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the percentage changes of GDP in each 
quarter relative to the same quarter in the 
previous year. This helps smooth out some 
of the random fluctuations in quarterly 
growth and gives a more accurate picture of 
trend movements in growth performance. 
From Figure 1 we see that growth picked 
up slightly during the first part of the year, 
following something of a slowdown in 2015.

Inflation
Next, we turn to the rate of inflation. As 
shown in Table 1, the latest figures show a 
small rise in the inflation rate to just under 
1% from a value of zero in 2015. This is still 
well below the target rate of 2% per annum.

As part of its remit from the chancellor of 
the exchequer, the governor of the Bank of 
England is required to write an open letter 
if the realised inflation rate differs from 
this target by 1% in either direction. This 
letter should explain the reasons why the 
target has been missed and set out the Bank 

quarter, growth was estimated as increasing 
by 0.5% over the previous quarter, which 
is consistent with an annualised rate of 
just over 2% per annum. This is perhaps a 
little disappointing for a period in which 
we might expect the UK economy to be 
growing faster than average as it recovers 
from recession, but it is hardly enough to 
set alarm bells ringing. Similarly, prices in 
September 2016 were only 0.9% higher than 
the same month in 2015. This is still well 
below the Bank of England’s target inflation 
rate of 2% per annum.

Unemployment has continued to fall 
and now stands at less than 5% of the 
labour force. The only obvious immediate 
consequence of the Brexit decision has been 
a sharp fall in the value of sterling on world 
markets. A depreciation of this magnitude 
may lead to short-term problems in the form 
of higher inflation, but there are potential 
benefits in the medium to long run in the 
form of increased competitiveness.

Figure 1 shows the behaviour of GDP 
growth in more detail. The data here are 

The year 2016 looks set to have been 
something of a turning point for 
the UK economy. The result of the 

referendum held on the 23 June 2016 was 
a narrow majority in favour of leaving the 
European Union (EU). This result will 
dominate the economics and politics of the 
UK for the foreseeable future. Although the 
short-term consequences of leaving the EU 
(Brexit) may have been exaggerated, the 
long-term implications have yet to be fully 
appreciated by the public and policymakers.

The domestic economy
The decision to leave the EU has not yet 
had significant measurable effects on the 
UK economy. Table 1 summarises the most 
recent data available (at the time of writing)
for a range of aggregates of interest.

GDP and unemployment
The gross domestic product (GDP) growth 
figure for 2016 is based on the first three 
quarters of the year. It shows little change 
relative to the 2015 figure. In the third 

Review of the UK 
economy in 2016
In this article, Paul Turner of Loughborough University looks at 
the performance of the UK economy in 2016 and the prospects 
for 2017

EconomicReview 34i4 print.indd   2 27/02/2017   1:49 pm



%
 c

ha
ng

e

–2

–4

–8

–6

0

2

4

2009 2010 2011 2012
Year

2013 2014 2015 2016 2017

%
 c

ha
ng

e

2

1

–1

0

3

4

5

6

2009 2010 2011 2012
Year

2013 2014 2015 2016 2017

3www.hoddereducation.co.uk/economicreview

There is evidence that inflation 
is on an upward trend

Source: Office for National Statistics licensed under the Open Government Licence v.3.0 

Figure 1 GDP growth 2009 to 2016 (annualised quarter-on-quarter % change)

Source: Office for National Statistics licensed under the Open Government Licence v.3.0

Figure 2 Annual rate of inflation (% change)

 ■ Second, as shown in Figure 2, there 
is some evidence that inflation is 
now on an upward trend, and 
may be returning towards the 
target rate without the need for 
bank intervention.

One key factor here is the 
sharp depreciation of sterling 
following the Brexit vote. In 
the coming year this will likely 
add to inflation both directly — 
through higher prices of consumer goods 

of England’s strategy for dealing with the 
situation. In more normal circumstances 
we might expect the bank to be looking to 
implement a more expansionary monetary 
stance. However, the situation is such that 
this may prove difficult at the present time, 
for the following reasons:

 ■ First, the scope for expansionary 
monetary policy is quite limited. The bank’s 
base rate is already at the very low level  
of 0.25%, which leaves little room for 
further cuts. 

BREXIT IS LIKELY TO HAVE 
PROFOUND EFFECTS ON 
THE DEVELOPMENT OF 
THE UK ECONOMY

— and indirectly — through higher prices of 
imported raw materials. It therefore seems 
unlikely that the bank will seek to expand 
the economy in the short term and there 
may even be pressure to increase interest 
rates if the decline in sterling continues.

Brexit
The referendum result of 23 June 2016 is 
likely to have profound effects on the 
development of the UK economy. However, 
the short-term effects have proved to be 
rather less dramatic than commentators had 
predicted.

During the referendum campaign, the 
Remain side had predicted that a Leave vote 
would push the economy into recession and 
require an immediate emergency budget 
in which taxes would rise and expenditure 
on public services would be cut sharply. In 
practice this has not happened. There has 
been no noticeable effect on GDP growth in 
the short run and, in sharp contrast to the 
statements by the then-chancellor, George 
Osborne, fiscal policy has actually been 
relaxed somewhat.

Rather than aiming for the elimination 
of the budget deficit by 2020, the incoming 
chancellor, Philip Hammond, has stated 
that he no longer regards this as a priority. 
To some extent this reflects the likelihood 
that such a target was unattainable anyway 
in the aftermath of Brexit. However, it also 
offers the chancellor increased freedom 
to respond to changes in the economic 
situation by adjusting fiscal policy.

Table 1 Summary statistics for the UK economy

Year
GDP (annual % 

of change)
Inflation (annual 

% of change)
Unemployment (% 

of labour force)
Current account 

(% of GDP)

2009 –4.19 2.1 7.6 –3.04

2010 1.54 3.3 7.9 –2.80

2011 1.97 4.5 8.1 –1.69

2012 1.18 2.8 8.0 –3.28

2013 2.16 2.5 7.6 –4.49

2014 2.94 1.5 6.2 –5.11

2015 2.04 0.0 5.4 –4.38

2016 2.12 0.9 4.9 –5.8

Source: Adapted from data from the Office for National Statistics licensed under the Open Government Licence 
v.3.0 (2016 figures are averages of the latest available data)
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Source: Bank of England statistical database

Figure 3 Sterling–dollar exchange rate

Despite the referendum result, the FTSE 
100 index has been on the rise

Foreign exchange markets
In the short term, the most visible effect 
of Brexit has been in the behaviour of 
sterling in the foreign exchange markets. 
This can be seen clearly in Figure 3, which 
shows the sterling–dollar exchange rate. 
During the first part of the year, sterling 
depreciated somewhat against the dollar 
but, by March, it appeared to have stabilised. 
Since the referendum, however, sterling has 
depreciated sharply against the dollar and 
other world currencies such as the euro.

When the markets closed on 23 June 
2016, sterling stood at $1.48 to the pound. 
By the close of the markets on the following 
day it had fallen to $1.36 — a fall of 8% on 
the day. Although it appeared to stabilise 
somewhat at the new lower level, there 
was a further sharp fall in September and 
the latest available figure (28 October 
2016) shows a value of $1.21 — a fall of 
18% relative to pre-Brexit vote levels. In the 
short term this represents the most serious 
destabilising effect for the British economy.

Table 2 Real GDP growth for major world economies

Year

Economic area

China Euro area Japan USA

2008 9.62 0.42 –1.04 –0.29

2009 9.24 –4.52 –5.53 –2.78

2010 10.63 2.09 4.71 2.53

2011 9.49 1.55 –0.45 1.60

2012 7.75 –0.87 1.74 2.22

2013 7.69 –0.25 1.36 1.68

2014 7.25 1.08 –0.03 2.37

2015 6.80 2.04 0.54 2.60

2016* 6.7 2.6 1.7 1.2

Source: OECD Main Economic Indicators. *Forecasts based on Financial Times and other sources

SINCE THE REFERENDUM, 
STERLING HAS DEPRECIATED 
SHARPLY AGAINST THE DOLLAR 
AND OTHER WORLD CURRENCIES
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Figure 4 FTSE 100 index of share prices

In the medium term the effects on 
foreign investment in the UK remain a 
significant cause for concern. Many overseas 
companies had invested in the UK because 
of the access that this gave them to European 
markets. In the event of a ‘hard Brexit’, in 
which the UK withdraws from the Single 
European Market (SEM) as well as the EU, 
the incentive to invest further or to stay in 
the UK at all, is significantly reduced. The 
decision by Nissan to maintain, and even 
extend, its commitment to manufacturing in 
its Sunderland plant, was therefore a major 
boost to the UK’s post-Brexit prospects. 
However, it is likely that many similar 
decisions will be taken over the next few 
months, which will prove crucial for British 
growth. 

Similarly, the full effects of Brexit on 
UK trade will not become clear for many 
months, or even years, into the future. At 
the present time we still do not know what 
sort of trade deal the UK can negotiate with 
the EU. This might vary from a ‘soft-Brexit’, 
in which the UK remains in the SEM, to a 
‘hard-Brexit’, in which it becomes subject to 
tariffs like any other non-member country. 
Particularly important here is the ‘financial 
passport’ which allows British financial 
institutions to offer their services freely in 
Europe. A failure to negotiate the renewal 
of this agreement would threaten London’s 
position as a major financial hub in the 
world economy.

The international economy
With so much attention being paid to Brexit 
it is easy to forget that events in the wider 
world economy might be equally important 
for the UK.

Europe, Japan and China
Table 3 gives growth rates for some of 
the major world economies and shows a 
somewhat patchy picture. Economic 
growth has recovered in Europe and, to a 
lesser extent, in Japan. However, there are 
worrying signs of a slowdown in growth in 
the US economy and a further slowdown of 
growth in China. Although Chinese growth 

The stock markets
Perhaps the most surprising response to the 
Brexit vote has been in the behaviour of UK 
stock markets. Figure 4 shows the FTSE 100 
index, which is the most widely quoted of 
the indices available. From this figure we 
see that there was considerable turbulence 
in stock prices in the immediate aftermath 
of 23 June 2016, with a sharp fall followed 
by an equally sharp recovery. Since then, 
however, share prices have risen more or 
less steadily and the FTSE 100 index on 28 
October 2016 stood at 6996.26, a rise of 
10% over its value of 6338.1 on 23 June 
2016. One explanation for this is that the 
FTSE 100 contains a significant proportion 
of international companies whose receipts 
are valued in dollars rather than sterling. 
As a result, the appreciation of the dollar 
relative to sterling may have increased 
their profits significantly. At the moment, 
however, this is a tentative hypothesis rather 
than a firm conclusion.

Longer-term effects
It is natural to look for an immediate response 
to a major shock like the Brexit decision. 
However, the truth may be that its effects will 
be felt more in the medium and long term 
rather than in the GDP and inflation figures 
for the first post-vote quarter.

Other consequences for sterling
A fall of this magnitude will inevitably push 
up the price of imported goods and lead 
to some acceleration of inflation in the 
short to medium term. However, the future 
prospects for sterling will depend crucially 
on the Bank of England’s interest rate policy. 
If the bank responds to an acceleration of 
inflation by pushing up interest rates then 
this would most likely have the side effect of 
increasing the value of sterling back towards 
its pre-Brexit vote level.

While the depreciation of sterling may 
have short-term negative effects in terms 
of inflation and the balance of payments, 
the implications for the medium to long 
term are less clear. Once firms have time to 
adjust to a lower pound, there may well be a 
boost for firms operating in export markets. 
Therefore, if the decline in sterling persists, 
we would expect the longer-term impact 
on the balance of payments to be positive. 
This is the ‘J-curve’ effect often described 
in textbooks where the initial effect on the 
balance of payments of an exchange rate 
depreciation is negative because imports 
become more expensive and quantities take 
time to adjust. In the longer term changes in 
export and import quantities work through 
the system leading to a net positive effect on 
the current account.

