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Unit 8 January 2002 Past Paper 
 

1. (a) Use the inform ation in Extract 1, Table 1 to briefly com pare the output 
perform ance of transition econom ies from  1989 to 1999. 
 
O utput fell in all econom ies, in som e m ore than others. O utput fell the least in 
Poland by 15.4%  and m ore in Georgia, falling by 76.7% . 
 
Poland recovered from  the transition recession quickest reaching its low est GD P in 
1991 w hile Russia experienced the m ost prolonged decline in output w ith Russia’s 
GD P reaching its low est level in 1998. 
 
The Czech Republic had low est grow th since low est level of GD P at 1.7%  and 
A lbania the highest at 6.6% . 
 
Econom ies like Poland have recovered best and quickest w ith an output ratio to 
pre-transition of 1.28 w hile Georgia has an output ratio to pre-transition output of 
0.46. 
 
To conclude overall the central and Eastern European group of econom ies 
experienced the sm allest decline in output and recovered m ost of their 1989 
output by 1999, w hereas the form er Soviet U nion econom ies experienced the 
largest decline and recovered less of their output by the year 1999. 
 
(Technique point: write 4 points on the data comparing the highest and lowest values 
then come to a conclusion). 
 
(b) Use Extract 2, Figure 1 to analyse the output perform ance of the Czech 
econom y since 1997. 
 
A  fall in the level of GD P in 1997 w as caused by a fall in investm ent. In 1998 this 
w as exacerbated by a fall in consum ption. N et exports played a little role in the 
recession, w ithout these earning the recession w ould have been m ore severe.  
 
The fall in investm ents has a dow nw ard m ultiplier effect because it deters 
consum ers from  spending their m oney as they cannot afford goods and services 
decreasing dem and for goods and services, and businesses investing due to low er 
business confidence. 
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Political instability and poorly handled privatisation w ill cause unem ploym ent to 
increase and the capacity of the econom y to decrease. There w ill also be a sm aller 
decrease in aggregate dem and because consum ption w ill decrease as 
unem ployed w orkers spend less. This causes a decrease in the level of GD P from  
N Y1 to N Y2 and a rise in the level of inflation from  P1 to P2. 
 
The im plem entation of a tight m onetary policy (high interest rates) to com bat high 
inflation further discourages investm ent by increasing the opportunity cost and 
real cost of borrow ing for both firm s and consum ers. 
 
(c) Com m ent upon the likely conseq uences for an econom y of the trends in 
output experienced  by transition econom ies. 
 
A  fall in the level of em ploym ent leads to low er incom es to be spent on goods and 
services. Governm ent incom e w ill be decreased but spending is likely to increase, 
so the governm ent w ill experience a budget deficit (as they m ust fund benefits for 
the increase num ber of unem ployed, for exam ple). 
 
Inflation is created as the productive capacity of the econom y decreases and is 
w orsened as on entering a m arket based econom y w orkers try to spend very large 
savings w hen supply is very inflexible creating very high inflation. Re-organisation 
w ithin the econom y during early transition m eans a tight fiscal policy m ust be 
im plem ented to control inflation. 
 
This creates low er living standards as consum ption and investm ent both decrease. 
 
The fall in GD P is follow ed by a slow  increase in a recovery period. The use of 
m arket based system s and political stability encourages foreign direct investm ent. 
This w ill lead to faster econom ic grow th as the investm ent w ill provide incom es 
w hich create m ultiplier effects and stim ulate the econom y. This w ill lead to faster 
econom ic grow th. 
 
The use of m arket based system s m eans price and output are determ ined by the 
interaction of supply and dem and for a product not regulations set by planners. 
 
The length and severity of the recession depend on the effectiveness of policies. It 
is w orthw hile for the governm ent to undergo the structural changes to gain the 
benefits of faster long run grow th and to a greater extent resolving m any of the 
problem s associated w ith the im perfect nature of planning. 
 

