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Questions
(a) Compare the trends in unemployment between Spain and Italy. [2]

(b) Account for the high rates of unemployment in Spain. [4]

(c) Explain how the existence of a black economy in Spain affects the accuracy of reported unemployment rates. [2]

(d) Explain why countries' budget balances will worsen in a recession. [4]

(e) Evaluate the use of demand management policies in reviving the economies of Spain and Italy. [8]

(f) Assess the view that a "low carbon recovery" would be beneficial to the global economy.  [10]
  [Total: 30]




Suggested Answers
(a) Compare the trends in unemployment between Spain and Italy. [2]

Unemployment rate in Italy and Spain both exhibited a rising trend. However, the unemployment rate in Spain rose by a greater extent.

Other acceptable points:
1. Unemployment in both Spain and Italy fell from 2005 to 2007 before rising again.
2. Generally, unemployment rate in Spain was higher than that of Italy

(b) Account for the high rates of unemployment in Spain. [4]

Demand side factor: The global recession has led to falling income levels worldwide. As import spending is income induced expenditure, the worldwide spending on Spain's exports hence falls. As exports is a component of Spain's aggregate demand, her AD falls and this leads to a fall in real GDP and output. This causes the derived demand for labour to fall and hence leads to cyclical unemployment in Spain.

Supply side factor: Secondly, dependence relatively expensive green energy has caused the cost of production for many firms in Spain to rise. As key manufacturing industries (Steel) shift production to other countries with a lower COP (South Africa / USA), these workers would lose their jobs and do not have the skills to take up jobs in other sectors, resulting in high structural unemployment.

(c) Explain how the existence of a black economy in Spain affects the accuracy of reported unemployment rates.	[2]

The black economy refers to economic activities that are not reported and hence unrecorded by the government. People engaged in economic activities in the black economy are therefore considered to be unemployed even though that may be earning an income. This causes reported unemployment rates to be overstated.





(d) Explain why countries' budget balances will worsen in a recession. [4]

Define budget balance:
The budget balance is determined by the level of government spending and government revenue.

Effect of recession on G:
In a recession, the fall in national income and rising unemployment means that government spending will rise due to more unemployment benefits being paid out to the increased number of people on the dole (unemployed).

OR
In a period of recession, governments tend to increase government spending to boost AD and revive their economies. Such discretionary fiscal policies can be on subsidies, infrastructure or merit / public goods.
Effect of recession on T:
During a period of recession, rising unemployment and falling profit margins for firms will lead to lower tax revenue being collected from individuals (falling income) and firms (lower profits) even if tax rates remain the same.

OR
Governments tend to adopt expansionary fiscal policies by lowering income and corporate tax rates to stimulate C and I so as to boost AD and hence growth. Lower tax rates hence reduce government tax revenue.

Conclusion:
With higher government spending and lower government tax revenues, budget balances hence tend to worsen during a recession.





(e) Evaluate the use of demand management policies in reviving the economies of Spain and Italy. [8]

Introduction
The use of demand management policies focus on the use of expansionary fiscal policy and monetary policies which will raise economic activities to raise aggregate demand and thus, real GDP via the multiplier effect. This will help to solve the recession and the detrimental effects of unemployment. 

Main Body
1. Explain how expansionary monetary policy works 
When expansionary monetary policy is conducted, the government will increase the money supply through the buying of government bonds which will lower interest rate. This will lower the cost of credit consumption and reduces the reward for saving which will encourage more consumption and reduce willingness to save. Also, the level of investment will be raised as the level of profitability is raised since the cost of investment is lowered as lowering interest rates lowered the cost of borrowing. Consequently, there will be a rise in consumption and investment which will raise the aggregate demand, via the multiplier effect and thus raises the real GDP, production and employment.

2. Explain how expansionary fiscal policy works
Increase in government expenditure  increase aggregate expenditure directly through infrastructural development and provision of public services
Tax reduction  increase disposable income  raise consumption and increase return on investment, (lower tax on corporate earnings) contributing the rise in investment expenditure  rise in aggregate expenditure/national income (multiplier effect)
This will close up the deflationary gap and thus curb recession.