Table 3 Average of independent forecasts for the UK economy

2016 
(2015 

forecast) 2016
2017 

(Average
2017 

(Lowest)
2017 

(Highest)

GDP growth (% p.a.) 2.3 1.9 1.0 0.0 2.6

CPI inflation (% p.a.) 1.7 1.2 2.4 0.9 3.7

Unemployment (millions) 0.81 0.82 0.83 0.6 1.0

Current account (£bn) –77.3 –102.7 –81.1 –167.1 –13.1

PSNBR (£bn) 48.9 69.3 69.5 44.2 104.0

Source: HM Treasury website (October 2016) licensed under the Open Government Licence v.3.0

FAILURE TO NEGOTIATE THE 
RENEWAL OF THE ‘FINANCIAL 
PASSPORT’ WOULD THREATEN 
LONDON’S POSITION IN THE 
WORLD ECONOMY
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Donald Trump’s presidency may have 
implications for the UK economy Prospects for the future

Forecasting the future course of the economy 
is never easy but this year is particularly 
problematic. The Treasury regularly 
publishes a survey of independent forecasts. 
The latest figures we have for this are based 
on the October 2016 survey comprising 26 
institutions. The average figures for various 
aggregates are given in Table 3 as well as the 
range of values from lowest to highest. The 
wide range of values shown emphasises the 
degree of uncertainty at the present time. 
The average figures do, however, indicate 
some consensus about the direction of 
movement in that most forecasters expect 
something of a slowdown in real GDP 
growth and an acceleration in inflation. 
There is less agreement about the direction 
of movement for the current-account 
deficit and public-sector borrowing but few 
forecasters expect a significant improvement 
in the economy over the short term.

was to ‘bring jobs back to America’. This 
has obviously struck a chord with the 
American electorate and is consistent with 
more generalised discontent with the effects 
of globalisation, which can be seen in 
many countries. The vote for Brexit in the 
UK is arguably part of a similar pattern. 
What we may see as a response to this is a 
move towards increased protectionism in 
developed countries. Although this may be 
popular in the short term, most economists 
agree that, in the long run, free trade leads 
to better economic performance and higher 
living standards.

remains high relative to European and US 
standards, it has fallen back significantly 
since 2012 and now stands at just over 6% 
per annum. This compares with the double-
digit growth rates observed consistently 
during the first decade of the twenty-first 
century, during which time China became 
the major engine of world growth. 

The USA
The slowdown of growth in the USA is 
potentially just as worrying for the UK 
because of the continuing strong links 
between the UK and US economies.

In the longer term, Donald Trump’s 
victory in the US election may have 
profound implications for the British 
economy and the world economy in general. 
One of Trump’s central campaign pledges 

THERE ARE WORRYING 
SIGNS OF A SLOWDOWN IN 
GROWTH IN THE US AND 
CHINESE ECONOMIES
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 fiscal policy

The introduction of universal credit (UC) represents 
a major rebuild of this unwieldy structure. By tearing 
down six of the largest benefits and replacing them 
with a single monthly payment, the government hopes 
to simplify the social-security system and ‘make work 
pay’. This article provides an update on the progress 
of this ambitious reconstruction project and examines 
whether it is likely to achieve its stated aims or if it risks 
building a structure that is less effective in providing 
financial shelter to vulnerable groups.

The blueprint 
The six benefits UC will replace are:

 ■ income-based jobseeker’s allowance
 ■ employment and support allowance
 ■ income support
 ■ housing benefit
 ■ child tax credit
 ■ working tax credit

In this column, Agnes Norris Keiller 
of the Institute for Fiscal Studies 
explores aspects of the new universal 
credit and asks whether it will 
achieve its objective of simplifying 
the social-security system

If the social-security system were a building, 
what would it look like? It would contain a few 

period features built during post-Second World War 
reconstruction. But these would be dwarfed by a 
vast set of extensions that have been added over the 
decades by governments eager to redesign the system 
but unwilling to completely demolish the old structure 
and start from scratch. The building would certainly be 
confusing to navigate and appear glaringly outdated 
in places.

The universal 
credit renovation
Botched job or grand design?
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Will UC ‘make work pay’?

meaning total income will only increase by 85p. 
Changes in policy can either strengthen or weaken 
work incentives by increasing or decreasing the financial 
benefit of work.

The participation tax rate (PTR) and effective 
marginal tax rate (EMTR) are two concepts that capture 
the interaction between employment earnings, the 
social-security system and disposable income, which 
can help us evaluate whether UC is ‘making work pay’.

 ■ the PTR measures the proportion of earnings an 
individual loses in taxes and withdrawn benefits on 
moving into work

 ■ the EMTR measures the proportion of a small 
increase in earnings that is lost to higher taxes or lower 
benefits

For example, if an individual lost £75 of weekly 
benefit entitlement when they moved from 
unemployment or inactivity into a job that paid £150 a 
week, they would face a PTR of 50%. Higher PTRs and 
EMTRs both correspond to weaker work incentives, as 
individuals gain less extra income to compensate them 
for choosing work at all or working longer hours. We 
can therefore judge whether UC is ‘making work pay’ 
by examining the effects of the reform on PTRs and 
EMTRs.

Comparing PTRs and EMTRs
To answer this question, researchers at the Institute 
for Fiscal Studies (IFS) compared the PTRs and EMTRs 
of a wide range of households under the old system 
and UC. They found that while UC will on average 

These ‘legacy’ benefits took up over a third of the social-security budget in 
financial year 2015/16. They provide financial support to approximately 7 million 
households and are all means-tested (the amount paid falls as household  
income rises).

Under the present system, these benefits are paid by three different government 
organisations, and individuals who are eligible for more than one benefit often 
have to make separate claims. Replacing the six benefits with a single payment 
administered by a single organisation should simplify the application process for 
claimants and reduce administration costs through economies of scale.

Set-up delays
These long-term administration savings will, however, be offset by the immediate 
fixed costs of getting UC up and running. Establishing the IT infrastructure necessary 
to support the new system has been particularly problematic and the date for 
completing the transition to UC has been repeatedly pushed back from 2017 to 2022.

Work-allowance reductions
UC was originally intended to provide roughly the same level of financial support as 
the benefits it replaced. Over time, however, the generosity of the new system has 
been reduced by a series of changes to the work allowances — the income level 
above which claimants face the withdrawal of their UC payment.

The allowance levels have been substantially reduced, which lowers the average 
amount of UC paid to households, and since 2014 they have been frozen in cash 
terms. Inflation means these cash-term freezes will, over time, reduce the amount 
of goods a household can afford before their UC payment is reduced, and therefore 
correspond to a real-terms (inflation adjusted) cut to UC. Although new measures 
have increased the support UC provides for childcare, the combined effect of all 
changes will reduce spending on UC by £5 billion in comparison to the initial plans.

Making work pay
Both taxes and the means-testing of benefits affect the financial incentive that 
individuals have to work. Consider a £1 increase in employment earnings. This may 
be subject to income tax of 5p, alongside a 10p reduction in benefit entitlement, 
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The overhaul of the 
benefits system has 
all the hallmarks of a 
grand design

Agnes Norris Keiller is a research economist at 
the Institute for Fiscal Studies, where she works 
on projects related to income distribution, 
housing costs and the impacts of the tax and 
benefit system.

strengthen the incentive to work, its impact varies 
substantially across households. For example, UC will 
weaken incentives for lone parents to be in work while 
strengthening incentives for one member of a couple 
to work (rather than none or both). In particular, UC 
will reduce the highest PTRs and EMTRs created by the 
current system, with the number of people facing a PTR 
of 70% or higher falling from 2.1 million to 0.7 million.

All this suggests that UC will indeed help ‘make 
work pay’ and encourage individuals to look for and 
accept job offers. However, while it is important to 
consider how UC will affect work incentives, this does 
not allow us to predict the effects of the policy. To 
do so requires understanding how responsive people 
are to changes in financial incentives, as well as what 
effects changes in non-financial incentives might have.

Other changes
Aside from making work pay, UC may have other 
consequences that are important from a welfare 
perspective. Under the old system, households only 
qualified for working tax credit if they worked at least 
16 hours per week. This created strong incentives for 
households to work exactly this amount. Indeed, IFS 
research found the number of people working 16 hours 
jumped considerably after the introduction of this rule. 
Because UC includes no similar hours requirement, 
it should remove this particular distortion leaving 
individuals to decide how much they work according 
to their personal preferences and the other incentives 
they face.

The problem of predicting spending needs
Compared with the old system, where benefits were 
paid at different time intervals ranging from weekly 
to monthly, UC will be paid only once a month. If 
individuals were perfectly rational, the timing of benefit 
payments should have no impact on individual welfare 

— individuals would be able to forecast their spending requirements perfectly over 
the month and stick to an appropriate weekly budget.

If, however, individuals are unable to predict their future spending needs accurately 
or if they exhibit imperfect self-control, the timing of benefit payment matters. In this 
case, the longer the payment period the harder it is to accurately forecast spending 
needs and the more opportunities an individual has to deviate from their optimal 
budgeting plans. This means that paying UC on a monthly basis, rather than weekly 
or fortnightly, could increase the risk that individuals find themselves unable to afford 
necessities towards the end of the payment period.

UC will also change who in a household receives the benefit payment. While the 
six benefits being replaced could be paid to different members, only one member 
of a household will receive the entire UC payment. This may lead to changes in the 
distribution of benefit spending between different household members.

Conclusion
The UC renovation is a large and ambitious project. The intention to simplify the 
confusing layout of the present social-security system should be welcomed and the 
reform looks set to achieve its stated aim of ‘making work pay’ by strengthening 
work incentives for most households. UC should also remove particularly distortive 
features of the old system, although changes to the way it is paid to households may 
have unintended consequences.

However, given the number of alterations that have been made to UC since the 
original design was unveiled, it seems wise to wait until the rebuild is complete before 
deciding whether the architects of UC should be hailed for the brilliance of their 
design or be nominated for the Carbuncle Cup.
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Is university 
education a good 
investment?
Given that graduates are seen to earn an income premium over 
their working lives, should they be required to pay for their 
university education? The introduction of student loans as a way 
of funding higher education (HE) was controversial from the 
start. Kevin Albertson examines some of the issues 560,000 were undergraduates. Within four 

decades, just prior to the global financial 
crisis in 2007/08, this number had nearly 
quadrupled to 2,477,000. The rate of growth 
of student numbers has since tailed off and, 
in 2013/14, there were 2,299,355 students in 
HE. This increase has partly been driven by 
young people's aspirations, partly by politics 
and partly by the jobs market.

In this article I outline the historical 
reasons for the increase in the proportion 
of UK young people who take advantage 

of the opportunity to pursue HE. I go on 
to suggest the benefits from HE are such 
that the sector ought to continue to expand. 
However, the way in which HE is funded 

in England is economically and socially 
inefficient.

The recent history of HE
Higher education has grown in the 
past four decades. In 1970/71 there were 
621,000 students in HE in the UK, of which 

economics of education, labour economics, 
benefit–cost analysis

Key concepts Key concepts
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Over the last 40 years, the demand for 
labour in ‘traditionally masculine’ jobs  
has declined

Figure 1 Demand for and supply of 
graduates

employees increases, the demand curve 
moves to the right. If there has not been a 
corresponding shift in the desire to undertake 
higher education, the graduate premium 
increases, the market moves to point B with 
more people choosing HE, and graduates 
receive an increased return on study.

Conversely, suppose more people 
determine to undertake HE at every value 
of the graduate premium. If the demand 
for graduates does not increase, the supply 
curve moves to the right. The economy 
moves to point C, there are more graduates, 
but the graduate premium declines.

