits on carbon emission.  But this ignores the fact that it was governments that were agreeing or not agreeing to the limits, and yet the pollution damage was being done by countless economic agents, most of whom were private sector firms responding to consumer wants. 

As you will be aware, pollution in its various forms is seen as an external cost inflicted on the community by self-interested firms and consumers.  In a free market economy the decision makers do not take the full social cost of production (internal and external) into account.  Instead, they ignore the external costs eg pollution, noise and congestion.  As a result, a free market does not produce a socially optimum level of production – where allocative efficiency is achieved.  The socially optimum level is achieved where marginal social cost equals marginal social benefit, and resources are most efficiently allocated.

The marginal private cost line (MPC) is the supply curve of a profit maximising private sector firm.  This is because the private sector firm only considers the cost of production in terms of resources hired and used by the producer.  If external costs were taken into account, the supply curve would be derived from the marginal social cost curve (MSC) and, therefore, would be shifted to the left.  The demand curve reflects marginal social benefit to the consumer and, here, we assume that there are no substantial external benefits to non consumers.  In a free market, the producer will supply OA quantity of the product and will inflict external costs onto the community (and planet) corresponding to the vertical distance between MPC and MSC at this quantity.  At this level of production, consumers are not paying the full costs involved, in fact, there is over production of the product, and consumers are undercharged.  The socially optimum level of production is OB.  Notice that this involves a lower level of production, and a higher price to consumers.
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It is for this reason that economists treat pollution as a cause of market failure.  However, there might be other sources of market failure in the case of global warming:
· There is a long period of time before there is a substantial return in terms of reduction in carbon emissions; this provides a further reason for declining to invest.

· There are many people who are not convinced about the severity of the problem and, therefore, the need to act; an example of asymmetric information.

· There is imperfect knowledge about the costs of pollution and pollution control.

Correcting Market Failure

Introduction

So far the analysis has concerned agreements between countries.  Suppose all the countries of the world did agree on limits to carbon emissions, how are the governments of the various countries going to enforce the limits?  After all, it is not the UK government that causes most of the pollution, but it is private sector firms such as British Gas, British Airways, N-power and ICI.  The final paragraph puts forward three strategies by which any limits agreed to by a national government can be enforced within its own boundaries.  It is highly probable that you will face a question on the merits, or otherwise, of each of the three measures.

Regulations 

Regulations impose a physical limit on the amount of pollution (carbon emissions).  In this respect, regulations do not make use of the market but, instead, override the market.  This means that they do not take into account consumer demand for the product and they:
· reduce the quantity supplied to Q1. 

· push up price to P1. 

· reduce consumer surplus.
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We are told that regulation has a role to play where markets do not work, but it is unlikely that they will deliver the reductions that the International Panel on Climate Change are seeking.  In addition, it could be pointed out that by setting an arbitrary limit on emission, it does not take into account consumer demand.  The trend among economists is to prefer a scheme which makes use of (rather than ignores) market forces.
Carbon Pricing 

As the name suggests, carbon pricing does make use of the market by extending property rights over emissions.  The aim is to make the polluter pay, that is to convert external costs into internal costs.  In this way, the external costs will be taken into consideration so that the outcome is one that equates marginal social costs with marginal private costs.  In terms of a graph, this is shown as a leftward shift of the supply curve.
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The result of carbon pricing is once again:
· a reduction in the quantity of goods produced and, therefore, of pollution. 

· a rise in price.
· a reduction in consumer surplus.

However, the advantage of this method over regulation is that it does result in a socially optimum level of production, because it reflects consumer preferences, whereas regulations are set at an arbitrary level.

But how does government ensure that firms internalise the external costs?  One way would be to impose a pollution tax on the “polluter pays principle”, but there is one crucial flaw with a system of green taxes, especially when dealing with an issue like climate change.  Pollution taxes legitimise pollution.  In effect, they tell polluters that it is acceptable to pollute provided you and your customers are willing to pay for cleaning up the damage.  We can be sure that, on the issue of climate change, environmentalists would not accept that firms can pollute provided they pay.

The pollution permit is regarded as a superior alternative, in that it can be used to impose an overall limit and, at the same time, makes use of market forces.  A system of marketable pollution permits, like the EU Emissions Trading Scheme, starts with the distribution of pollution permits.  In early schemes they were given away, but in subsequent schemes they are auctioned off at the highest price.  Possession of a pollution permit allows the holder to pollute, but only up to a maximum level per year.  If the producer is in danger of exceeding the limit, they face a choice: either halt production, or purchase additional permits.  The additional permits are not available from the government, they are only available to purchase from other firms who do not require the full permit.

The advantages of the system are that they:

· are a market based solution.

· make the company responsible pay for the damage.

· impose a cost on consumers in whose name the production is taking place.

· provide an incentive to reduce pollution.  This is done by creating a property right which can be sold on.

· are cost effective and probably self-financing.
· allow for short term changes in the acceptable overall pollution levels through fewer and / or more expensive permits.

The EU scheme was also endorsed as being highly effective by the prestigious Massachusetts Institute of Technology (MIT). 

