1. Using the data in Extract 1 compare the relative GDP performance of:

Ireland and Czech Republic &
Ireland and UK
[6]
 
Remember you should not seek to explain the data rather you should endeavour to compare and quantify.
 
If the candidate only examines one of the comparisons in the question (e.g. Ireland/Czech Republic or Ireland UK) the maximum they can score is 4/6.
 
Ireland versus Czech Republic
 
·         Ireland’s national average GDP is higher than the Czech Republic’s by around 70 points. The Czech republic has an average GDP per capita less than the EU25 average. Ireland has a GDP average greater than the EU25 average.
 
·         Praha (the Czech Republic region with the highest GDP per capita) outperforms Southern and Eastern (the Irish region with the highest GDP per capita) by 5 points.
 
·         Ireland has a smaller spread of inequality between regions, 50 points in comparison to the Czech Republic, 100 points.
 
 
Ireland versus UK
 
·         Ireland’s national average GDP is higher than the UK’s by around 15 points. Both countries have national averages greater than the EU25 average.
 
·         Inner London (the UK region with the highest GDP per capita) outperforms Southern and Eastern (the Irish region with the highest GDP per capita) by 130 points.
 
·         Ireland has a much smaller spread of inequality between regions, 50 points, in comparison to the UK, 200 points.
 
 
2. Analyse the main economic reasons behind EU regional policy (Extract 1 and 3)
[9]
 
A good starting point would be to state that the principle objective of EU regional is to create the conditions throughout the EU for balanced and sustainable economic growth. Draw reference to the data in Extract 3.
 
The main economic reasons for EU regional policy are on the grounds of:
 
·         Equity and Fairness: treating each region on the basis of a fair assessment of their economic and social needs.
 
·         Economic Efficiency: a more balanced regional economy in Europe would actually help to promote improvements in employment opportunities, rising incomes, greater trade within and between regions and a faster rate of long run growth.
 
·         Minimising wastage of labour: reducing the deadweight loss of resources that comes from high and persistent unemployment.
 
·         Imbalanced growth: avoiding the bottleneck that arises from fast growth is some regions.
 
·         Environmental perspective: balanced growth between the regions I likely to be more sustainable in the long run in terms of its impact on the environment.
 
 
3. Comment upon the economic lessons that can be taken from the Irish ‘economic miracle’ post 1987 for the newly joined accession countries. Consider both demand and supply side factors. (Extract 2)
[10]
 
It is important when answering this question that you make reference to both demand and supply side policies. If you examine only demand or supply you will be limiting yourself to 6/10. Equally though you cannot expect to cover all the factors in the extract. Examining two policies in detail on both the demand and supply side in detail would be sufficient.
 
Possible answers include (you must analyse how these factors have benefited the Irish economy):
 
Demand Side
 
How the Irish government has affected macro equilibrium through:
 
1. Cutting taxes 

2. Cutting interest rates 

3. Currency Devaluation 

4. Lower corporate tax rates
Draw reference to a the Keynesian equilibrium diagram:


Supply Side
 
1. Increased investment in the education system 

2. Lower personal taxes. Changing the replacement ratio. 

3. Increased labour force participation rate. 

4. Increased labour migration
 You could also draw reference to the following factors:
 
1. European Union subsidies 

2. Impact of the SEM 

3. Foreign Direct Investment
 
Good answers will also relate the economic data give in the extract to their analysis.
 
 
4. Germany’s Chancellor has been concerned with the ‘harmful’ tax competition from central and Eastern Europe. (Extract 4)
 
Discuss the arguments for and against fiscal harmonisation within the EU.
 
[15]
 
A well-balanced argument is required examining the arguments for and against fiscal harmonisation. A conclusion offering whether the German Chancellor is correct in his view would also be required.
 
Arguments For
 
Improved economic efficiency: Harmonisation of government spending, tax allowances and other tax incentives may remove some of the barriers that can distort competition within the countries of the single market and provide a level playing field for all member nations.
 
Labour mobility: Differences in income tax systems and the taxation of pensions can be a barrier to the geographical mobility of labour. Only 0.1% of people in the EU move to a different EU nation each year, a figure that is significantly below that of the United States.
 
Distrust of countries that engage in tax competition: Different rates of corporation tax affect the relative attractiveness of an economy for inflows of foreign direct investment. Some EU governments are against the deliberate use of lower corporation tax as a strategy designed to promote investment. They argue that it amounts to “fiscal dumping”
 
Tax avoidance and evasion: Tax harmonisation might reduce the problem of tax avoidance and evasion.
The wealthy are often able to avoid taxes by registering wealth in low tax areas, like Jersey. This benefits the low tax regimes but is a form of inefficiency as it lowers the progressiveness of the tax system of countries like the UK and reduces the finances available for public sector infrastructure projects and expenditure on public & merit goods.
 
Reducing the risk of “free riders” viz-environmental taxation: Negative externalities originating in one country can have significant impacts on neighboring countries. For example, the burning of coal with sulphur in the UK has caused acid rain in Sweden. Tax harmonisation can be used to stop the freeriding problem of countries not considering the effect of their negative externalities over their borders. If countries have varying pollution tax regimes, many industries that are heavily dependent on fossil fuels may move to low pollution tax countries resulting in a negligible improvement in the quality of the environment.
 