If both the demand for and supply of 
graduates increase, whether the graduate 
premium increases or decreases depends on 
the size of the relative shifts. In the UK, at 
least, as we have discussed, there has been 
an increase both in the demand for, and 
the supply of, those members of the labour 
force with HE qualifications. According to 
the Institute for Fiscal Studies, the graduate 
premium has been remarkably constant 
over the last few decades. This implies that 
the demand for graduates is increasing at 
roughly the same rate as the supply. One 
thing we can be sure of, however, is that the 
imposition of higher student fees in England 
has reduced the premium.

of unskilled work have created both the 
incentive and opportunity for people to 
participate in HE.

The market for HE skills
Figure 1 describes the market for acquiring 
HE skills. The vertical axis represents the 
real wage a graduate expects relative to a 
non-graduate. This is what is known as the 
graduate premium. Note that, as HE costs 
increase, the graduate premium will be 
reduced.

The shifting value of the graduate 
premium
Suppose the market is initially in 
equilibrium at point A. If there were to be 
an exogenous shift in preferences in the 
economy such that the demand for graduate 

Difficult though it is to believe today, 
the working-age male employment rate in 
the UK in February 1971 was 92%, and the 
equivalent unemployment rate was only 3%. 
We may contrast this with today, when it 
is by no means straightforward to win a 
decent job, even with a degree. Conversely, 
the adult female employment rate was 
much lower, at 56% in 1971, with a similar 
unemployment rate of 3%. The reason for 
the lower employment is that it was more 
acceptable to work at ‘homemaking’ in the 
1970s than it is today.

The rise of the service sector
Over the last 40-something years, the 
UK demand for labour in jobs seen as 
‘traditionally masculine’ has declined and 
there has been a corresponding increase in 
the demand for labour in the service sector. 
This has been accompanied by an increase 
in the proportion of women entering the 
paid workforce. In February 2016, 79% of 
working-age men and 72% of working-age 
women were employed. The unemployment 
rates were 4.5% and 4% respectively.

Service-sector jobs require a different set 
of employee skills and, as the jobs market 
has become increasingly difficult for the 
unqualified to access, the proportion of 
young people acquiring HE qualifications 
has increased. Therefore over the last four 
to five decades, the change in the nature of 
work, the increasing relative importance of 
the service sector and the relative decline 

AS HIGHER EDUCATION COSTS 
INCREASE, THE GRADUATE 
PREMIUM WILL BE REDUCED
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Participation in HE makes for more 
conscientious citizens

according to the Complete University Guide, 
average real starting salaries for graduates 
dropped by 11% between 2007 and 2012. The 
typical graduate is worse-off in recent years, 
but then, so is the typical non-graduate.

Benefits to society
It is not only the graduate who benefits 
from HE. Increasing participation rates 
improve specialisation and drive economic 
growth. One recent study carried out at the 
London School of Economics estimated 
that if each of the UK’s 10 regions had an 
additional university, national income 
would increase by 0.7% (£11.3 billion based 
on 2010 figures). The cost of this would be 
approximately £1.6 billion. In addition, the 
exchequer benefits — the more people earn, 
the more tax they pay. For every graduate, 
government revenues benefit to the tune of 
£264,000 for men and £318,000 for women.

On top of this, there are non-financial 
returns. Graduates are less likely to engage in 
risky lifestyles than non-graduates and are 
generally more law-abiding. Graduates are 
also, in general, more tolerant, more stable 
and more innovative than non-graduates. In 
short, participation in HE makes for better 
citizens. It is by no means straightforward 
to quantify the non-market benefits of 
education, but the evidence indicates non-
market benefits are likely to be as great 
as market benefits. It seems reasonable to 
suggest the non-market benefits of HE are 
£250,000 for society and a further £250,000 
accruing to the individual.

Is HE worth it?
If HE is unlikely to expand further, it seems 
reasonable to ask whether we are currently 
at the point where the marginal student 
ought to eschew HE — to consider, in short, 
whether the benefits of HE are still greater 
than the costs.

HE costs
The cost of study — or at least, the sum of 
the tuition costs and estimated associated 
expenditure (travel, books etc.) is £10,800 
per year, or £32,337 for a 3-year degree.

Note that the cost of the degree is 
not £32,337. We must also include the 
opportunity cost — the foregone wages 
which the individual might have earned if 
they were not a full-time student. Assuming, 
as a lower bound, the individual would have 
worked an additional 37.5 hours each week 
for 6 months each year if they had not been 
a student, the value of foregone earnings for 
a 3-year degree is £16,289 over the course of 
the programme. The full cost of the degree 
(for a graduate) is therefore £48,626. In 
England, this cost is borne by the individual 
student (or their family).

The average student debt of the 2012 
graduating cohort in England is estimated 
to be £44,000, the highest in the English-
speaking world. Admittedly, graduates do 
not start repaying the debt until they earn 

£21,000 a year or more, but when they do, 
debt repayments effectively increase their 
marginal tax rate by 9%. It hardly needs 
pointing out that, in a global job market 
where English graduates are competing 
against graduates from other countries, 
having to pay an extra 9% tax will hardly 
add to their competiveness.

HE benefits
In general, there is evidence that the 
graduate premium has declined in the 
UK since the onset of the global financial 
crisis. Other things being equal, this will 
mean fewer graduates. According to a recent 
report published by the Intergenerational 
Foundation, the level of debt a typical 
student takes on in order to read for a degree 
is such that the repayment pretty much 
eliminates the graduate premium.

The UK government begs to differ. A 
recently commissioned study into the 
graduate premium indicates HE is still 
worthwhile. In 2013 the estimated premia 
were £252,000 for women and £168,000 
for men. For economics, the premia are 
£335,000 for men and £902,000 for women. 
Note that this is net earnings — that is, after 
taxes and loan repayments.

Given the difference in the premium paid 
to different genders, it is not surprising that 
more women than men choose to pursue 
HE. It is, however, surprising that there are 
not more female economists.

It should be borne in mind, of course, 
that not all graduates will earn the average 
premium. Half of all graduates earn less 
than the average. Further, these figures 
should not be interpreted as indicating 
graduate incomes have increased. In fact, 

IN THE UK THERE HAS BEEN 
AN INCREASE BOTH IN THE 
DEMAND FOR, AND THE 
SUPPLY OF, MEMBERS OF THE 
LABOUR FORCE WITH HIGHER 
EDUCATION QUALIFICATIONS
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The University of Suffolk, opened in 2016. 
Should there be more universities in the UK?

attractive return than either of these projects 
— it is a very good investment.

However, the current funding system, 
under which the student is responsible 
for the full cost of HE, is inequitable as it 
allows the state effectively to free-ride on 
the individual’s HE investment, to the tune 
of half a million pounds per graduate. 
Further, and more worryingly, the higher 
cost of HE to the student reduces the 
graduate premium, implying the nation 
will have fewer than the optimal number 
of graduates, leading to a skills shortage. In 
recent years, the country has made up such 
skills shortages through migration. In the 
current political climate, this may be less 
acceptable.

Conclusion
Ultimately, politicians of all parties are well 
aware of the inefficiencies of the student-
finance scheme in England, and some have 
even promised to reduce, or eliminate, 
tuition fees while in opposition, only to 
increase them when in power. I suggest it 
is time for politicians to live up to their 
promises and eliminate the need for students 
to bear the cost of tuition. State funding of 
fees is more fair, it is more efficient, it is a 
very good investment.

Not only do English students have greater 
debt than graduates of other nations, but 
the UK rate of interest on such debt is twice 
the Organisation for Economic Cooperation 
and Development (OECD) average. 
Little wonder then that it is estimated the 
majority of graduates will never fully pay 
off their debts. It is not even clear that the 
imposition of £9,000 per year tuition fees 
funded by student debt will actually save 
the government money compared with the 
previous system.

It appears likely the benefits which might 
be expected to accrue from HE are in the 
proportion of 52% to society and 48% to 
the individual. It is reasonable, therefore, for 
society — that is to say, the state — to bear 
52% of the costs, which is to say £25,458, or 
£8,486 per year. The individual might bear 
the remaining costs.

In sum, given tuition costs of £9,000 per 
year, the appropriate level of fees which the 
student ought to contribute is approximately 
£500. The state should bear the remaining 
£8,500 cost, through paying the bulk (if not 
all) of tuition fees.

HE needs to grow
Consider that the overall average benefit 
of an individual’s engaging in HE is 
approximately £1,000,000, shared between 
society (52%) and the individual (48%). The 
cost of the degree is £48,626, which gives a 
benefit-to-cost ratio of about 20:1. Compare 
the return on HS2 — which is estimated to 
be as little as 2.3:1 — or the third runway 
at Heathrow — estimated to be 10:1 by the 
Airports Commission. HE provides a more 

A summary of what HE is worth
In summary, a typical graduate can expect 
to enjoy over their lifetime market-based 
benefits worth approximately £210,000, 
and non-market benefits worth £250,000 
— a total of £460,000 (£492,337 gross of 
tuition costs). Society as a whole benefits to 
the tune of £291,000 market benefits and 
£250,000 non-market benefits — a total of 
£541,000.

How should HE be funded?
We have seen that approximately half 
the benefits of an individual’s university 
education accrue to society in general. Yet in 
England, the individual (and/or their family) 
is expected to bear the costs. This hardly 
seems a recipe for economic efficiency.

Kevin Albertson is professor of 
economics in the department of 
accounting, finance and economics at 
Manchester Metropolitan University

1 Since the 1970s, the number of students 
undertaking HE in the UK has expanded 
enormously, so that there are now more 
than 2 million students studying in HE.
2 The increase has been fuelled by young 
people’s aspirations, politics and the jobs 
market.
3 One factor has been the rise of the 
service sector, where jobs require a different 
set of employee skills from the labour sector.
4 From the potential graduate’s perspective, 
an incentive for undertaking HE study is the 
graduate premium — graduates can expect 
to earn higher incomes over their lifetime 
compared to non-graduates.
5 A key question is whether the graduate 
premium will be sufficient to compensate 
for the costs to an individual of acquiring 
a degree, and this has been a source of 
contention.
6 There is evidence that society benefits 
from having more graduates in the 
population.
7 Compared with other OECD countries, 
students in England face greater debts as 
a result of the HE funding system and pay 
higher interest on these debts.
8 It can be argued that governments 
should recognise the social benefits 
from HE, and thus reduce the burden on 
individual students.

Key points 

THE TYPICAL GRADUATE 
IS WORSE-OFF IN RECENT 
YEARS, BUT SO IS THE 
TYPICAL NON-GRADUATE
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 quantitative skills

Using diagrams and graphs is a key skill in A-level 
economics. You may find that you face questions 

that explicitly ask you to include diagrams in your 
answer, or you may find that you are presented 
with data in the form of a graph that you need to 
interpret. Even if there is no specific request to use a  
diagram, this is very often the clearest way of 
explaining key aspects of economic theory. So, you 
need to know what you are doing if you are to score 
heavily.

Making good use of 
diagrams and graphs

Getting it right
Stating the obvious, the first priority for any diagram 
that you draw is to draw it correctly. But how easy it is 
to make silly mistakes. For a start, use a ruler to draw 
straight lines such as axes. Don’t try to save on paper 
by drawing tiny diagrams that nobody can read. The 
clearer the better.

Label your axes, and the curves that you include in 
your diagram, and make sure that all of these labels are 
correct. If you are showing a change in the equilibrium, 
make it clear which is the starting point, and which is 
the final state.

Remember that in some diagrams, there is a fixed 
relationship between curves. For a downward-sloping 
linear demand curve, MR is always exactly twice as 
steep as AR. The MC curve always passes through the 
minimum point of AC.