However, a pollution permit trading scheme is not without its critics.  It still gives right to pollute, although only up to a certain limit.  Moreover, there is a danger that the permits are acquired by existing participants in the market and this blocks the entry of newcomers to the market which, as a result, is less contestable.  If the permits are auctioned, then there is a danger that they will be bought up by large competitors who may find it easier to absorb these extra costs, again making it difficult for newer and smaller firms to break into the market.  Finally, there are administrative costs involved in operating a scheme of tradable pollution permits, not least of which is the monitoring needed to ensure that firms do not exceed the amount permitted.  Also, the regulator of such a scheme may not be able to determine sufficiently accurately the external costs of emitting carbon and, therefore, whatever carbon tax was imposed would seem somewhat arbitrary and, therefore, harder to defend.
Subsidies 
Here we are not referring to subsidising carbon emissions but, instead, subsidies to encourage the adoption of low carbon technology.  There is always a case for subsidies to encourage producers to undertake activity which is seen as socially beneficial, even though it is unprofitable in terms of private profit and loss.  However, we discovered in extract 4 that subsidies, in the form of aid to help domestic producers compete against foreign competition, are seen as dumping.  Therefore, it is important that the subsidies should take the form of incentives to innovate and invest, rather than reduce running costs.  Examples of subsidies to encourage the use of cleaner equipment include the car scrappage scheme, one of whose aims was to rid the roads of older and more polluting cars.  Similar schemes have been applied to the selling of replacement gas boilers and to cavity wall insulation.  In both cases, the aim was to provide an additional incentive for consumers to adopt ways to reduce the burning of fuel for heating. 

The graphical analysis of a producer subsidy should be well known.  The effect of the subsidy is to increase supply, thus shifting the supply curve to the right.  This pushes down price and increases the quantity bought and sold at the equilibrium price.  The subsidy should be set at a level which reflects the external benefit of the use of the superior alternative.

Subsidy to Promote Low Carbon Alternatives
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The subsidy results in an increase in the quantity bought and sold at a lower price.

Bio-fuels

One product whose production has been subsidised is the growing of bio-fuels.  This refers to arable crops which are converted into fuel for energy.  The burning of bio fuels does not generate the emissions that harm the environment.  If this is the case, there is a strong argument for subsidies to encourage the use of bio fuels.
One problem is that we are told that the use of bio-fuels has had little impact on carbon emissions, although whether this is because they are a less than satisfactory substitute, or whether it is because they are not grown in sufficient quantities is not clear.
One thing is clear; production of bio-fuels has shifted resources away from food production towards the production of crops for fuel.  If there was a surplus of food in the world, the shift to bio fuels would benefit the planet as well as providing alternatives sources of income for farmers.  Indeed, the changes in relative prices are likely to prompt such a change in farming activity.  But, in a world of food shortage, the shift of resources to bio-fuels reduces the supply (leftward shift of the supply curve), thus forcing up food prices.  This rise in food prices is particularly harmful to consumers in poorer countries, where diets may already be insufficient, and where a higher proportion income is already spent on food.

The Role of China in the Problems of Carbon Emissions

The last half page of the extract focuses on China and the question of carbon emission.  We know that China is experiencing industrialisation and growth at a very rapid rate.  As a result of its size and rapid growth, it is responsible for a growing proportion of the world’s carbon emissions.  It should be remembered that all countries embarking on the first and rapid phase of industrialisation tend to be guilty of inflicting pollution on the environment.  It is as if the quest for growth and profits makes the decision makers careless about the environmental impact of their actions. 

We are told that, to date, China has resisted cuts in emissions and to be fair to China and other emerging market economies, in their desire to expand their economies they are merely doing what we did during our Industrial Revolution.  Why should China and other developing countries sacrifice their industrialisation to save the planet, when the west has caused most of the problem up to recent decades?

We are told that there has been a change in Chinese attitudes and they are more willing to consider limits on emissions.  This is attributed to a number of factors:
1. There is growing awareness of the environmental impact of the carbon emissions problem within China.  China will not be insulated from the problem of climate change, which is likely to impact upon this vast country in many ways eg floods, desertification, and a rise in sea levels.  Chinese citizens, as they become richer, are becoming increasingly critical of their government’s commitment to protecting the nation’s environment.
2. There is growing awareness of the social problems (in terms of health and life expectancy) of pollution.
3. China has received finance from the affluent countries of the world to encourage them to invest in low carbon manufacture.
4. Low carbon technology provides China with a new market opportunity to exploit.  The Chinese are entrepreneurial and innovative.  They enjoy the advantage of low cost labour.  They have the potential to become world leaders in low carbon technology.

In the final two lines there is a reference to their “political system which allows them to take into account the long term benefits and costs of sustainable growth”.  By their “political system” it is meant the system of authoritarian rule by the Communist Party.  The Chinese have introduced economic reform in the form of market liberalisation, but still retain an authoritarian and undemocratic political system.  Clearly, that means the Chinese government can, and does, override the market to achieve outcomes that are in the long term best interests of the country.  But, the argument found in many textbooks - that externalities are a problem unique to a free market system, and that it is not a problem of command economies - flies in the face of experience.  All the Communist countries experienced pollution equal to and, in many cases, worse than that found in the west.  Undoubtedly, the authoritarian style of rule found in China produces the potential for the adoption of cleaner methods of production, but whether this is converted into reality, depends upon the willingness of the political leaders to do what is in the true interest of the people and the planet.

Finally, the world “sustainable” should be understood in the context in which it is used in extract 5.  Sustainable growth (or development) means growth (or development) which is achievable without endangering the long term well being of the economy or society.  Relentless growth, whilst ignoring the damage to the environment, is not sustainable.  Sooner or later it will come to an end, as we run out of non-renewable resources, and / or cause irrevocable damage to the planet.  Sustainable growth means acting to conserve non renewable resources, and to protect the planet.

Conclusion

Because pollution knows no boundaries, it is essential to obtain a global agreement on the issue of climate change, which many see as the greatest threat to life on this planet.  The problem is that the pursuit of national self interest is an obstacle to gaining an agreement.  Parts of the developing world are industrialising at a rapid rate and, to accommodate the increase in emissions, the developed world is expected to carry a large share of the burden and, at the same time, transfer funds and resources to the developing world to enable them to achieve low carbon growth.  This raises all sorts of questions about equity in sharing the burden of limits on carbon emissions, not to speak of selling these onerous commitments to a possibly sceptical domestic electorate. 