2. Using econom ic analysis, com m ent upon the governm ent policies that m ight 
be used  to deal w ith a current account deficit on the balance of paym ents, 
such as that experienced  by the Czech Republic since 1997 (Extract 3, Table 2). 
 
The current account records the value of all goods and services im ported and 
exports from  an econom y. A  deficit m eans that the value of im ported goods and 
services is greater than the value of exported goods and services. 
 
Prolonged and unplanned deficits highlight problem s in the econom y and need to 
be corrected. It is the role of governm ents to intervene and reduce a prolonged 
deficit. 
 
In the short run the governm ent can w ithdraw  m oney from  official reserves to pay 
for a deficit in the current account. From  the table w e can see official reserved have 
increased slightly m eaning the Czech governm ent has not chosen to im plem ent 
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this policy. It is not easy to replenish foreign currency reserves so governm ents are 
not keen to im plem ent this policy. 
 
The governm ent can use supply side policies to relieve the deficit. Firm s that are 
exporting goods can be subsidised so increase their production and be able to 
charge a low er unit cost, so m aking exports m ore com petitive and increasing the 
quantity dem anded. (D iagrammatical analysis may be appropriate here.) This is 
likely to resolve the deficit problem  but the firm  m ay becom e inefficient and over-
reliant on subsidies in the long run. There is an opportunity cost of governm ent 
spending and the use of m oney to subsidise goods for consum ption in other 
econom ies is not politically popular. 
 
M onetary policy can also be used to decrease the exchange rate, m aking exports 
m ore com petitive so increasing dem and and decreasing dem and for im ports. 
D ecreasing interest rates can achieve this as hot m oney flow s of out the U K 
econom y causing the supply for pounds to increase and the exchange rate to 
depreciate. 
 
If dem and for im ports and exports m eets the M arshall-Learner condition, each 
being greater than 1 then the proportional change in quantity dem anded w ill be 
larger than the change in price so the policy w ill be effective. 
 
A lternatively, a deflationary policy could be im plem ented by the governm ent. By 
increasing incom e tax the disposable incom e in an econom y w ill decrease so 
decreasing consum ption and dem and for im ported goods though this is likely to 
cause unem ploym ent. 
 
The extract suggests deflationary policies have been used so an im provem ent in 
the current account can be expected. 
 
Protectionist m easures could also be used on goods w here the price elasticity of 
dem and is greater than 1 as an increase in the price caused by a tariff or quota 
w ould cause dem and to decrease by a greater than proportional figure. For 
exam ple, if the tariff raised the price by 10%  the dem and for the good or service 
w ould decrease by m ore than 10% .  
 
This policy is ineffective for goods and services w ith a price elasticity of dem and of 
less than 1 and protectionist m easures are politically unpopular, risking retaliation. 
A lso, as the Czech Republic has been a m em ber of the EU  since 2004 they are 
unable to set their ow n external tariffs. 
 
The extract tells us that the external debt-service ratio has decreased w hich m eans 
the current account m ay im prove as the cost of repaym ents is declining. This 
m oney could be used to pay for the current account deficit. 
 
Alternative supply side measures the government could implement include increasing 
productivity through investment in education to improve international 
competitiveness though this is not required here, the covering of three policies with 
diagrams to explain where appropriate would be satisfactory for full marks. For each 
policy explain what it is, how it works, the costs and limitations and use data from the 
data study where appropriate. 
 

3. D iscuss the effects w hich foreign direct inw ard investm ent (FD I)(, such as that 
m entioned  in Extract 4 and hoped for in the case of Skoda Plzen (Extract 5), 
m ight have on firm s, consum ers and  the econom y as a w hole. 
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Effects on firms 
 
Positives 

• Som e dom estic firm s m ay benefit if they can supply to the m ultinational 
they can expand their business so increase their profitability. 

• Technology and m anagerial skills brought to the area m ay increase the 
profitability of dom estic firm s. 

• Com petition m ay drive innovation and efficiency m aking the dom estic 
firm s m ore com petitive w ithin the union and globally so m ore profitable. 