An important skill required in A-level economics is to 
be able to use diagrams and graphs effectively and 
correctly. Peter Smith explores how to go about this, and 
highlights some possible pitfalls
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Figure 2 Growth of real GNI per capita (PPP$) 1995–2014

Figure 1 The effect of a negative production 
externality

These are basics, and the best way of remembering 
them is to make sure you practise drawing key diagrams 
before you enter the exam room. Labelling and getting 
things right should be second nature to you.

Using diagrams
Suppose you face a question such as ‘with the help 
of a diagram, explain how the presence of a negative 
production externality in a market will affect the market 
outcome’. How do you make good use of a relevant 
diagram?

I have read essays written by students who have 
provided a perfectly reasonable textual response to a 
question. Suddenly as I am reading, a diagram appears, 
interrupting the flow of the text, only for the text to 
resume with no reference whatsoever to the diagram. 
Am I supposed to spend time thinking about why 
the diagram is there? Or how it helps to answer the 
question? This is not how things are supposed to work.

You can only use a diagram to help to explain things 
if you make active use of it by integrating the diagram 
into your text. If I were answering the question about 
a production externality, I would do it something like 
the following:

Figure 1 illustrates the effect of a negative 
production externality in a market. D(MSB) 
shows the market demand curve, and MPC 
represents the marginal private cost to firms 
operating in the market, which is the market 
supply curve. Equilibrium in the market is given 
at the intersection of demand and supply, with 
price P1 and quantity Q1. If the firms supplying 
this market, for example by emitting pollution in 
the form of toxic fumes, then marginal social cost 
(MSC) is higher than MPC, because of the costs 
incurred by society that are not reflected in the 
costs faced by firms.

The best position for society would be where 
MSB = MSB, which would be with quantity Q*and 
price P*. This shows that the free market entails 
firms producing ‘too much’ output. The shaded 
area in Figure 1 shows the extent to which society 
bears additional costs if quantity traded is at Q1 
rather than at Q*.

The intention here is to blend the figure into the text 
by making explicit use of it as part of the explanation.

Graphs
Graphs present some rather different issues. There may 
be many sorts of question where you are presented with 
data in graphical form. You may be required to read off 
values from a graph to be used in calculations, or to 
be used in supporting an argument, or in identifying a 
relationship between economic variables.

Make sure that you practise these skills, so that 
reading graphs becomes second nature. In addition, 
you should read the question carefully, so that you 
know why you need the data. In other words, focus 
on the key information that is needed for you to 
answer the question. If you need to read off values 
of a variable in order to carry out a calculation, do 
that and move on. If you need to comment on the 
relationship between variables, focus on the key points 
of relevance, and don’t get sidetracked into too much 
description.

As an example of this, consider Figure 2. If you are 
asked to comment on the performance of the Greek 
economy compared to that of Germany and the UK, 
don’t go into a long description of the growth of 
gross national income per capita in Greece year-by-
year through the period shown. The key thing here is 
to focus on the most important features.

You would pick out the similarity of the plunge 
into recession as the financial crisis hit in 2008 and 
2009, and then comment on how the Greek economy 
continued into deeper recession while Germany and 
the UK began to recover. You might also comment 
on the way that the data for the period 1995–2004 
provided no hints that the Greek economy was any less 
resilient than the other economies. Beyond that, you 
do not need to analyse every little deviation from the 
norm. In other words, focus on answering the question 
as succinctly as you can.

Of course, this is generally good advice in any 
examination — read the question, make sure you 
understand the question, and then answer the 
question.
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Benefit–cost   analysis
In his article on higher education funding and student 
tuition fees, Kevin Albertson discussed how benefit–cost 
analysis can be used to explore whether an individual 
should undertake higher education. Here are some of 
the key issues affecting that decision

Benefits

16 Economic Review  April 201716 Economic Review  April 2017

The graduate 
premium represents 

the additional expected 
real earnings for a graduate 

compared with a 
non-graduate.

There may be a 
consumption benefits, 

as students enjoy being at 
university.

University students build 
networks while studying and 
accrue other social benefits.

Society gains from 
graduates, who are more 

productive and ‘good’ citizens. 
Furthermore, graduates work 

well together, multiplying 
the benefits.

1 Direct benefits
• Graduate premium £210,000
• Consumption    £???

2 Indirect benefits
• Social benefits  £250,000

3 Society benefits
• Market benefits  £291,000
• Externalities and other  
non-market benefits £250,000
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Costs
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The calculation of both 
costs and benefits provides 

results for an ‘average’ degree 
programme. However, both benefits 

and costs may vary with the 
discipline being studied.

A complicating factor 
is that students face the 

costs in the short run, but gain most 
of the benefits in the long run, so a 

discounting procedure is needed 
to balance this out.

Notice that the 
calculation here assumes 

that the tuition fees exactly cover 
the cost of providing a university 

education. This may not be a valid 
assumption.

2 Indirect costs
• Opportunity cost 
(income foregone)  £16,289

Benefit–cost ratio
• Total benefits  c.£1,000,000
• Total costs  £48,626
• Benefit–cost ratio 20:1

1 Direct costs
• Tuition, books 
and travel over 3 years £32,337
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divergence between views of professional 
academic economists (almost all of whom 
work in universities) from the population 
as a whole. Such academics are experts 
and likely not to have financial conflicts of 
interest in their recommendations, so why 
did their opinions not carry more weight?

The standard way an economic model 
works is to highlight one or several 
important issues or concepts that help us 
understand the world better. Since the world 
is a complicated place, concentrating on 
one problem runs the risk of ignoring other 
issues, so I start by discussing the range of 
issues that might matter.

Understanding the 
EU referendum result
Does game theory  
shed light on Brexit?
Why did so many people in the UK vote for Brexit when 
economists were almost unanimous in viewing the likely effects 
to be damaging for the British economy? Edmund Cannon uses 
game theory to explore some possible reasons

The British electorate’s decision to 
leave the European Union (EU) in 
the referendum of 23 June 2016 came 

as a shock to many political commentators, 
including professional and academic 
economists. The majority of economists 
thought that leaving the EU would make 
people worse off, and for that reason the 
UK should vote to remain. Why did the 
electorate choose to leave?

In this article, I discuss why individuals 
(voters) may prefer to make choices that 
might leave them worse off, and whether 
this provides some insight into the Brexit 
result. In particular, I want to consider the 

Brexit, the British economy, game theory

Key concepts Key concepts

What did economists think  
of Brexit?
I have said that academic economists 
were overwhelmingly in favour of the UK 
remaining in the EU. Letters signed by 
academics were sent to The Times (12 May 
2016, 196 economists), the Guardian (19 June  
2016, 10 Nobel prize winners), and the 
Telegraph (21 June 2016, 150 economists). 
On the other side, a letter in favour of Brexit 
was signed by only eight economists.

Since the usual stereotype of economists 
is that they all disagree with each other, 
it appeared that on this point economists 

WHILE THE PRESS ARE NOT 
MEANT TO SAY THINGS THAT 
ARE UNTRUE, THEY ARE ABLE TO 
PROMOTE PARTICULAR POSITIONS
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Did BBC impartiality obscure 
economists’ views on Brexit?

scientists’ views on climate change, where 
there is near unanimity from the scientific 
community but too little political action to 
prevent global warming.

Did the economists’ views 
matter?
While some voters may not have known 
what economists thought about the 
referendum issue, another possibility is 
that their views were known but ignored. 

this sufficiently clear. On the other hand, 
if my back-of-envelope calculations are 
correct that 96% of economists supported 
remaining in the EU, it does not follow that 
the BBC should have split airtime between 
the two sides of the story in the ratio 96:4, 
since pro-Brexit economists could never 
have presented their position in only 4% of 
the time available.

From this you can see that one element of 
the referendum result is that voters may not 
have fully understood economists’ views in 
the referendum campaign, suggesting that 
there was a communication problem. This 
problem is not confined to economists — 
a similar problem appears to arise with 

were unusually in agreement. If we compare 
196 economists to eight, the proportion 
of economists in favour of remaining was 
96%. It is rare to get complete unanimity 
on any question in any walk of life, so 96% 
agreement is about as high as one could ever 
have expected.

Did voters notice economists’ 
views?
Did voters know that the academic economic 
community was so united? There are several 
reasons to believe that they did not.

First, the economists themselves failed 
to write to the newspapers with the widest 
circulation (such as the Daily Mail or the 
Sun) and one of the press releases failed to 
get much attention because it clashed with 
an important Bank of England statement.

The problem here is that most academics 
spend their time researching complicated 
and subtle questions to help improve public 
policy, but then present these results only 
to other academic economists. The positive 
side of this is that mistakes or problems in 
the analysis tend to be noticed, making the 
quality of the work very good. The negative 
side is that there is minimal communication 
with politicians, the press or the public. 
The press frequently want an economist to 
comment on a contemporary issue, but it is 
much easier to get an economist from a bank 
or a think tank than a busy academic. While 
economists from banks or think tanks are 
intelligent and knowledgeable, they do not 
necessarily do original research on policy 
questions and they may have conflicts of 
interest — most think tanks are set up to 
promote a particular point of view.

Second, the privately owned media in 
the UK have their own political positions. 
While in the UK the press are not meant to 
say things that are untrue, they are able to 
promote particular positions — the easiest 
way to do this is to present only one side of 
the story.

BBC impartiality
The only major news agency that has to 
be impartial is the BBC, but how easy is it 
to define impartiality? The BBC’s current 
interpretation of impartiality appears to 
be that it must present both sides of any 
argument, implicitly giving equal airtime 
to both sides. This would obviously be 
appropriate if economists were equally 
divided on the issue of Brexit, but they 
weren’t and perhaps the BBC failed to make 

THE MAJORITY OF 
ECONOMISTS SUPPORTED 
REMAINING IN THE EU
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Figure 1 The ultimatum game

The ultimatum game describes how two 
players might share £100

However, let’s keep the game simple. 
Player 1 offers a division of the sum of 
money, such as 50:50. Player 2 then either 
accepts the offer or refuses. If the offer is 
accepted, the two players share the money 
in the way suggested by Player 1. If the offer 
is refused, both players get nothing. This 
scenario is depicted in Figure 1.

Suppose Player 1 offers 90:10, so that 
Player 2 will get £10 if she accepts. Player 2 
thus has a choice of accepting and getting 
£10 and refusing and getting nothing. If 
Player 2 were only interested in getting as 
much money as possible then it would be 
rational to accept the offer, even though 
the distribution is unfair. In fact, if getting 
money were Player 2’s only motivation, then 
an offer of 99:1 would be accepted, since 
even £1 is better than nothing.

The ultimatum game in practice
What will happen in practice? Economists 
and others have tested this game by getting 
students to play it, by going to developing 
countries and getting locals to play it (in 
such countries £100 might be a lot of 
money), and the game has even been tested 
on monkeys. Lots of attempts have been 
made to see if the results are robust — and it 
appears that they are.

The overwhelming evidence is that if 
Player 1 makes an offer that is too unfair, 
then Player 2 will refuse. Typically, offers 
are only accepted if Player 2 gets at least  
£30. Anticipating this, Player 1 frequently 
makes offers which are not too unequal 
(such as 60:40).

The economics profession has been heavily 
criticised for years as being irrelevant and 
this criticism has only increased since the 
financial crisis. The problem here is not 
whether that criticism is valid, but whether 
it is believed by voters.

On top of this, the referendum was not 
only about economics, it was also about 
political and legal issues. It would be 
perfectly possible for voters to decide that to 
have a lower gross domestic product (GDP) 
was an acceptable price to pay for the UK to 
have greater autonomy. Almost certainly this 
view played a part in the vote.