But, even if an international agreement is reached, there is still the question of how national governments achieve these targets when most of the pollution actually occurs in the private sector.  Three strategies are identified in the stimulus material.  The main criticism of regulations is that they ignore the market forces of supply and demand.  Subsidies are useful in encouraging the use of less polluting alternatives.  Carbon pricing, in the form of a tradable permit, is seen as a market based solution to the problem by providing an incentive for clean production methods.

3.
QUESTIONS TO CONSIDER

General 

The focus of the exam is to test your command of the toolkit of economic concepts in a global context.  You will, nevertheless, also be expected to know and understand about European and other international institutions and policies, and their significance for economic policy development, economic progress and wider welfare, in the context of stimulus material.

Before looking at questions based on the stimulus material you should bear in mind the typical structure of assessment which is:

1. Two questions based on knowledge and understanding of economic terms, each worth 4 marks.

2. Two questions requiring economic analysis, each worth 6 marks. 

3. Two questions requiring a commentary supported by economic analysis, each worth 10 marks. 

4. A final question, usually based around the theme of the extracts, or one that integrates the stimulus material, which requires discussion worth 20 marks.

The purpose of the questions below is not to question spot – many are unsuitable as exam questions.   However, they are designed to:

a) Encourage you to study the stimulus material comprehensively.

b) Prompt you to pursue your own lines of research and discovery.

c) Help you identify and, therefore, respond to any shortcomings in your understanding of the concepts.

d) Consider the issues the questions raise from both a macro and a micro economic perspective.

e) Develop your ability to draw on and use the full range of economic concepts to understand, analyse and evaluate economic problems.

f) Present economic solutions backed by sound economic analysis and discussion.

g) Provide you with opportunities to develop higher order skills, necessary to answer examination questions at level 4.
Questions 

Questions Relating to Extract 1: Recession
1. Define the term recession and explain the characteristics common to most recessions.

2. Explain how the characteristics of recession compare with the characteristics of the other stages in the business cycle.
3. Giving examples, explain the difference between a leading, concurrent and lagging indicator of a recession.

4. What indicators would economists identify as representing the green shoots of recovery? 

5. Explain how a reduction in interest rates will stimulate recovery, and under what circumstances they might not.

6. Why were UK policies to stimulate recovery less effective than those pursued in other countries?

7. Why and how do firms reduce their inventories during a recession?

8. Giving explanations, what factors are taken into account by the Monetary Policy Committee when setting interest rates?

9. What are the limitations of interest rate policy during a recession?

10. Analyse the process and consequences of quantitative easing.

11. Analyse the link between interest rates and the exchange rate.

12. Explain the difference between a cyclical deficit and a structural deficit.

13. What is meant by discretionary and non-discretionary increases in public expenditure?

14. Analyse the likely consequences of a reduction in VAT?

15. Explain the term “double dip recession” and analyse its possible causes.

16. What is meant by sterling’s effective exchange rate index?

17. Explain why economic recovery may be fragile.

Questions Relating to Extract 2: Fiscal Rules
1. Explain the nature and purpose of the UK fiscal rules introduced in 1998.

2. Why is it essential for the rules to be (a) credible (b) flexible and (c) transparent?

3. What flexibility was built into the Golden Rule?

4. Why is it considered acceptable to borrow to invest in the infrastructure of the country, but not acceptable to borrow to finance current spending?

5. What are the fiscal rules under the Stability and Growth Pact? How do these compare with those applied in the UK?
6. What is the reason for fiscal rules under the SGP?

7. Analyse the implications of fiscal rules for the conduct of fiscal policy?

8. Why were the rules seen as a fiscal straightjacket?

9. What is the difference between a budget deficit and the national debt?

10. Analyse the forecast economic performance of the four countries whose data is recorded in Figure 2.1.

11. What are the implications for the UK as it enters recovery, of unemployment being a lagging indicator?

12. Explain why it is useful to express the size of the budget deficit as a percentage of GDP.
13. Explain the role of the European Commission generally, and in this context.
Questions Relating to Extract 3: Exchange Rates
1. Explain the difference between adopting the euro and maintaining a fixed exchange rate against the euro, for East European economies.
2. What measures might a government adopt to support a currency in a fixed exchange rate regime?

3. Explain the difference between a fixed exchange rate and a floating exchange rate.

4. Explain the advantages and disadvantages of managing an economy (a) with a fixed exchange rate (b) a floating exchange rate. 

5. Explain how it was possible for the Baltic Republics to experience a balance of payments problem, despite maintaining a positive balance on their current account.

6. Analyse the consequences of investors fearing that the Baltic Republics would abandon the fixed exchange rates.

7. Analyse the likely consequences for Poland of a 30% fall in the value of the zloty.

8. (a) Distinguish between correlation and causation (b) Consider whether correlation proves causation.
9. Analyse the consequences for fiscal and monetary policy of the adoption of a fixed exchange rate. 

10. Explain how foreign direct investment impacts upon an economy.

11. Giving explanations, suggest reasons why the Hungarian economy performed badly, despite the fall in the value of the forint.

12. Why is an understanding of price elasticity of demand essential for any analysis of currency depreciation?

Questions Relating to Extract 4: Protectionism
1. What is meant by economic nationalism?

2. Explain the role of the WTO.

3. Analyse the impact of (a) tariffs (b) quotas.

4. Why are subsidises to home producers prohibited under the WTO?

5. What do you understand by “dumping” when applied to international trade?

6. Why was Obama critical of China’s exchange rate policy?

7. Analyse the consequences to the world economy of the imposition of tariffs against China.

8. Why does Sarkozy wish to “fight off foreign takeovers”? Why would other countries resist this proposal?

9. Why is a 15% reduction in world trade seen as undesirable?

10. Why is China’s current account surplus seen as “not good for the world”?

Questions Relating to Extract 5: Sustainable Growth and Development
1. What is meant by the word “sustainable” in relation to growth and development?