 
N egatives 

• Local firm s m ay be unable to com pete due to econom ies of scale 
negatively effecting local com petition. Firm s find it hard to com pete so 
either go bust or m erge w ith the m ultinational. 

• Foreign direct investors attract best w orkers so the local firm s are deprived 
of their w ell qualified w orkforce. 

 
Consumer 
 
Positives 

• M ore com petition gives greater choice, higher quality and a low er price for 
the product as a result of allocative and productive efficiency. 

 
N egatives 

• Increase the concentration ratio as dom estic firm s go bust or m erge w ith 
the m ultinational leading to m arket dom inance w hich can be abused as 
firm s have drive to becom e efficient can supply and inferior quality 
product and exploit the consum er by charging a higher price and 
supplying a low er quantity. 

 
W hole economy 
 
Positives 

• Increase in em ploym ent. M ore job opportunities cause upw ard m ultiplier 
effects. M ore spending pow er increases output so causes a further increase 
in output. 

• Em ploym ent increases and greater prosperity causes few er social 
problem s like crim e and people are happier as a result of the positive 
externalities. 

• Balance of paym ents im proved by initial inflow  of capital account as the 
initial investm ent is a positive figure on the account. The production is 
likely to result in trade due to trade liberalisation gaining extra foreign 
currency for the econom y w hich can be used to service debts. 

• Increases governm ent tax revenue through taxes on profits and on the 
econom ic activity stim ulated by the FD I w hich can be invested in health 
care, education and infrastructure to im prove living standards. 

 
N egatives 

• Capital intensive technology causes em ploym ent increases to be lim ited. 

• M ultinationals exist w here strict environm ental legislation does not exist 
and can exploit the natural resources of the econom y causing problem s 
like pollution and dum ping. 
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• Profits that the m ultinationals m ake and the w ages of high paid w orkers 
w ho have m oved m ay be repatriated to the country of origin starving the 
econom y of the extra funds for future investm ents. 

 
Evaluation 

• Consider the long run effects on the econom y. 

• Effectiveness is dependent on the initial state of the econom y. 
 

4. Y ou have recently been appointed  to advise the governm ent of Estonia on 
the costs and  benefits of entry to the EU (see Extract 6). A ssess the m ain issues 
involved. 
Benefits 
 

• Trade liberalisation 
i. Increases the variety of products available 

ii. Increases internal econom ies of scale creative com petitiveness 
w ithin the union and globally due to low er costs. This is a dynam ic 
benefit. 

• Financial help from  the EU  
i. A llow s for im provem ents to the infrastructure 

ii. Increases funds available for research and developm ent 
iii. Creates increased opportunities for co-operation w ith other EU  

firm s/institutions 
iv. Gains from  the com m on agricultural policy 

• Investm ent from  other firm s into the econom y from  non-EU  m em bers to 
avoid the com m on external tariff. FD I is also attracted from  m em bers w ho 
w ant to set up production nearer to a m arket to reduce transport costs. 

i. This creates em ploym ent w hich leads to an upw ard m ultiplier 
effect 

• Free m ovem ent of labour, especially for businesses, highly skilled labour 
and m anagers to im prove econom ic grow th. 

• Im proved infrastructure brings about external econom ies of scale 

• Trade creation 
 
Costs and limitations 
 

• Trade diversion, though this is likely to be outw eighed by trade creation. 
For exam ple w hen the U K joined the EU  in 1973 there w as diversion of 
trade in butter from  N ew  Zealand, the low est cost global producer, to 
D enm ark, the low est cost producer in the EU , creating a higher cost for 
consum ers. 

• Possible abuse of m onopoly pow er 

• Loss of control over m onetary policy as interest rates are centrally 
determ ined by the European Central Bank 

 
It is hard to m easure exactly how  large the costs and benefits of joining are, but 
using GD P grow th, GD P per capita and the level of em ploym ent in com parison to 
that experienced in other EU  econom ies is a good com parison. 