Why would people prefer to be 
worse off?
So, two reasons for the election result may 
have been lack of information and the 
importance given to non-economic reasons. 
But I think there is a third possible reason 
that should not be overlooked. Interviews 
with voters and discussion in the press 
suggested that voters were unhappy with 
rising inequality. Even if they did not use 
that language, there was a concern that 
‘ordinary people’ have been left behind as 
GDP has risen.

The problem of rising inequality
One reason to attach weight to this view is 
that the voters are correct — inequality has 
risen across the developed world. So, while 
average income per person has gone up, this 
is largely due to the fact that the incomes of 
the richest people have gone up a lot, while 
the incomes of the poorest people have gone 
up very little, stagnated or even fallen.

This rise in inequality has led to poorer 
members of society having fewer economic 
opportunities — they may face more risk as 
a result of temporary job contracts, and there 
is lower social mobility. The magnitude 
of these problems has been promoted by 
books such as Thomas Piketty’s Capital in 
the Twenty-First Century. Society appears to 
be becoming increasingly unfair.

Simple economic models frequently 
ignore the importance of fairness to 
individuals’ happiness and to their choices. 
This is one of the criticisms of current 
economics teaching that seems most valid. I 
now wish to turn to a simple model to show 
how concerns for fairness affect human 
behaviour. As with all models, it is too 
simple to explain all of the complexities of 
life, but it helps us to think about the issues 
more clearly.

The ultimatum game
The ultimatum game is a simple economic 
model describing the behaviour between 
two agents. Suppose that there is a sum of 
money — say £100 — to be shared between 
two people, whom I shall refer to as Player 
1 and Player 2. This is a zero-sum game — 
it is only possible for Player 1 to have more 
money if Player 2 has less.

Notice that this scenario assumes that 
there is no possibility for both 

players to be better off by 
cooperating — but in reality 

that may not be true. 
The whole point about 

human society is that 
it may be possible 

to make all 
ind iv idua l s 

better off 
by working 

cooperat ive ly 
or by trading with 

each other. Implicitly 
we are assuming that we are 

analysing a situation where the 
possibility of such gains is missing or 

so small that it can be ignored.

VOTERS WERE UNHAPPY 
WITH RISING INEQUALITY

Player 1 suggests 
division of £100 

between the two 
players

Player 2 must 
accept or refuse 
the suggested 

division

Figure 1 The ultimatum game

Both 
players get 

the share of £100 
suggested by 

Player 1

 The ultimatum game The ultimatum game

Both players get 
nothing

Accept Refuse
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Was the referendum result a response to 
perceived unfairness in our society?

(i.e. better for everyone to get nothing than 
face an unfair distribution of the benefits).

Summary and discussion
The reasons for the EU referendum result are 
complicated and researchers are currently 
trying to work out why voters made the 
choices that they did. There will be no single 
explanation.

In this article I have suggested three 
potential reasons:

 ■ Voters may not have known that 
economists’ best estimate was that it was 
better to remain in the EU.

 ■ Voters may have chosen to leave the 
EU despite the economists’ estimates, 
either because they did not believe them 
or because they attached more value to 
political and legal considerations.

 ■ Voters may have viewed membership 
of the EU as being something that was 
economically valuable but where the 
benefits were shared very unfairly.

It may turn out that the third explanation 
was not particularly important, but I have 
shown how a simple economic theory about 
how individuals value fairness can be used 
to help understand the referendum result.

it might be the case that everyone 
would benefit, but the benefits would 
predominantly go to one part of UK society. 
Arguably the group of people who benefit 
most are the rich — and these are the people 
who are most influential when it comes 
to government policy. If we think of the 
rich as largely having the same motivations 
(looking after the rich, i.e. themselves), 
then the EU referendum might be viewed 
as being similar to the ultimatum game, 
where one part of society (the rich ‘ruling 
class’) offers the rest of society the choice 
of everyone being better off by being in the 
EU (equivalent to sharing the £100) and 
proposing an allocation of the benefits with 
most going to the rich and a little going to 
the rest.

With our knowledge of the ultimatum 
game, we can see that the rest of society 
would reject this offer if it is seen to be 
too unfair. Of course, what is ‘too unfair’ 
is subjective and there is an additional 
complication in that no one is really sure 
about the precise size of the benefits 
of being in the EU. But if the ultimatum 
game is a reasonable approximation to how 
the electorate viewed the referendum, it 
is unsurprising that many voted to leave  

This is very strong evidence that people 
dislike unfairness and are prepared to make 
personal sacrifices to combat unfairness.

The ultimatum game and the  
EU referendum
The ultimatum game describes a simple — 
though rather unrealistic — scenario with 
just two players. Part of the trick of being 
an economist is seeing whether models like 
this help us to understand real situations. So 
what about the EU referendum?

Most economists believe that 
membership of the EU brings economic 
benefits. Suppose we set aside the issues of 
whether voters knew this or whether they 
valued non-economic benefits more. We 
realise that those issues are important, but 
we are looking to see whether there is a third 
issue.

Who benefits most from EU 
membership?
The remaining question is how the benefits 
of EU membership are to be shared 
within UK society. One possibility is that 
the benefits would be shared equally or, 
perhaps more important, that voters believe 
they would be shared equally. Alternatively, 

Edmund Cannon is professor of 
economics at the University of Bristol

1 The vast majority of economists thought 
that leaving the EU would make people 
worse off.
2 Economists made their views known by 
letters to The Times and the Guardian, with 
96% declaring in favour or remaining in the 
EU, and only 4% in favour of leaving.
3 However, economists did not write to 
the newspapers with the widest circulation, 
so perhaps their voice was not heard.
4 Furthermore, it may be that economists’ 
views were not seen as being authoritative, 
given the earlier criticisms directed at them 
following the financial crisis.
5 The referendum was also bound up 
with political and legal issues, so economic 
aspects were only part of the story.
6 Voters were also concerned about rising 
inequality.
7 The ultimatum game suggests that 
people dislike unfairness and may make 
personal sacrifices to combat it.
8 This offers a further explanation for the 
result of the EU referendum.

Key points 
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Studying economics will give you insight into 
current economic controversies, like HS2
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Abby McGill

 student perspectives

and workings of the world around us. Economics is such a broad topic 
and it affects all of us in everyday life.

AL What areas of economics interest you the most?
AM I particularly enjoy the mathematical side. Last year we 
started studying econometrics, using different models to study the 
relationship between variables and using those variables to make 
forecasts. In addition, we have studied the change in macroeconomic 
policies over the past 20 years, including the pursuit of full 
employment, economic growth and current inflation targeting. It was 
interesting to analyse the associated macroeconomic conditions that 
accompanied each policy.

The current economic climate, and in particular the debate over 
the use of different macro policies in response to economic downturn, 
has captured my interest over the past year. I have always taken a 
more Keynesian view on the use of expansionary fiscal policy in order 
to stimulate demand in the face of economic downturn. However, 
in light of the coalition and Conservative government’s pursuit of 
fiscal austerity, we studied the theory behind alternative approaches. 
The government plays a key role in the economy’s macroeconomic 
performance and therefore understanding the arguments for fiscal 
austerity was interesting.

AL What have you enjoyed most about studying economics at 
university?
AM Studying economics at Leeds gives you plenty of choice. You 
can choose optional modules to focus on a particular area you are 
interested in, for instance I picked ‘Current economic controversies’, 
which covered topics such as HS2. You also cover the core 
mathematics, statistics, and macro and microeconomic theories, but 
there is flexibility in what you can study. You have the option to pick 
a module outside the business school, which allows you to pursue an 
interest, or perhaps learn a new language.

The business school has links with a range of employers, offering 
opportunities to meet experts in different fields. There are plenty of 
ways you can involve yourself with the department, for example I was 
a peer-assisted study sessions leader. This entailed facilitating study 
sessions for first-year economics students, assisting with answering 
questions about their course and university life. It was a fantastic 
opportunity to provide training and advice in a relaxed but structured 
manner.

Ashley Lait interviews Abby McGill, a third-
year student at the University of Leeds

AL Tell us a bit about yourself.
AM I am currently in my third year at the University of Leeds where 
I am studying economics. With support and encouragement from 
the business school at Leeds, I extended my economics degree to 
incorporate a year in industry, which commenced at the beginning of 
July. As a result, this year I am working in the actuarial department 
of Travelers, a large insurance company, before I return to Leeds in 
September 2017 to complete my degree.

AL How did you first become interested in economics?
AM When I was 15, my grandfather gave me the book 
Freakonomics by Steven Levitt and Stephen J. Dubner. It is accessible 
to those with no prior knowledge of economics and it uses the 
unconventional approach of looking at economics through a range 
of subjects.

At AS and A-level I had the opportunity to study economics. We 
covered basic theories and applications, with ample opportunity to 
argue our own opinions. I soon realised that these theories affected 
our everyday lives and I enjoyed learning about their structure and 
applications in the real world. Some are only theories, such as ‘perfect 
competition’, but they can still provide an insight into the mechanisms 

Making the most 
of your economics 
studies
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University life offers more than just study

AL What else are you involved in at university? Music, societies, 
sports? Tell us more about this side of university life.
AM There is a broad range of clubs and societies at university. In 
my first year I joined the trading and investment society, in order 
to explore my interest in stocks and trading. The society holds 
informative sessions, alongside some more participative activities, 
attracting a range of employers to events. I participated in the Virtual 
Investment Fund, in the role of an analyst for the technology sector. 
It was a fun environment to learn with others from all areas of the 
university who share an interest in the investment sector.

I also joined the women’s lacrosse team, having played at school. It 
was great to see people trying the sport for the first time and enjoying 
it so much. The sport side was fun and varied with 4 or 5 sessions 
a week. The social side meant meeting people from all areas of the 
university.

In my second year, I joined the Yorkshire Universities Air Squadron, 
which is part of the Royal Air Force volunteer reserves. This has given 
me wonderful opportunities to develop my leadership skills, to learn 
to fly, and has taken me on outdoor adventures, including skiing and 
mountain biking. It has also given me a better understanding of the 
need for teamwork in many circumstances. I also enjoy going to the 
university gym, which is located on campus and is one of the best-
equipped gyms in the city.

AL What’s next for you? Do you have career plans after university?
AM I finish my work placement in July, then I plan to travel to 
Australia and New Zealand. I have always dreamed of travelling there 
and hope my adventure will be made possible with savings earned 
from my year on placement.

Following my final year at university, I plan to move to London and 
begin my career, starting as an actuarial assistant. To qualify as an 
actuary, you have to take exams while working, generally qualifying 
after 6 years. I understand that it is a hard balance of studying, working 
and having some leisure time, but it should be manageable.

This is an interesting time to start a career in the insurance market. 
No one is sure what effect Brexit will have, and there are also the 
emerging threats of cyber-attacks and terrorism.

AL In your experience, how does economics at university differ 
from A-level?
AM Economics is such a broad subject. At school you only 
get an insight into the key theories and schools of thought. At 
university you develop a deeper knowledge of microeconomics 
and macroeconomics. There is also a more mathematical and 
diagrammatical basis to the theories. I’ve discovered the joke, ‘If you 
put ten economists in a room you will get 11 different opinions,’ has 
some truth behind it.

There is a significant amount of additional reading to do, because 
you always have to be aware of alternative arguments, but this makes 
the subject all the more interesting. You also tend to study the history 
of economics in a lot more detail, as you can learn a lot from previous 
mistakes and successes.

It’s interesting to study unconventional economics, outside the 
classical schools of economic thought, such as the ‘feudal’ society of 
Tokugawa Japan. This all helps to widen your view, and encourages 
you to question the dominant schools of thought.

AL Tell us a little about your plans for your placement year.
AM I have been on my placement for a few months now. I am 
living and working in London and enjoying the lifestyle that such 
a position offers. It is a great opportunity to assess any potential 
career path I might want to take, while continuing to develop my 
skills and knowledge. The characteristics associated with the actuary 
role involve the use of financial and statistical theories to analyse and 
predict risk.