2. Identify and explain the characteristic features of (a) a developed economy (b) a developing economy (c) emerging economy.
3. Why is an international agreement essential to combat the problem of global emissions?

4. Why were developing countries especially reluctant to accept binding limits on emissions?

5. Explain why the rich countries were expected to take a disproportionate share of the cuts in carbon emissions.
6. Evaluate the French proposal to introduce trade sanctions on countries that do not comply with limits on emissions. 

7. What is meant by (a) effectiveness? (b) efficiency?

8. Define a socially optimum level of output. 

9. Why is pollution seen as a market failure? 

10. Analyse the economic efficiency of regulations as a method of controlling emissions.

11. Analyse the efficiency of pollution taxes.

12. Evaluate carbon pricing as a way of reducing emissions.

13. Justify the use of subsidies for low carbon production.

14. Analyse the consequences of the production of bio-fuels on the world food market.

15. Why has China changed its attitude to controls on carbon emissions?

16. Explain why China’s political system allows it to take into account the long term benefits and costs of sustainable growth. 

17. Explain the concept of “government failure”.

18. Explain the role of the World Bank. 

19. Evaluate the “European Emissions Trading Scheme” as a means of managing carbon emissions in an economically efficient way. 

4.
MOCK EXAMINATION PAPER

Time Allowed: 2 hours
1 (a) Distinguish between a cyclical and a structural deficit in government finances.

    (4 marks) 

   (b) With reference to the UK, analyse the consequences of excessive government borrowing.          

    (6 marks)
   (c) Comment on whether the UK fiscal rules are a guarantee of fiscal prudence 

         or a fiscal straightjacket.







   (10 marks)
2 (a) Explain why economists treat climate change as an example of market failure.

    (4 marks) 

   (b) Analyse carbon pricing as a method of reducing carbon emissions.          

    (6 marks)

   (c) Comment on the extent to which China’s “political system” makes the country more

         likely to consider the long term benefits and costs of sustainable growth, within the

         context of pollution.













   





  (10 marks)

3     With reference to the stimulus material, discuss the extent to which the recession of 2008-10
        demonstrates the advantages of a freely floating exchange rate.   

   (20 marks)

5.
MODEL ANSWERS
Foreword

Every effort has been made to provide appropriate answers and mark allocations for the questions posed.  These should, however, be seen as a set of guidelines, not rigid performance criteria.

Answers to questions posed are not exhaustive.  Any valid response should be given due credit.

It should be emphasised that these model answers are intended as an aid to the teacher who must retain full responsibility for checking specification requirements and the final delivery of subject matter to students.  In this context, APT is always available to discuss any aspect of these answers, should the teacher wish to discuss APT’s interpretation.   

Model Answers

1 (a) Distinguish between a cyclical and a structural deficit in government finances.
  [4]
A cyclical deficit on government finances is the result of a period of recession during the economic cycle.  A recession will result in a fall in tax yield, as revenue from many of the major taxes is income induced.  At the same time, expenditure on welfare is inversely related to the state of the economy.  Hence, if unemployment rises there will be an increase in the total amount spent on job seekers allowances and, indeed, other welfare payments associated with unemployment and loss of income.  If we put the two together, then government finances are likely to go into deficit.  As the economy emerges from recession, tax yield rises and welfare expenditure falls, resulting in an improvement in finances as the deficit shrinks.  Over the cycle as a whole, government finances should be in balance. 
A structural deficit results from a decision by government to spend in excess of current revenue.  There are various sound reasons for running a structural deficit, for example, to finance military operations, to invest in infrastructure.  However, it is a principle of sound finance that current expenditure on salaries and benefits should be financed out of current government income.  

Comments re marks:

· Up to 2 marks for definitions of the terms.
· Up to 2 further marks for an answer which makes a distinction between the two types of deficit.

   (b) With reference to the UK, analyse the consequences of excessive government
         borrowing. 









 [6]
Governments borrow when they spend in excess of current income.  In the era of Keynesian demand management, UK governments ran a budget deficit in order to stimulate the economy by raising the level of aggregate demand (C+I+G+X-M).  Cuts in taxation would lead to a rise in the consumption element of aggregate demand and the rise in government spending would increase the government element.  Obviously, if aggregate demand rises above aggregate supply even Keynesians accept that it will cause inflation.
Monetarists are more critical of government borrowing, although the exact nature of the problem depends upon how the deficit is financed.  If the government borrows from the banking system the result will be an increase in money supply, since banks use the newly acquired liquid assets (Treasury Bills) to increase their lending and deposit creation.  
It is central to monetarist theory that a rise in the money supply leads to a rise in prices.  Therefore, government borrowing from the banking sector is seen as inflationary and it was the cause of rapid inflation experienced by the UK in the late 20th century. Moreover, monetarists do not accept that there is a trade off between inflation and unemployment, except in the short run.  The rise in the money supply causes inflation and, although it might bring about a short run reduction in unemployment, the jobless total soon returns to the old level, as wages catch up with rising prices, and workers are priced out of their jobs.

If the government borrows from the non bank sector the consequences will be different.  The increase in the demand for loans will push up interest rates.  This will cause a contraction of private sector demand for loans, thus reducing the volume of private sector investment.  The latter is said to be crowded out by the public sector and was seen as a factor in the loss of competitiveness of UK industry.  As investment is so crucial to economic growth, the danger is that government borrowing will jeopardise long term growth.

However, the deficit in financed borrowing will increase the size of the national debt.  This means an increase in the amount of interest that is payable on the debt.  In future years it will require higher taxes to pay the interest on the debt, thus shifting the burden from the present day to the future tax payers.  If the government borrows from abroad then there will be an additional problem.  Borrowing   from abroad creates a long term liability on the balance of payments.  The need to pay interest on the debt will result in an outflow on the current account. 