3. Evaluation of the effectiveness of expansionary monetary policy
· Interest-inelastic MEI due to market pessimism
· Impact on capital inflowoutflow of fund
· Lack of market demand to induce investment

4. Evaluation of effectiveness of expansionary fiscal policy
· Crowding out effect
· Temporary effect of government expenditure on employment  Provision of employment is temporary. e.g. infrastructural development will stop employment when work is complete. 
Conclusion
Italy and Spain faces high degree of hindrances in implementing expansionary fiscal policy/monetary policy under these circumstances. These two policies can only be introduced with the consideration of these limitations so as to ensure that they can achieve its aims.  


f) Assess the view that a "low carbon recovery" would be beneficial to the global economy.    [10]

Introduction
· Meaning of ‘low carbon recovery’
· Its impact on global economy can be both beneficial and detrimental

Main Body
1. Explain the benefits of ‘low carbon recovery’
· Achieve socially efficient allocation of resources (utilization affected by carbon emission)
· It will also raise the qualitative aspect of standard of living 
· Using these new areas of development to create more economic activities to induce more production and employment, which will raise national income

2. Assess why the ‘low carbon recovery’ would not be beneficial
· Half-hearted implementation – uneven injection of fund by EU markets – may not be create the intended effects
· May not be able to create employment opportunities – Why?
· Spillover effect from the industry is limited and the impact on the economy is limited 
· Size of unemployment is too large   in government expenditure is unable to create enough production or services to create huge demand for labour as the unemployment rate is highest among EU members at 17.4%
· Time lag – production with massive employment needs planning by the government to implement 
· High cost of financing – may raise public debt  under current circumstances – Consequently, Italy and Spain may need to raise tax which will cut down disposable income and incentive to induce investment. Hence, this will lower aggregate demand components like consumption and investment and thus, dampening the expansionary effects of the fiscal policy 
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Question 2
The Price of Green Shoots

Extract 4: 'Deeper’ Recession Ahead says IMF

The IMF projects that the UK will see its economy shrink by 4.1% in 2009, but other major
economies are predicted to shrink even more, with Germany declining by 5.6%, Japan by 6.2%, and
Italy by 4.4%. The IMF says this represents "by far the deepest post-World War 1l recession" with an
actual decline in output in countries making up 75% of the world economy. The prospects for world
trade are even gloomier, with the IMF now forecasting world trade volumes to decline by 11% in
2009. After 60 years as the engine of world growth, the sharp fall in trade is now hitting many of the
leading exporting nations, particularly in Asia.

Source: Adapted from news.bbc.co.uk, 22 April 2009

Extract 5: Saving the World Economies

The world economy has been injected with the biggest Keynesian cocktail yet seen in peacetime. In
the past 18 months governments have pumped cash into their economies to fight financial seizure
and recession. Central banks have slashed interest rates (see Figure 3). Finance ministries have
cut taxes and boosted public spending.

Figure 3: Interest Ratesv(SeIected Ecohomies)
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Sources: Thomson Reuters; National statistics.

Source: Adapted from www.economist.com, 11 February 2010

Extract 6: Spanish lliness: Europe’s Worst Unemployment Problem

All across Spain, men in overalls dig holes, lay pavements or spruce up public facilities. They
proclaim that the work is being paid for by Plan E, the stimulus package pushed through by Spain’s
Socialist prime minister, José Luis Rodriguez Zapatero. This included €8 billion ($11 billion) for
immediate spending by town halls. Plan E was meant to keep Spaniards working. Yet the latest
unemployment figures show that it is not enough. In April 40,000 more people joined the dole
queues. That was a slower rise than in previous months, but it still leaves Spain with a 17.4%

unemployment rate, the highest in the European Union and twice the EU average. The European
Commission predicts that unemployment will hit 20.5% next year.