I work in a syndicate that operates through the Lloyds of London 
insurance market, insuring essential, complex and critical risks. For 
example, in 1969, Travelers issued the first accident policy for space and 
lunar exploration, which covered the Apollo astronauts who landed on 
the moon.

I have already worked with actuaries at all levels, as well as 
underwriters. The opportunity for networking at this stage in my career 
has been invaluable. Leeds business school has a high percentage of 
students on placements, and I credit this to their encouragement from 
positive feedback gained from such placements in the past.
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Waste disposal 
and recycling
An economist’s view

Source: Data from Eurostat

Figure 1 Total amount of waste from 
households and business

environmental economics, externalities, 
waste and recycling

Key concepts Key concepts

Waste is an unwanted but 
unavoidable by-product of 
economic activity, and the 
volume of waste produced by 
our society is at the centre of 
the debate on environmental 
policy. Christian Spielmann 
discusses how economics 
can provide insight into how 
policy can tackle the problem

Every year the UK produces around 
250 million tonnes of waste 
(see Figure 1). Such waste comes 

from industrial production, household 
consumption and businesses. Roughly 30 
million tonnes of this is solid waste collected 
by municipal authorities. Municipal 
waste mainly includes the rubbish from 
households that fills our bins, but also 
includes waste from offices and public 
institutions. Considering the concentration 
of people living in cities and urban areas, 
organising municipal waste collection has become a costly and complex challenge for 

governments.
The problem with waste from human 

activity is that, unlike waste products from 
nature, it does not easily degrade. This 
means that waste accumulates, which, 
considering the finite space Earth provides, 
may be unsustainable in the long term. 
Furthermore, many waste products from 
human activity are hazardous and can cause 
illness or death.

Income and waste
Environmental economists have analysed 
the data and found that household waste 
increases proportionally with population 
and less than proportionally with household 
income. Some data are shown in Figure 2. 
Based on these findings, household waste is 
predicted to increase further, as populations 
grow and income levels rise. However, 
what makes humans different from other 
species is that we can make forward-
looking choices. Some economists have 
argued that once societies reach a certain 
income level, preferences in favour of better 
environmental quality will dominate and 
technologies will be developed to reduce 
waste, despite increasing living standards. 

EconomicReview 34i4 print.indd   24 27/02/2017   1:50 pm



Pe
r 

ca
pi

ta
 s

ol
id

 w
as

te
(k

g 
pe

r 
da

y)

0.5

1.0

0

1.5

2.0

2.5

U
pp

er

U
pp

er
m

id
dl

e

Lo
w

er
Country income level

Lo
w

er
m

id
dl

e

Year

U
K

 r
ec

yc
lin

g 
ra

te
s,

 m
un

ic
ip

al
so

lid
 w

as
te

 (%
)

0
5

10
15
20
25

30
35
40
45
50

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

Year

M
ill

io
n 

to
nn

es

%
 im

ported by country group

0

50

100

150

200

0.2

0.4

0.6

0.8

250

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

20
08

20
10

20
12

Total waste and scrap trade
% imported by developing countries
% imported by developed countries

25www.hoddereducation.co.uk/economicreview

Source: Data from Eurostat

Figure 3 UK municipal solid waste 
recycling rates

Source: Kellenberg (2015)

Figure 4 Annual tonnes of global waste and scrap traded internationally (1992–2012)

Source: Hoornweg and Bhada-Tata (2012): What a 
waste: A global review of solid waste management, 
Urban Development Series, World Bank

Figure 2 Municipal solid waste generation 
and income level

virgin materials of inferior quality, which 
in turn may add to the cost-effectiveness of 
recycling resources. Furthermore, the cost of 
waste disposal has increased significantly 
due to population growth, especially 
in urban areas, and in response to rising 
awareness about the adverse effects of 
waste levels on the environment. Recycling 
provides a strategy to circumvent these 
rising disposal costs.

Benefits for consumers
It is in consumers’ interests that firms try to 
find ways to reduce production costs, as this 
keeps prices for consumption goods low. 
In fact, when goods which use primarily 
virgin resources as inputs become more 
expensive, consumers are likely to adjust 
their consumption choices and demand 
goods made out of recycled material, as long 
as the quality is comparable. Economists call 
this the composition-of-demand effect. In 
turn, recycling rates are expected to go up.

Despite these cost considerations, public 
attitudes towards environmental change 
have altered as the effect of wasteful 
behaviour on the environment has become 
increasingly evident. With concerns about 
climate change and the fragility of the 
environmental system rising, consumers 
are likely to change their preferences 
towards more environmentally friendly 
and sustainable modes of production. 
Such preference changes provide another 
rationale for the increasing recycling rates 
we observe in the data.

Trading waste in developing 
countries
Recycling also provides lucrative business 
opportunities in many developing countries 
such as Mexico or China. International 
trade flows in waste have been growing at 
exponential rates over the last few decades 
(see Figure 4). In fact, the physical weight of 
waste traded across borders is now a multiple 
of, for example, international trade in cars.

Advantages
Developing countries attract an increasing 
share of waste imports, which have become 
a main driver for the economic fortune 
of some countries. The main reason for 
such large international trade flows of 
recyclable materials between the developed 
and developing worlds are differences in 
recycling costs. Recycling is a fairly labour-
intensive activity, as waste has to be sorted 

processing costs are likely to be significant 
and energy costs must also be considered.

Despite the costs involved, the rates of 
recycling for municipal solid waste have 
increased considerably in many countries 
(see Figure 3). Plastic bottles (PET and HDPE) 
and glass containers are the primary items 
being returned through the recycling process.

Why recycle?
A cost-effective option
Increasing recycling efforts may be a logical 
response for consumers and producers 
when waste levels are high and finite 
natural resources are being depleted. In fact, 
diminishing stocks of natural resources, 
such as oil or metals, make extraction 
increasingly difficult as more advanced 
technologies must be employed. This is 
likely to increase extraction costs to a point 
where the process of recycling becomes a 
more cost-effective option compared to 
the use of virgin materials. In addition, 
increasing depletion of natural resources 
may mean that companies have to revert to 

This claim often comes under the name of 
the environmental Kuznets curve.

Even if there is some truth in this 
prediction, the question arises of when 
average world income will be high enough 
for this effect to dominate, especially 
considering the high levels of poverty 
currently found in many developing 
countries. The response of policymakers 
to the waste problem is therefore to find 
policies to reduce the overall amount 
of waste and to recycle at least some of 
it in order to return the resource into the 
production process.

Recycling
Recycling materials and reusing resources 
that retain their basic physical and chemical 
properties during use, such as aluminium 
cans, glass, paper or plastic, provide ways 
to conserve raw materials. This reduces 
the demand on finite resources and keeps 
products out of the waste stream for one or 
more rounds of use. However, recycling in 
most cases is costly. Transport, labour and 
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Figure 5 The optimal recycling rate, part 1

Figure 6 The optimal recycling rate, part 2

are, in many countries, still fairly cheap, 
recycling rates will also be low. But as 
discussed above, increasing costs for waste 
disposal will have a positive effect on 
recycling rates. We could show this in our 
model by shifting up the private marginal 
cost curve of disposal.

Externalities
If the decision-makers in this model would 
bear all costs for recycling or disposal, 
the rate Qp would in fact be the optimal 
recycling rate. However, as is often the case, 
the reality is more complex. Recycling, as 
well as disposing of waste in landfill sites or 
treating it in incinerators, have other effects 
on the environment and on human health, 
which will affect the wellbeing of some 
people or firms not directly involved in the 
decision-making process.

Economists call such spillover effects 
externalities. These do not need to be 
negative. For example, recycling gives people 
the opportunity to live an environmentally 
conscious life and we know that some people 
take great satisfaction in the fact that they 
live in a community which collectively cares 
about sustainability. This is an example of a 
positive externality.

To find the optimal recycling rate for 
society as a whole, we need to add all 
positive and negative externalities to the 
private costs of recycling and of waste 
disposal. It is a reasonable assumption that 
such external effects also increase with 
how strongly we engage in recycling or 
waste disposal. Using the model, we can 
determine the optimal recycling rate from 
society’s point of view. Depending on the 
size of the relative externalities, and whether 
they are positive or negative, observed 
private recycling rates may be too low, as 
shown by Q

S1 in Figure 6, but could also be 
too high, as shown by QS2 in Figure 7.

Estimating the costs and benefits 
of recycling
Environmental economists have tried to 
estimate the social costs and benefits of 
recycling and compared them to those from 
standard waste disposal, but there is little 
consensus in their findings. One reason for 
this is that putting a price tag on the external 
effects may not be trivial. While there is 
some evidence that landfill emissions may 
lead to health anomalies in babies and an 
increased likelihood of some cancers, how 
should we value these effects in monetary 

to the particular resource. Environmental 
economists use a simple model.

The optimal recycling rate
The percentage of overall waste which 
is recycled is inversely related to the 
percentage of waste which is disposed of. 
This is depicted by the arrows along the 
horizontal axis in Figure 5. Disposing of an 
additional unit of waste comes with a cost, 
and we assume that these unit costs increase 
the more waste is disposed of. A reason for 
this is that finding appropriate landfill sites 
will become increasingly costly.

At the same time, recycling an additional 
unit is also costly to those engaging in 
the task. As a consumer, you have to get 
to the recycling centre, which costs time, 
effort and possibly some monetary 
expenditure. Assuming again that the unit 
cost of recycling increases with the amount 
we recycle, the model depicted in Figure 
6 suggests that the optimal recycling rate 
that emerges would be Q

p. This is where 
the marginal costs of recycling equal the 
marginal costs of waste disposal. It is the 
rational outcome for a household or a firm, 
which only takes into account its own 
(private) costs for recycling and disposing 
of waste. Considering that costs for disposal 

by type of material, a task that cannot be 
completely done by machines. Low wages 
combined with high unemployment in 
developing countries may therefore mean 
that recycling of, for example, plastic, can 
foster income and create employment 
opportunities.

Laxer environmental standards of 
waste handling in developing countries 
also reduce the cost of recycling and make 
recycled materials a cheaper input into the 
production process compared to virgin 
resources. This provides a way to keep 
production costs and hence consumer 
prices low. Developed countries rely 
more heavily on virgin resources in their 
production process. This is often explained 
by high quality standards in production, 
which have to be met. Consumers in low-
income countries seem to demand cheaper 
products, even if they are of inferior quality, 
which gives an additional rationale for waste 
flows into developing countries.

Disadvantages
Trade in waste is not always a way to 
improve living standards and to satisfy 
consumer demand. Lax environmental 
regulation in the developing world can 
encourage developed countries to dump 
their hazardous waste and create severe 
health risks for workers.

Electronic waste (e-waste) generates 
hazardous by-products. As mobile phones, 
computers and other electronic devices are 
replaced by newer models, toxic, reactive or 
corrosive components are entering the waste 
stream. Significant amounts of e-waste are 
illegally transferred to developing countries, 
where they are dismantled, often in unsafe 
ways and with substantial health risks. 
International agreements try to protect 
developing countries from such ‘waste 
haven’ effects, but monitoring remains 
difficult.

Do we recycle enough?
Considering the various incentives to 
reuse materials, there are good reasons for 
recycling rates to be positive. At the same 
time, recycling 100% of our waste may 
either be technically unfeasible or so costly 
that it would not make economic sense. 
The question therefore arises — what is 
the optimal rate of recycling and do we 
currently recycle enough?