Finally, the size of government borrowing during the recent recession has led to concern about possible downgrading of countries’ credit ratings.  This has been seen in the Greek crisis of 2009/10, but also led pessimists in the UK to express concerns about the UK’s credit rating.  A downgrading of the credit rating will make it more difficult and more expensive to borrow in the future.  There will be particular anxiety amongst potential lenders where, as in the case of Greece, larger loans are due for earlier repayment. 

There is no doubt that excessive government borrowing is harmful to the UK economy, although the exact nature of the problem depends upon the method used to finance the deficit, and what the money is being spent on.  It is because of the problems created that the UK government’s Code of Fiscal Stability was introduced.

Comments re marks:

This 6 mark question would be marked in terms of levels of response:

· Level 1: [1-2 marks] for knowledge and understanding of the consequences of excessive government borrowing.
· Level 2: [3-4 marks] for application of knowledge and understanding of the consequences for the UK of excessive government borrowing. 

· Level 3: [5-6 marks] for analysis of the consequences for the UK of excessive government borrowing.
Note:
In levels of response marking you receive a mark in the highest band that you achieve – in other words, make sure in the 6 mark question that you include analysis and, in questions worth 10 or more marks (below) that you also include evaluation in order to gain a mark in the highest mark band.  

It should also be appreciated that to gain an A grade on a question (and even full marks), it is not necessary to produce a perfect answer.  In fact, levels of response marking rewards quality rather than quantity, so what the examiners look for is evidence that you have reached the highest level of skill for the particular question.  This might mean analysis (L3) in this case, or it might mean evaluation (L4) in questions worth 10 or more marks.  Analysis involves breaking a point down and identifying relationships between different pieces of evidence eg cause and effect. Evaluation requires a reasoned judgement. 
   (c) Comment on whether the UK fiscal rules are a guarantee of fiscal prudence 

         or a fiscal straightjacket.






           [10]
The Fiscal Rules represent a commitment by the government to fiscal prudence.  By committing itself to balancing current expenditure and current revenue over the cycle, the government was stating its intention to avoid a mounting public sector debt.  The Golden Rule allowed for borrowing to cover current spending during a recession, provided it was balanced by a surplus during a boom.  The Golden Rule also allowed for borrowing to finance investment in the infrastructure.  It was accepted that the long term nature of public sector investment meant that the cost, like the return, should be spread over a long period.  The sustainable investment rule requires that public sector debt and borrowing be held over the economic cycle at a stable and prudent level.  This meant that national (government) debt be maintained below 40% of national income, and public sector borrowing be held at 2-3% of national income.  The rules were designed to ensure sound public finances in the medium term, whilst allowing for some flexibility over the economic cycle.  Sound public finance is required to ensure a commitment to keeping inflation within the target range.  In addition, a public statement of this commitment is needed to influence inflationary expectations.
The Rules were a guarantee of prudence.  But, this then begs the question – why the UK government broke its own rules during the recession of 2008-10?  Although its political opponents criticise the Brown government for breaking its own rules, it should be pointed out that other governments within the eurozone broke the equivalent rules.  It was not just Portugal, Ireland, Italy, Greece and Spain (known disparagingly as the PIIGS) that broke the rules, so too did France (shown in Fig 2.1) and Germany.  The simple answer to the question why were the rules broken was that the rules were seen as a straightjacket which prevented governments taking action to combat the longest and deepest recession in recent history.  In short, they were not designed to accommodate the demands of the profound and unforeseen economic difficulties of recent years.
The recession started with the credit crunch – a financial crisis that threatened to bring down major high street banks.  Both the Labour government in the UK and the Republican government in USA acted to bail out banks.  The aim was to avoid the chaos that would have resulted from banking collapse.  In doing this the policy makers were aware of the way in which the banking crisis in the USA led to a drastic decline in the money supply and, therefore, a depression from which the world did not recover until the start of the Second World War.  Although much of the government borrowing was designed to bail out banks, it should be remembered that the banks in which the government took a large stake (RBS and Lloyds) will eventually be returned to full private ownership, and when this occurs money will be returned to the Treasury and significant government borrowing can be paid back.  Hence, interest charges will be correspondingly reduced.
The Rules on fiscal prudence effectively ruled out the use of Keynesian Demand Management based on the use of the fiscal policy weapon and, during the recession, there was a revival in interest in Keynesian fiscal policy.  This was because the preferred weapon of monetary policy (cuts in interest rates) seemed especially inappropriate in the circumstances.  The banking crisis meant that banks were reluctant to grant loans – they had moved from reckless lending to ultra cautious lending.  Also, the deep recession meant that the demand for loans fell as investment and consumer spending fell.
The revival of Keynesian fiscal policy took the form of cuts in taxation (eg the temporary reduction in VAT) and increased government spending on key industries (eg the motor industry).  Here, the aim was to increase aggregate demand to increase spending, production and jobs.  The depressed nature of demand, coupled with the existence of spare capacity, meant that the government and Bank of England did not, at least, have to worry about demand pull inflation.  Freed from the worry about inflation getting out of hand, the authorities chose to focus on using fiscal policy to stimulate the economy, even though this meant abandonment of the Fiscal Rules.  

In conclusion, the rules were designed to ensure fiscal prudence, but the unprecedented nature of the problem faced by the government during the recession of 2008-10, required the government to break its own rules, in order to reduce the severity (and, thus, negative consequences) of the recession.  The guarantee of fiscal prudence was important, especially in terms of combating inflation, but inflation was not the problem in 2008-9.  Instead, it was the severe downturn in economic activity brought on by an unprecedented crisis in banking.  At this point, the rules were a straightjacket and the government chose to temporarily abandon the rules to deal with the crisis.  

Comments re marks:

This question would use a levels of response type of mark scheme which would run up to level 4 (evaluation) as shown below, and so it is necessary to add in a judgement or conclusion based on reasoning.  