Pollution and other negative externalities originating in one country can have a significant, and often larger, impact on neighbouring countries. 
 
Arguments Against
 
 
Fiscal policy – “one size does not fit all”: The twenty- five economies of Europe are structurally different, in terms of unit labour costs, size of labour supply, and access to raw materials and geographical location and advantage. Different fiscal policies are suited for each nation to help offset some of their natural economic and geographic disadvantages.
 
 
Different attitudes to progressive taxation and redistribution of income and wealth: Nations in the
EU have different attitudes to what is an acceptable scale of income and wealth inequality and how progressive the tax system should be as a tool of redistribution. 
 
For example, Sweden’s tax and welfare system is more progressive than the UK’s. Attitudes to inequality are normative and the fact that the UK’s and Sweden’s tax systems have been decided democratically suggests that a different tax system shouldn’t be imposed onto the economies of each country, as this would contradict the expressed wills of the citizens of those nations.
 
Fiscal policy and demand management: By entering the euro, member countries of the Euro Zone have handed over control over their own exchange rates and interest rates. Fiscal policy is the main macroeconomic policy tool left to stimulate aggregate demand and output if the economy suffers a slowdown or a recession. If the UK ever joins the Euro, the flexible use of fiscal policy will be important as interest rates set by the ECB will be set for the whole EU region and won’t be designed with the sole intention to reduce the output gap only in the UK.
 
Using fiscal policy to improve the supply side: Fiscal policy is an important tool for the government to
improve the supply side of the economy. In the UK, Labour has used fiscal policy measures to take
people out of the poverty and unemployment trap.
 
The economic development of the accession countries: Accession countries are supportive of lower corporation tax rates to stimulate capital investment. Their justification is that FDI will promote growth, rising real incomes and higher employment. In the long run, if this supports the process of economic convergence with fellow members of the EU, then accession countries will be making fewer claims on EU regional funds and agricultural support programmes. Their markets will also provide export opportunities for businesses in relatively richer EU nations.
 
Criticisms of the fiscal stability pact: The EU fiscal stability pact has been heavily criticised for forcing governments to reduce spending in a recession, as it is doing in Germany and failing to allow the automatic stabilisers to work through.
 
 
Discuss whether fiscal stability or supply side improvements are more important for the future development of the EU (Extract 5)
[20]
 
There is plenty of scope with this question and no right or wrong answer exists. A sound economic argument though is imperative. Both policy areas need to be considered with respect to the future development of the EU and particularly the policies that would be beneficial in order to encourage economic ‘catch up’ among the accession country members.
 
Supply side improvements should be considered with particular reference to the Lisbon Strategy, when analysing fiscal stability you should consider the evaluate the Growth and Stability Pact. Both strategies should be considered with reference to the convergence criteria and whether they help or hinder the process.
 
Some suggested areas to consider are listed below:
 
·         Lisbon Strategy and why supply side improvements are imperative. Draw reference to Fig 1. Possible analysis could be undertaken with regard to the effectiveness of policy in both the short and long run.
·         The growth and stability pact.
·         Criticisms of the growth and stability pact:
 
 
1. Fixed rules creates a fiscal straight jacket: The main criticism of the fiscal stability pact was that it provided a straightjacket for countries that wanted the freedom to run an expansionary fiscal policy at times of prolonged economic weakness – e.g. rising unemployment, low business and consumer confidence and a negative output gap. Gordon Brown has argued on a number of occasions that the stability pact rules are “too rigid” and must be applied with more flexibility if they are to be effective
 
2. No adjustment for the impact of the business cycle: The ceiling did not make any adjustment for the effect on borrowing of fluctuations in the economic cycle. A fiscal rule expressed over the cycle would mean that a government still has room to allow the automatic stabilisers to operate such as increased government spending on unemployment benefits – in order to dampen fluctuations in real GDP and unemployment resulting for example from external economic shocks
 
3. Structural reforms cost money: Another criticism is that some countries are running larger than permitted fiscal deficits because their governments are committed to supply- side reforms, improvements in national infrastructure – all of which costs money in the short term but which should bring long term economic benefits for the whole of the European Union
 
4. Debt to GDP ratios may be more important: The pact did not take into account for each nation, the ratio of public debt to GDP. Expressing fiscal rules in this way might have provided a country like Germany, whose public (government) debt is 60% of GDP, compared with over 100% in Italy, more room to support its economy by boosting government spending (e.g. higher state investment in public services)
 
 
Above is a detailed analysis of the growth and stability pact. The EU10 have their hands tied in the fact they must adhere to the Pact but at the same time significant spending is needed on the supply side of the economy in order to work towards the Lisbon Agenda.
 
 
Taking into account the convergence criteria sound answers will consider which of the policy areas is of more important over varying time periods to the development of the EU.
 
Make reference to the data given in the extract and the convergence criteria.
 
For a full analysis of all the areas discussed above and a further selection of possible exam questions see:
 
http://www.tutor2u.net/acatalog/economics_ocr_unit_2888_june06.html
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