The answer to this question is not trivial 
and may depend on various factors related 
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Figure 7 The optimal recycling rate, part 3

Recycling provides business opportunities 
in developing countries

1 The quantity of waste produced in 
developed countries is increasing every 
year, creating problems of disposal.
2 The data suggest that waste increases 
with population and income.
3 One option that could help to address 
the problem is recycling.
4 Over time, non-renewable resources 
become more scarce, and thus more 
expensive as inputs, and prices tend to rise. 
This may increase the demand for goods 
made from recycled materials.
5 This may be reinforced as preferences 
change with the onset of climate change.
6 International trade in waste has 
increased, with developing countries having 
a comparative advantage in recycling 
activity, which is labour-intensive by nature.
7 The optimum rate of recycling depends 
on the relative strength of positive and 
negative externality effects.

Key points 

behaviour. Policies that encourage recycling 
through subsidising environmentally 
friendly behaviour include the provision of  
improved infrastructure of collection 
facilities, which reduces effort as well as 
time involved in recycling. Policies may 
also subsidise recycling directly. Some UK 
councils, for example, have introduced 
subsidies on reusable nappies made from 
cotton.

Finally, policy instruments may combine 
both taxes and subsidies in so-called 
deposit-refund schemes, for example on 
drink packaging. Implemented in several 
countries and often mandatory, such 
schemes will increase the purchase price 
through an up-front fee on consumption, 
and pay back the deposit upon collection. 
Germany introduced such a mandatory 
container deposit more than a decade 
ago. Such policies can be very powerful in 
reducing waste, but they also come with 
high administrative costs. 

Considering the growing pressure on 
policymakers to respond to increasing levels 
of often hazardous waste accumulated in 
modern societies, we may expect to see more 
of such policies, possibly wider in scope and 
more stringent in their implementation, in 
the years to come.

and demands that its member countries 
implement policies in order to achieve these 
targets. The policies usually create financial 
incentives for recycling and disincentives for 
not doing so.

Plastic carrier bags
For example, charges on plastic bags try 
to disincentivise consumers from using 
single-use bags for their grocery shopping, 
and encourage reuse of old bags. A 5p 
charge was introduced in the UK in 2015, 
following the examples of Ireland, Northern 
Ireland, Scotland, Wales and many other 
countries. The charge, which large shops in 
England now demand on single-use plastic 
bags, seems to have reduced the usage 
significantly over the first couple of months 
of the policy.

Pay-as-you-throw schemes
Charges for municipal waste collection that 
depend on the amount of rubbish disposed 
of (pay-as-you-throw schemes) are similarly 
trying to discourage wasteful behaviour. 
Such systems could, for example, charge for 
bin bags, as happens in many communes in 
Switzerland.

Reward the recyclers?
Environmental policy is often characterised 
by what is called the ‘polluter pays’ 
principle. In this spirit, the aforementioned 
policies charge for the act of polluting 
instead of encouraging non-wasteful 

terms? Or how should we value the 
discomfort of living close to a smelly landfill 
site or a noisy glass recycling station? While 
economists have several techniques at hand 
to try to estimate such externalities, there 
is not one right way of coming up with an 
estimate. Site-specific technology and other 
geographical factors, ethical considerations, 
as well as the kind of resource are all likely 
to influence such studies.

What can policy do?
Despite some academic disagreement, many 
environmental economists, policymakers 
and citizens claim that recycling rates are 
still too low, suggesting that external costs 
from rubbish disposal are not yet fully 
accounted for.

In an attempt to increase recycling rates, 
the European Union has agreed targets for 
recycling of packaging and other items, 

Christian Spielmann is senior teaching 
fellow in economics at University 
College London
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At the time of writing this article, since the vote in 
favour of Brexit, the sterling exchange rate index has 
depreciated by approximately 15%. Although many 
people were surprised by the vote to leave the EU, most 
economists predicted that a vote in favour of leaving 
would lead, at least in the short run, to a fall in the 
sterling exchange rate.

Tackling the first part of the question
In this article, I am going to deal with each part of the 
question separately but will not be able to cover all the 
issues that you might wish to include in your answer, 
time permitting. To ensure focus and clarity, and to 
maximise your marks, it is important that under exam 
conditions you adopt a similar approach.

Influential factors
Let’s start by considering ‘factors that influence the 
exchange rate of a currency’. The exchange rate is the 
price of one currency in terms of another currency 
and hence the exchange rate will be influenced by the 
demand and supply of the currency on the foreign 
exchange market, the FOREX. A strong answer to 
this question will demonstrate the ability to apply this 
fundamental economic model to the context of the 
question.

What is it that determines the demand for a 
currency? In summary, there are three overarching 
determinants of the demand for a currency such as 
sterling:

 ■ overseas residents need sterling to buy UK goods 
and services, i.e. to purchase UK exports

Exchange rates
 question and answer

In this column, Stuart Luker (Charters School) offers some 
guidance on tackling examination questions in economics

The exchange rate is a key macroeconomic variable. It has a huge influence on the 
performance of the economy and the effectiveness of macroeconomic policy.

In recent times, the exchange rate has been seen as a crucial indicator of economic 
expectations, as in the cases of Brexit and the election of Donald Trump as the US 
president. The question to be discussed here shows how the analysis of exchange 
rates may be crucial for tackling A-level economics questions.

Question
(a) In the five years between 2007 and 2012 the real effective exchange rate of the 

Swiss franc increased by 19%, the Chinese yuan by 25% and the Japanese yen by 
23%. However, the USA, UK and eurozone experienced a depreciation of their 
currencies.
Assess factors that influence the exchange rate of a currency. (20 marks)

(b) To what extent might a depreciation in the value of a country’s currency  
improve its economic performance? (30 marks)

This question appeared in The Global Economy ECO4 June 2014 (R), exam paper set by Pearson/
Edexcel. We are grateful to Pearson for permission to reproduce and discuss this question. Pearson/
Edexcel accepts no responsibility for the discussion — this is the sole responsibility of ECONOMIC REVIEW.

Some context
This question is taken from an examination paper linked to a previous A-level 
economics specification, but the topic covered is included in the new specifications of 
all the major examination boards in England and Wales. The recent fall in the value of 
the pound has meant that the question is very topical. The effects of a depreciation 
in the sterling exchange rate are of current significance for the performance of 
the UK economy. In the aftermath of the referendum on the UK’s membership of 
the European Union (EU), which took place on 23 June 2016, the value of sterling  
has fallen.
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to affect the exchange rate. Hence the actions of a central bank also influence the 
exchange rate. For example, the central bank might sell its currency in the market to 
prevent it appreciating or use its foreign exchange reserves to buy the currency to 
prevent its value falling.

Actions by the central bank that lead to changes in domestic interest rates can 
also be used to affect the exchange rate. A few countries fix their currency against 
another currency, usually the US dollar or the euro. For these countries, the actions 
of the central bank are much more important.

Any event that has a significant impact on either the demand or supply of the 
currency will affect the exchange rate. A rise in the demand for the currency, or 
a fall in supply, will tend to increase the value of the currency whereas a fall in 
demand or increase in supply will cause the exchange rate to depreciate. Part of the 
economists’ toolkit is the use of diagrams. When answering a question, you should 
consider whether diagrams can be used to support the analysis. In this case, the use 
of diagrams is very helpful.

Examples and diagrams
After explaining that the exchange rate is determined by the demand and supply of 
the currency, you should analyse particular examples of factors that might lead to a 
change in the value of a currency, ideally in an applied context. I am now going to 
consider two examples that might be used but there are plenty more.

Speculation and expectations may help to explain why the value of the pound has 
fallen since the UK voted to leave the EU. Immediately after the Brexit vote, many 
overseas holders of sterling assets believed that the uncertainty generated by the 
vote would damage the UK economy and expected the value of the pound to fall. 
A fall in the value of the pound would reduce the value of their sterling assets in 
terms of foreign currency. Some of these holders of liquid sterling assets sold them, 
increasing the supply of sterling on the FOREX. This reduced the value of the pound. 
Expectations of the fall in the exchange rate were fulfilled. This can be illustrated by 
Figure 1.

In Figure 1, the sale of sterling assets increased the supply of pounds, represented 
by a rightward shift in the supply curve. There is an excess supply of pounds coming 
onto the foreign exchange market at the original exchange rate of £1 = $1.40 and 
so the price of pounds falls. The exchange rate stabilises at $1.22 where equality 
between the demand and supply of pounds is restored.

Meeting the assessment objectives
In an exam, you will be given credit for appropriate use of diagrams, but you should 
also include a linked explanation. The example above demonstrates knowledge and 
understanding, the application of economic principles and relevant analysis — three 
of the four assessment objectives (AOs). The fourth AO is evaluation. The command 
word in the question is ‘assess’. This indicates that the skill of evaluation will also be 
taken into account when awarding a mark to a candidate’s response to this question. 
More about that later.

In December 2015, the US Federal Reserve raised the federal funds target rate 
of interest and this was followed by an appreciation in the value of the dollar. This 
move led to expectations that there would be further increases in US interest rates 
in 2016. Why do higher interest rates, ceteris paribus, tend to push up the exchange 
rate? Again, it’s down to supply and demand, a basic but powerful economic 
model. A rise in US interest rates made it more attractive for overseas residents, 
including financial institutions, to invest their funds in interest-earning assets in 
the USA. As can be seen in Figure 2, these short-term capital inflows (sometimes 
known as hot money flows), led to an excess demand for dollars at the original  
exchange rate of £0.78, pushing of the price of a dollar to £0.85.

A rise in US interest rates is also likely to reduce the supply of dollars as US financial 
institutions, attracted by higher returns at home, are less likely to invest liquid funds 
overseas. In relation to Figure 2, it would also be reasonable to shift the supply curve 
to the left.

 ■ overseas residents require sterling to ‘invest’ in the 
UK, e.g. to buy property, to purchase financial assets, 
to build factories

 ■ individuals and organisations, including financial 
institutions, may buy sterling because they expect the 
value of the pound to rise

Similarly, there are three key determinants of the 
supply of a currency on the FOREX (note — this is not 
the same as the domestic money supply):

 ■ spending on imports of goods and services by UK 
residents, importers supply sterling onto the FOREX 
to obtain the foreign currency they need to pay the 
overseas suppliers

 ■ UK residents investing abroad also need foreign 
currency, and hence direct and portfolio investment 
abroad will increase the supply of sterling on the FOREX

 ■ if speculators believe that the value of the pound is 
going to fall, they are likely to sell sterling, increasing 
its supply

The actions of central banks
In a freely floating exchange rate system, the exchange 
rate is determined by the market demand and supply 
of the currency. However, most countries operate 
a managed floating exchange-rate system where 
governments and central banks intervene in the market 
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Figure 2 An increase in the demand for dollars
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Figure 1 An increase in the supply of sterling
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Overseas residents require sterling 
to invest in property and factories

Keeping abreast of recent economic developments 
is a habit you should develop as soon as you begin 
to study economics. Not only will it pay dividends 
in the exam, it will enhance your enjoyment of the 
subject. Understanding real-world events and making 
judgements about their likely consequences is both 
stimulating and challenging.

Planning your answer
Providing a coherent, logical structure to your response 
is important and this will involve planning. You may 
or may not decide to write out a brief plan but even 
if you don’t, you need to decide at the outset the 
key issues that should be addressed and the order in 
which you are going to tackle them. In addition, you 
ought to consider what you are going to include in 
your introduction and how you are going to conclude 
your answer.

In the introduction, you should ‘set the scene’ for 
what is to follow, helping the reader to understand 
how you are going to approach the question. In this 
essay, providing a clear explanation of what is meant 
by ‘a depreciation in the value of a country’s currency’ 
is essential. Almost as important is a brief explanation 
of how you will assess whether it is likely to improve 
a country’s economic performance. The most obvious 
approach is to discuss the likely impact on each of the 
four main macroeconomic performance objectives — 
economic growth, unemployment, inflation and the 
balance of payments.