· L1: [1 mark] for knowledge and understanding of the UK fiscal rules.
· L2: [2-3 marks] for application of knowledge and critical understanding of the UK fiscal rules either as a guarantee of fiscal prudence or as a fiscal straightjacket.
· L3: [4-6 marks] for an analysis of the UK fiscal rules either as a guarantee of fiscal prudence and / or a fiscal straightjacket.
· L4: [7-10 marks) for a commentary on the UK fiscal rules with a reasoned judgement as to whether the fiscal rules are a guarantee of fiscal prudence or a fiscal straightjacket. 


Always make sure in a question asking you to “comment on” something that you add a clear conclusion.  But, your conclusion must be backed by reasoning if it is to be regarded as reaching L4 (securing 7 – 10 marks).  You should also appreciate that you only have to hit L3 once in an answer to get a L3 mark.  A second, or subsequent, hitting of L3 will raise your mark within the band.  Better than bringing in more L3 comments is the inclusion of an evaluative comment which pushes you into the L4 mark band.  Once again, one hitting of L4 secures a mark in the top band.  But you must back up your conclusion with a reason.

2 (a) Explain why economists treat climate change as an example of market failure.
[4]
Market failure occurs when the allocation of resources is less economically efficient than it might be.  
One cause of market failure is the existence of external costs and external benefits, which are not taken into account by profit seeking private enterprise firms and utility seeking consumers.  One such external cost is pollution in the form of carbon emissions, which people believe is the cause of climate change.  
Pollution, in all its various forms, is an external cost which should be (but, nevertheless, is not) taken into account by self interested decision makers.  As a result, the outcome of the market is that the marginal social (private and external) cost of production exceeds the marginal (private and external) benefits from production.  This represents an inefficient allocation of resources and is, therefore, classed as a market failure.  In the case of climate change, which is caused by carbon emissions, the market mechanism does not lead to a reduction in emissions, and this is said to be endangering the future of life on the planet.  This is clearly an extreme market failure.

Comments re marks:

· Up to 2 marks for knowledge and understanding of market failure. 

· Up to 2 further marks for explanation in the context of climate change.

   (b) Analyse carbon pricing as a method of reducing carbon emissions.
[6]
If the market fails to solve the problem of carbon emissions there is a need for governmental and inter-governmental action to solve the problem.  As “pollution knows no boundaries” it is essential to get an international agreement on limiting carbon emissions.  The Copenhagen summit had only limited success, but it is essential that the countries of the world continue to work for an agreement.  However, if governments agree on what is to be done, there is still the problem of securing action from the private enterprise firms that cause the carbon emissions and, indeed, their customers who are, ultimately, responsible. 
The preferred option to reduce carbon emissions is carbon pricing – or tradable pollution permits.  This makes use of the market mechanism although, unlike taxes, it imposes an upper limit on emissions.  It starts with the distribution of pollution or emissions permits up to this upper limit.  In some schemes the permits are given away; if preferred they can be auctioned off at the highest prices.  The possession of a permit allows the holder to pollute up to a specified level.  This provides a clear incentive for the private enterprise firm to adopt less polluting methods of production to stay within the limit or, indeed, to be more productively efficient to accommodate this extra cost.  It is possible to exceed the original limit if the firm concerned buys additional permits, which obviously adds to the cost of production and will be taken into account in decision making on price and quantity.  In this sense, the purchase of a permit internalises an external cost to ensure that the market equilibrium price and output better reflects social costs and benefits and, thereby, represents a better allocation of resources.

There is another way in which the permit system encourages low emissions.  Business organisations which use low carbon technology and do not use the whole of the permit, are able to sell their unused permits to other firms.  The permit, therefore, gives property rights and this is seen as bringing about a socially optimum level of production.  The Emissions Trading Scheme referred to in extract 5 is, in fact, credited with reducing emissions by 2-5%.

However, these schemes are not without their costs.  Firstly, there are the administrative costs involved in monitoring the scheme.  Secondly, there is a danger that larger firms will be better placed to acquire permits and, thus, limit entry into the market.  Despite these problems, a system of marketable emissions permits is seen as the best solution to the problem.  It imposes an upper limit, but creates a market in a new property right (the permits).  It is seen as both effective and efficient in tackling the problem.
Comments re marks:

This 6 mark question would be marked in terms of levels of response:

· Level 1: [1-2 marks] for knowledge and understanding of carbon pricing. 
· Level 2: [3-4 marks] for application of knowledge and critical understanding of carbon pricing as a method of reducing carbon emissions.
· Level 3: [5-6 marks] for an analysis of carbon pricing as a method of reducing carbon emissions. 

   (c) Comment on the extent to which China’s “political system” makes the country
        more likely to consider the long term benefits and costs of sustainable growth,

        within the context of pollution.





           [10]
Before looking at China’s economic and political system it is necessary to define the term sustainable growth.  

Economic growth is measured in terms of a rise in real GDP ie a rise in the physical quantity of goods and services produced within an economy over the course of a year.  In the stimulus material (question) the word “growth” is qualified by the adjective “sustainable” and this also needs to be defined.  

Sustainable growth is growth than can be sustained into the long term future.  In the past, economists talked about sustainable growth in terms of growth that did not produce macroeconomic problems such as inflation and a balance of payments deficit.  In the context of the environmental movement and the stimulus material, the term sustainable growth is used to mean growth that does not harm the environment to the extent that it causes irreversible damage to the future of life on earth.  In the pursuit of rapid growth and development there is a danger that businesses (and governments) focus on the short term, but neglect the long term.  They are so keen to increase output that they neglect the harm that is being done to the environment.  The major question facing us is how to achieve growth without causing irreversible harm to the planet.

