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Edexcel A2 Economics

6 Public finance, macroeconomic policies, and poverty and inequality

Essay questions

1
(a)
Causes could include:

· education

· skills and training

· experience/age

· type of employment

· ownership of assets

· inheritance

· pension rights


Your answer must relate to a specific country otherwise there will be a mark cap.


Evaluative points include:

· prioritising factors

· the significance of each factor

· the level and quality of education, e.g. degree, subject, class

· pension rights, e.g. final salary schemes

· comments on factors affecting wealth inequality and income inequality

· conclusion
[20]

(b)
Effects include:

· increased incentive to work: could be analysed using income and substitution effects

· tax revenues: use Laffer curve analysis

· less tax evasion (illegal) 

· less tax avoidance (legal), fewer tax exiles

· distribution of income: less even, analysis of progressive taxation

· impact on AD and AS



Evaluation could include:

· the extent of the incentive effects of reducing the tax rate from 50% to 45%

· the impact on tax revenues depends on the number of people affected and on the incentive effects

· the extent of tax evasion

· the significance of the impact on different sectors of the economy, e.g. on financial services

· the impact on income distribution might be offset by other factors, e.g. a decrease in unemployment

[30]
2
(a)
National debts have been rising because countries have large fiscal deficits which have been caused by:

· the global recession leading to rising unemployment which leads to falling income tax and VAT receipts and increased expenditure on unemployment benefits

· falling consumer spending which leads to falling profits, business failure and lower revenue from corporate taxes

· a decrease in employment/rising inactivity rates, e.g. more people in higher education

· fiscal stimuli to prevent recessions turning into depressions

· the financial crisis resulting in the need for bank bailouts

· the rising cost of state pensions and benefits

· a rise in risk premiums on some countries’ debt



Your answer must relate to a specific country otherwise there will be a mark cap.



Evaluative factors include:

· some countries had increasing national debts before the financial crisis

· comments on the magnitude of the rise in the national debt

· comments on the implications for servicing the national debt

· prioritising factors

· the significance of each factor
[20]

(b)
The effects of tax increases as opposed to cutting public expenditure include:

· disincentive to work: this could be analysed using income and substitution effects

· a reduced danger of crowding out

· a reduced possibility of government failure

· according to some economists, the size of the public sector is already too large, leading to waste and inefficiency

· low productivity in the public sector

· raising taxes could reduce tax revenues: use Laffer curve analysis

· there is less likelihood of tax avoidance and tax evasion

· the impact of cutting public expenditure may be more certain than raising taxes



Evaluative points include:

· job losses from cutting public expenditure might be more expensive than raising taxes — tax rises might be offset by dis-saving by consumers to maintain living standards

· a reduction in both the quantity and quality of public services

· income distribution might become more uneven than if progressive taxes were increased

· a reduction in productive capacity in the long run if investment is cut

· the impact depends on the areas in which public expenditure is being cut

· there is a danger that public expenditure cuts might cause a double-dip recession and cause the fiscal deficit to increase
[30]
Data response questions

3
(a)
Your answer should include:
· definitions of ‘budget deficit’ and national ‘debt’

· the effect that an increase in the budget deficit is likely to cause the country’s national debt to increase

· a country reference, e.g. UK, Greece
[5] 


(b)
There will be an increase in the fiscal deficit because there will be an increase in unemployment which leads to increased expenditure on social benefits and lower tax revenues from income tax, national insurance contributions, VAT and corporation tax. 
In turn, the higher budget deficits will lead to an increase in the national debt. Include an example and/or data reference in your answer.
[8]

(c)
Factors include:

· the higher unit labour costs in the peripheral Eurozone countries resulting in a loss in competitiveness

· the austerity measures which have caused a fall in growth in some countries

· higher productivity in Germany compared with other Eurozone countries

· German goods have reputation for high quality and reliability

· Germany has developed export markets outside the Eurozone which are enjoying economic growth



Evaluative points include: 

· prioritising the factors, e.g. the significance of labour costs 

· the situation could change in the future as other countries reduce their labour costs and become more competitive

· the Eurozone crisis may be resolved, enabling other Eurozone countries to increase their growth rates

[10]

(d)
Policies include:
· labour market reforms, e.g. making it easier to hire and fire workers, increasing the retirement age, reducing minimum wages, reducing unemployment benefits 

· cuts in wages, e.g. of public-sector workers

· measures to increase productivity, e.g. training and education, investment allowances 

· measures to increase competitiveness in the product market, e.g. further privatisations 

· measures to increase incentives for FDI, e.g. a decrease in corporation tax 

· countries could leave the euro so allowing currency depreciation 



Evaluative points include:

· there is a danger of worker exploitation, increased inequality: some countries like the UK are already very flexible

· wage cuts to some workers could increase inequality

· it is difficult to finance training and investment when budget deficits have to be cut 

· most countries have exhausted the potential industries to be privatised 

· if confidence is low, foreign investment is unlikely to take place

· currency depreciation could lead to cost–push inflation, reducing any gains in competitiveness
[12] 


(e)
Stimulus packages enable countries to emerge from recession. Higher growth will improve the public finances because: 

· lower taxes might have incentive effects, causing a rise in tax revenues

· stimulus measures may result in a decrease in unemployment 

· inequality may decrease if means-tested benefits are increased

· the maintenance/improvement in the quality of public services could lead to an increase in productivity 



Evaluation: stimulus packages are likely to increase the budget deficit, at least in the short run, which may lead to:
· a loss of confidence in purchasers of government bonds (which could result in higher bond yields) 
· an increasing national debt which in turn leads to higher debt-servicing payments so the government would have less money to spend on public services 
· crowding out 
· possible inflationary consequences from persistent and high deficits

· high debt which increases the risk premium on government bonds, increasing its financing costs
[15] 
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