Perhaps the most worrying thing is that Plan E has, in part, worked. The government says it has
created some 280,000 jobs, even if few are permanent. The effect is temporary, said Pablo
Vazquez of the Foundation for Applied Economic Studies. In August and September unemployment
may climb again. Spain is lucky that strong social networks (helped by the black economy) help to
prevent civil unrest.

Source: Adapted from The Economist, 7 May 2009
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Extract 7: Great Clean-Up - Can Economic Rescue Plans also Save Planet?

With governments around the world continuing to pump colossal sums of money into their plunging
economies, a grand global experiment is under way: can the unprecedented spending provide not
only a quick fix for the economic catastrophe but also the measures vital for dealing with global
warming? The G20 leading industrialised states will be grappling with those choices when it meets

in London in April. Countries are watching the green component of the Obama plan because they
are very interested in quick wins. |

The US plan’s $100bn in green measures represents just under 13% of the total package, falling
short of the benchmark set in a recent report led by economist Nick Stern, that green measures
should account for 20% of global economic recovery plans. It also fails to meet the UN target of 1%
of GDP. China allocated about a third of its $580bn recovery plan to green measures, concentrating
on energy efficiency. That is much higher than most European countries. The green portion of the
EU recovery plan comes in a notch higher than the US plan at 14%. Germany's green investments
account for 19% of its plan, but France is spending just 8%, and ltaly's efforts, in its $101bn
package, are also negligible. It is suspected that some governments, including European ones, are
reluctant to adopt green stimulus initiatives as they are still stuck in the 'old school’ thinking that we
have to revive the economy first before thinking about long-term low-carbon strategies.

The American plan meets Stern's prescriptions for an effective green stimulus - a concentration on
building efficiency and renewable energy. Efficiency measures, such as insulation, sealing, and
double glazing, account for the largest share of the $100bn. It is also thought to score well on its
most basic purpose: rapid job creation. It is projected to create 2m jobs over the next two years, half
of the 4m total envisaged by the package.

Source: Adapted from The Guardian, 24 February 2009

Figure 4: World Carbon Emissions (Forecast)
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Extract 8: Job Losses From Obama Green Stimulus Foreseen in Spanish Study

Subsidizing renewable energy in the U.S. may destroy two jobs for every one created if Spain’s
experience with windmills and solar farms is any guide. A study from King Juan Carlos University in
Madrid found that for every new position that depends on energy price supports, at least 2.2 jobs in
other industries will disappear. Wind turbines provided 11 percent of power demand last year in
Spain, earning rates as much as 11 times more for renewable energy compared with burning fossil
fuels. The premiums paid for “green” power is charged to consumers in their bills and translates into
a $774,000 cost for each Spanish “green job” created since 2000. These figures do not account for
job losses accruing to industries moving out of the country due to higher energy prices.
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Spain’s Acerinox SA, the nation’s largest stainless-steel producer, blamed domestic energy costs
for deciding to expand in South Africa and the U.S., according to the study. “Microsoft and Google
moved their servers up to the Canadian border because they benefited from cheaper energy there,”
said the professor of applied environmental economics at the university.

Source: Adapted from www.bloomberg.com, 27 March 2009

Extract 9: Climate Change the Biggest Loser of G20 Summit

The $1.1 trillion stimulus package agreed by G20 leaders yesterday risks locking the world into a
high-carbon economy in which greenhouse gas emissions continue to rise, environmental groups
have warned. Campaigners agreed that the summit's biggest loser was the fight against climate
change. British government officials lost the battle to include a commitment to spend a substantial
share of the economic stimulus on low-carbon recovery projects. Diplomatic sources said China led
the opposition to green language in the final text. There were fears, particularly among emerging
economies, that environmental requirements might act as an impediment on trade and the speed of

recovery. The buzzword “low-carbon recovery” triggered fears of protectionism through the
imposition of import tarriffs on goods from nations with lower environmental standards.

Source: Adapted from guardian.co.uk, 3 April 2009

‘Table 2: Selected Key Economic Indicators

GDP Growth (%)
Italy
| Spain
Unemployment Rate (%)
ltaly
Spain
- Budget Balance (% of GDP)
Italy
Spain

Source: www.worldbank.org
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