Pollution, including emissions, is regarded as an external cost inflicted on society by self interested business organisations.  Because of the profit motive, they are concerned with private costs and private benefits, rather than the full social costs and benefits of their activities (which is, or should be, the concern of governments).  Social costs are an aggregate of private and external costs, and social benefits an aggregate of private and external benefits.  The socially optimum level of production is where marginal social costs equal marginal social benefits, but this is not the same as the profit maximising level of output, at which marginal private costs equal marginal private benefits.  This is the essence of the problem of market failure.  

Private enterprise firms are also generally more concerned with costs and benefits (in particular, profit) in the short to medium term.  The problem of global warming is not a short term problem, but a problem that will become acute in the middle of the century.  Private entrepreneurs might, therefore, be reluctant to consider the long term, arguing that “what have future generations done for me”.

The problem of carbon emissions is a global problem and, therefore, requires an international agreement on the limitation of emissions.  Once the international agreement is reached then national governments need to devise ways of ensuring that their firms (that contribute to the problem) comply with the agreed limits.  
China has been ruled by the Communist Party for over 60 years but, in recent decades, the Chinese government has allowed private enterprise to develop.  It now has a thriving capitalist economy, but an authoritarian form of government.  Extract 5 suggests that the Chinese political system allows it to take into account the long term benefits and costs of sustainable growth (in the context of pollution).  What we will argue here, however, is that China’s political system does not necessarily make it more likely than other (western) governments to take into account the long term benefits and costs of sustainable growth (and, in this case, the need to reduce carbon emissions), but that if the political leaders within China accept the need to take action, then the Chinese political system is better equipped to deal with the problem of pollution.   

Whereas private enterprise firms are concerned with profit in the short to medium term, governments in general should be interested in the long term welfare of a country and its people.  In this sense, the Chinese government is not, and should not, necessarily be any different to western governments.  We should, in fact, bear in mind that pollution is not a problem that is exclusive to a free market system.  Some of the worst cases of pollution actually occurred in communist states including China – suggesting that the long term costs and benefits of sustainable growth were not previously taken into account in this country.  

Where China does differ is that the Chinese economy is controlled by the government to an extent unknown in the west.  Therefore, if China’s political leaders do decide to consider the long term consequences of action, in this case, pollution, China’s political system is more able than the west to impose regulation on its private enterprise firms to reduce emissions.  It is, therefore, fortunate that the Chinese attitude to controlling emissions has changed in recent decades.  Regulation is one way of combating the problem of emissions.  In the west, the problem of pollution is tackled by a variety of measures that tend to make use of the market to punish polluters (pollution taxes), or reward those who use less polluting alternatives.  There is a reluctance to impose physical limits by means of regulation.  In fact, some of the alternatives legitimise pollution, so long as the polluter is prepared to pay for the clean up.  Environmentalists would argue that the problem of global warming is so serious that we cannot allow emission levels to be exceeded, no matter how much the polluter is willing to pay.  Only regulations impose a firm limit on emissions.  

From this we can draw an overall conclusion:  Authoritarian or planned systems, where ultimatum governments decide what, how, and for whom production occurs, have the potential to produce a socially optimum outcome, but experience shows that this does not always occur.  In a planned economy what is produced (as well as how and for whom) is determined by the political leaders’ perception of what the community wants.  This is very rarely the same as what the community really wants.  It is for this reason that we should be sceptical about the statement at the end of extract 5.  China’s political system is not necessarily more likely to make the country take into account the long term benefits and costs of sustainable growth.  It is, however, better equipped at addressing the problem of pollution should it choose to do so.     

Comments re marks:

This question would use a levels of response type of mark scheme which would run up to level 4 (evaluation) as shown below, and so it is necessary to add in a judgement or conclusion based on reasoning.  

· L1: [1 mark] for knowledge and understanding of how political systems might affect a country’s willingness and ability to consider the long term benefits and costs of sustainable growth / address the problem of pollution.

· L2: [2-3 marks] for application of knowledge and understanding of China’s political system and how this might affect the country’s willingness and ability to consider the long term benefits and costs of sustainable growth / address the problem of pollution.

· L3: [4-6 marks] for an analysis of how China’s political system might affect the country’s willingness and ability to consider the long term benefits and costs of sustainable growth / address the problem of pollution.
· L4: [7-10 marks] for a commentary on the extent to which China’s political system makes the country more likely to consider the long term benefits and costs of sustainable growth / address the problem of pollution. 


3     With reference to the stimulus material, discuss the extent to which the recession
       of 2008-10 demonstrates the advantages of a freely floating exchange rate.      [20]
By a freely floating exchange rate we mean one which is set by the market forces of supply and demand alone, with no interference from the monetary authorities.  The UK has floated freely since 1992, and we can see from extract 3 that some of the new EU states from Eastern Europe have used a regime of floating exchange rates, whereas as others peg their currency to the euro. 
So what are the benefits of free floating?

Firstly, by freely floating the government retains control over its own fiscal and monetary policy.  Any alternative to freely floating means that the government concerned relinquishes some control of the other levers of economic policy.  Not only does the fixing of the currency eliminate an independent monetary policy, it also constrains fiscal policy.  In the case of a fixed rate (eg that used in the Baltic States) where the rate is pegged to the euro, interest rate policy is used to achieve a target exchange rate.  
If we moved from a fixed rate to a common currency (ie in the eurozone) then not only do individual states give up their own monetary policy, but they also have to accept constraints on fiscal policy.  A feature of eurozone membership is the Stability and Growth Pact, which is designed to ensure that members keep in line in terms of public sector borrowing and debt.  Members are required to keep their national debt below 60% of national income, and their budget deficits to under 3% of national income.  It could be argued that this is similar to the Code for Fiscal Stability adopted by the UK government.  However, the UK code was self imposed and, unlike the SGP, there is no question of an internationally imposed fine for breaking it.  By not adopting the euro, the UK retains greater discretion over fiscal and monetary policy.

Secondly, by floating, the exchange rate takes the strain of adjustment.  In the UK’s case, the pound floated downwards against the euro and the dollar.  This reduced the price of British goods abroad and, thus, boosted demand.  This meant that demand for British goods did not fall as much as it might have done.  In addition, the fall in the pound increased the price of imports into Britain and, therefore, reduced the volume.  In terms of aggregate demand analysis, the downward float increased X and reduced M, both of which contributed to increased aggregate demand for British goods.

If we look at the evidence presented in extract 3, the three fixers performed less well during the recession than the three floaters.  The fixers suffered a more severe decline in GDP and a higher rate of unemployment than did the floaters.  The fixers were the three Baltic States and they suffered an average decline of nearly 17%.  At the same time, they all experienced unemployment of more than one person in 8 in the workforce.  This was considerably worse than the decline and unemployment experienced in the three floaters.

We know that correlation does not prove causation, but it is reasonable to assume that the floaters performed better because they floated freely, and that their market-determined exchange rate reflected the economic fundamentals of competitiveness and confidence in the management of macroeconomic environment, over which they had far more control.  By allowing the exchange rate to adjust to the situation, they were able to withstand the recession better.  Consider the performance of Poland.  The value of the zloty fell by 30%, thus boosting exports and reducing imports.  As a result, Poland’s GDP rose by only 1.2% over the year and unemployment was only 8.4%.  Admittedly, inflation was at 3.9%, and this might have been the result of the rising cost of imports but, overall, the Polish economy fared better than the others in table 3.1, and also better than the western EU members shown in table 2.1.  We must assume that the fall in the zloty played a major role in the performance of Poland. 

As far as the UK is concerned, we know that it suffered a more severe and longer recession than its EU partners, and this was despite the fact that it is a floater.  Nevertheless, Figure 2.1 points to the fact that Britain suffered less unemployment than the other countries.  It might also be argued that we might have fared even worse had we not had a freely floating exchange rate, which took some of the strain. 

So, even the UK case can be used to support the argument that free floating was beneficial in the recent recession.  The basis of the case for free floating is that it enables countries to retain control of their fiscal and monetary policy (rather than having to use these policies to support the exchange rate), and floating means that the exchange rate takes the strain of adjustment. 
Comments re marks:

A 20 mark question, such as this, is likely to be marked using the following levels of response bands:

· L1: [1-2 marks] for knowledge and understanding of the advantages of a freely floating exchange rate.

· L2: [3-4 marks] for application of knowledge and critical understanding of the advantages, or otherwise, of a freely floating exchange rate during a recession.

· L3: [5-11 marks] for an analysis of a freely floating exchange rate in the context of the recession of 2008-10.
· L4: [12-20 marks] for a discussion that includes a judgement of the extent to which the recession of 2008-10 demonstrated the advantages, or otherwise, of a freely floating exchange rate. 
6.
REVISION & EXAMINATION TECHNIQUE

Preparing for the Examination

1. Thoroughly revise all aspects of the specification but with particular emphasis on the topic areas identified at the start of the analysis.

2. Familiarise yourself with all aspects of the stimulus material, including the introduction.

3. Develop an understanding of the connections between the different Extracts that make up the stimulus material 

4. Identify and understand with confidence the economic principles and analysis underlying the stimulus material. This includes complete familiarisation with all the diagrams which you may need to support your answers. 

5. Know the number and structure of questions and time limit.  (Refer to specimen / past papers).  Total time allowed: 2 hours.  Total marks available: 60.  Usually 7 compulsory questions drawing upon the pre-issued stimulus material.   
6. Know how you are to be assessed.  Ensure full familiarity with the levels of response mark scheme and the difference between knowledge, application, analysis and evaluation.
7. Practice doing questions in a set time limit.  This is absolutely essential.  Many candidates have the knowledge and ability to secure high grades but fail due to lack of time.  DO NOT let this happen to you – PRACTICE MAKES PERFECT!

 During the Examination

1. Read through the entire question paper at least twice.

2. With questions worth 10 or more marks allow at least 3-4 minutes to plan.  Planning will help to keep your answers to the point, logical, and will help you to prioritise - all essential to secure high grades (refer to point 4 below).

3. Answer the question you find the easiest first.  (This will help to build your confidence).

4. When answering questions (particularly those carrying high marks):

a. Brainstorm the relevant points and write these down in rough in the form of a spider diagram directly on your question paper. (The examiner will review any rough notes made if you run out of time).

b. Prioritise the order in which the above points will be discussed.  Write a number next to each point in the order you intend to discuss them.  The order should reflect their relative importance, and degree of analysis needed.

c. Introduce your answer - explain how you intend to answer the question, show that you have understood the question (2 to 3 sentences max).

d. There are no marks for repeating what is in the stimulus material.  Quote from it, if helpful, and, of course, use it to develop your personal response.
e. Discuss the points you wish to raise.  Include the possible advantages or disadvantages and/or the implications/impact/effect of current/proposed economic activities/your suggestions.  Try to conclude each question by stating what is particularly important/relevant/pertinent/the most appropriate option and why.  Consider the short-term and long-term wherever possible.  

f. Be ready to make assumptions, if this facilitates analysis and evaluation.  This will help to demonstrate your depth of understanding, as well as make it easier for you to explore issues fully.

g. Relate all answers to the question set. (Many candidates, once they start writing, stray from the original question and this wastes valuable time, as well as representing effort without reward).
5. Keep within the time allowed – if you start to run over time on one question stop and come back to it at the end.  (Candidates usually gain the most marks in the first part of their answer).

6. Regularly read through your work (not just at the end) to check all points makes sense and directly relate to the question set, and to check for spelling, punctuation and grammatical areas.  

BEST OF LUCK, BUT REMEMBER - FAIL TO PREPARE, PREPARE TO FAIL!
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Regulation limits quantity and raises price





A subsidy reduces price and increases quantity
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