Time permitting, other consequences might also be 
worth considering, for example, the impact on different 
regions of the UK, the impact on the manufacturing 
sector, possible effects on the distribution of income 
and wealth and other microeconomic consequences. 
However, there is a lot to say and one of the 
fundamental skills when writing an essay under exam 
conditions is to identify the most important issues.

Test yourself
Some examples of the other events that could be discussed are shown in Table 1. Try 
to complete the table and, for each event, draw a diagram to illustrate the effect, 
ceteris paribus, on the exchange rate. You will find some commentary on this in 
EconomicReviewExtras.

The importance of command words
As indicated earlier, the use of the command word ‘assess’ indicates that examiners 
are looking for some evaluation. This might include the significance of different 
factors at work in relation to a particular economy and/or currency. For example, in 
the case of the UK after the EU referendum, it could be argued that the fall in the 
exchange rate was also affected by the size of the current account deficit and the 
decision by the Bank of England to cut the bank rate and undertake a further round 
of quantitative easing.

The relative importance of the current account compared to capital flows might 
be considered. Short-run and long-run effects might be discussed, as might the 
effectiveness of actions by a government or central bank to counteract market forces.

Tackling the second part of the question
The second part of this question is about the consequences of a fall in the exchange 
rate for the performance of an economy. The phrase ‘to what extent’ clearly indicates 
that evaluation is essential. However, good evaluation will be supported by sound 
analysis and, where possible, the use of evidence to support judgements.

If you have taken a keen interest in developments in the UK and other economies, 
you will be much better equipped to provide evidence in support of your judgements. 

Table 1 Factors that might affect the exchange rate

Factor
Impact on demand 
and/or supply

Effect on the 
exchange rate

A large, persistent current 
account deficit

A fall in the price of oil for a 
major oil-producing country

A fall in the earnings generated 
from investments abroad

A substantial increase in inward 
foreign direct investment
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Figure 3 An increase in aggregate demand resulting 
from a fall in the exchange rate

Figure 3 can also be used to support some evaluation. As can be seen, the 
impact on the economy depends on the degree of spare capacity. If the economy 
is close to capacity, a rise in aggregate demand from AD2 to AD3 is likely to have a 
limited effect on output and employment and might also be expected to generate 
unwelcome inflationary pressures. These pressures will be exacerbated by the rise in 
costs resulting from higher import prices, which could likewise be illustrated using 
an AD/AS diagram. This basic analysis and evaluation could be enhanced by further 
written explanation and discussion of the ‘ifs’, ‘buts’ and ‘maybes’.

Using real-world events to support analysis and evaluation
As well as affecting growth, employment and inflation, a depreciation in the currency 
would also be expected to affect the balance of payments. Analysing and evaluating 
the consequences for the current account balance should form a significant part of 
any answer to this question.

The best answers are likely to refer to past events to support their evaluation. 
For example, it is generally believed that the collapse in the value of sterling after 
the UK left the Exchange Rate Mechanism of the European Monetary System (ERM) 
in September 1992 led to a significant reduction in the current account deficit and 
contributed to the recovery of the UK economy. 

However, a similar fall in the value of sterling after the 2008 financial crisis, did not 
lead to a similar improvement in the UK’s current account deficit, although arguably 
the fall in the sterling exchange rate did provide some support to UK trade and the 
economy. The severe recession in Europe meant that the decline in our largest export 
market may have disguised the benefits of the weaker pound.

What makes a good conclusion?
To complete the evaluation, a conclusion is required. The question asks you to 
consider ‘the extent to which’ a depreciation in the value of a country’s currency 
might improve its economic performance. It would be easy just to repeat previous 
points but this adds little to the overall quality of the response. The conclusion should 
be linked to the previous discussion but should also enrich it.

A fall in the exchange rate is likely to have both positive and negative consequences 
for an economy — whether the benefits outweigh the costs will be affected by the 
current economic situation. This could be the focus of the conclusion and might be 
linked to the present situation in the UK, or any other economy with which you are 
familiar.

You could argue that the UK’s large current account deficit and the need to 
protect the economy from a slowdown after the Brexit vote make the fall in the value 
of sterling a useful shock absorber. It may also give a useful boost to manufacturing, 
helping to rebalance the economy. However, it will increase inflation and is likely to 
reduce living standards, but inflation in the UK is currently below the government’s 
2% target rate.

It would not be unreasonable to conclude that, in current circumstances, a 
depreciation in the value of sterling will help to improve the performance of the UK 
economy. This is a plausible conclusion, but there are counter-arguments. A different 
conclusion, provided it is supported by sound analysis and evidence, would be equally 
valid.

Achieving a high mark
Satisfying each of the four assessment objectives is the key to achieving a high 
mark. However, as indicated earlier, there are other complementary ingredients that 
should enhance the quality of your answer. This article has emphasised some of these 
ingredients, but it is also important to be selective. For this and many other essays, 
it would take far more than the time allowed in an exam to provide an exhaustive 
response to the question. You have to decide what the key issues are and develop 
these. Superficial coverage of lots of issues will not allow you to demonstrate 
in-depth analysis and evaluation, both of which are essential if you are to achieve a 
high mark.

Analysing the effects of a depreciation in 
the exchange rate

Let’s move on to the analysis. Logic dictates that after 
the introduction, the answer should focus on explaining 
how and why a fall in the exchange rate affects the 
economy. A depreciation in the currency leads to a fall 
in the foreign currency price of the country’s exports 
and rise in the domestic currency price of imports. 
The impact of these changes on the economy will be 
affected by the price elasticity of demand for both 
exports and imports and this should be explained.

Discussion linked to the price elasticities of demand 
could also form an important part of the evaluation 
of the impact of the depreciation on economic 
performance. A good answer might recognise that 
elasticities may not be that critical since, for example, 
exporters may choose to maintain the foreign currency 
price of exports. This makes exporting more profitable 
and may stimulate exports even though the demand 
may not be very sensitive to price. 

One of the main ways in which a fall in the exchange 
rate is likely to affect the economy is through its impact 
on aggregate demand. At least in the short run, it 
makes domestic products more competitive, helping 
to switch demand from foreign to home-produced 
goods. However, it raises the price of imports, adding 
to inflationary pressures and, in the long run, the 
impact on competitiveness may be eroded.

More diagrams
Nevertheless, when analysing the impact on growth 
and unemployment, the boost to aggregate demand is 
important. As in the first part of this question, the use 
of diagrams provides an effective way of demonstrating 
the ability to apply economic ideas and helps to support 
the analysis.

Figure 3 illustrates that an increase in aggregate 
demand (AD1 to AD2), resulting from a fall in the 
exchange rate, may help to stimulate short-run growth 
(Y1 to Y2). As output increases, there is an increase in 
the derived demand for labour and so unemployment 
is also likely to fall. This shows a benefit from the fall in 
the exchange rate.
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 interview

Alan Kirman
Ashley Lait interviews economist Alan Kirman

A lan Kirman is Directeur d’Etudes at the Ecole des Hautes Etudes 
en Sciences Sociales, professor emeritus of economics at the 

Aix Marseille University and is a member of the Institut Universitaire 
de France. He has published many articles in international scientific 
journals and is the author and editor of 12 books, most recently 
Complex Economics: Individual and Collective Rationality.

AL Where did you first encounter or study economics?
AK I came into economics by the back door. I had studied law and 
geography at Oxford and became a teacher in a public school. In 
the evenings I followed a couple of courses in economics at classes 
run by the Workers’ Educational Association and then decided that 
I would like to invest more in the subject. As there were no taught 
graduate courses at the time, I applied for a fellowship at Johns 
Hopkins University’s centre in Bologna. The economics professors 
there gave me recommendations to start a PhD in the USA.

AL What attracted you to the subject and what keeps you 
interested?
AK I thought initially that I would learn about and understand some 
of the world’s most pressing problems, like poverty, unemployment, 
inequality. But my first adviser Hugo Sonnenschein told me, ‘those 
subjects are part of macroeconomics, Alan, macroeconomics needs 
wisdom, microeconomics needs analysis, young men should study 
micro’. So I wound up acquiring techniques to solve well-formulated 
mathematical models and not looking at economic phenomena.

However, after a little time working on general equilibrium and 
game theory, I became interested in the idea of thinking about the 
economic system differently, looking at how markets work in reality, 
and trying to understand how aggregate behaviour emerges from the 
interaction between individuals, who are much simpler than the homo 
economicus we were taught to love.

AL Which economists have influenced you most? Why?
AK Keynes for his remarkable overall vision of the economy. 
Pareto for his analytical insights and his total scepticism about the 
concept of rationality that we have inherited from him. Herb Simon, 
who showed us the way towards thinking about the economy 
as a complex system. Tom Schelling for producing wonderful 
insights about societal and economic problems with a minimum 
of mathematics. Ken Arrow, who has become a good friend and 
is simply remarkable from all points of view, with contributions 
that changed our discipline in many ways. And finally Werner 
Hildenbrand, my good friend and co-author who, once he had 
understood the fundamental weaknesses of the general equilibrium 
model, developed a theory of aggregate behaviour using only the 
distributions of choices and abandoning individual optimisation, 
something not much appreciated by the profession.

AL Did you have any particularly memorable economics teachers 
and what made them stand out?
AK Harold Kuhn, my thesis adviser, was the best teacher I ever 
had. He was a professor of mathematics at Princeton and made 
everything from international trade to general equilibrium clear and 
easy to understand. It was only on going home and looking at my 
notes that I saw just how difficult it really was and how it was his 
capacity to explain that was extraordinary. One of the best pieces of 
advice he gave me was, ‘Alan, if you think that the world is made up 
of isolated individuals each maximising his or her concave or quasi-
concave utility function on a convex set, you will be very happy in 
economics. However, I suspect that it will not take you too long to 
understand that the world is not like that’. He was right.

AL Which economics concepts do you think are the most important 
for students to understand?
AK What is important is to understand the nature of economic 
phenomena one is interested in and not to get immediately bogged 
down in trying to learn the analytical tools and approaches that have 
been used to explain these phenomena by our intellectual ancestors. 
Every economics student should be obliged to collect some data, for 
example taking prices in a local market, looking at house prices in 
a given zone, or looking at the changes in unemployment resulting 
from a factory closure. Once students have done this, the subject 
comes alive.

AL And the least?
AK Acquiring mathematical tools to solve more general versions of 
models that were not interesting in the first place.

AL What do you think will be big and exciting research areas in 
economics in the next few years?
AK I am convinced that we will move towards a view of the 
economy in which relatively simple but purposeful individuals 
interact with each other in very different ways, through markets, 
social media, and their work, and out of all this will emerge patterns 
which characterise the evolution of the economy. Such a view is 
one of an economy as a complex adaptive system. In such systems, 
the networks through which individuals, firms, banks and so on 
interact are important. Network analysis has become a hot topic 
in economics but has had little effect on macroeconomics and 
economic policy.
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AL A recent book of yours is titled Complex Economics. What is 
‘complex’ about the economics you describe compared to more 
traditional economics that is taught in schools and universities?
AK The economy should be thought of as a complex system, one in 
which the behaviour of the aggregate system cannot be understood 
by studying any of the component parts in isolation. Think of an 
anthill — you could learn almost nothing about how its structure 
and organisation emerges from studying individual ants. Ideally we 
should start teaching economics from this point of view. The only 
people who have tried to write a textbook in this spirit to the best of 
my knowledge are Easley and Kleinberg, in Networks, Crowds and 
Markets: Reasoning About a Highly Connected World.

AL You have been critical of models that incorporate system-wide 
equilibria. The concept of equilibrium is a central part of what is 
taught in economics courses. Do you think this focus on equilibrium 
is misplaced or are you saying that more time should be devoted to 
studying behaviour outside of equilibria?
AK I do not think that equilibrium as we teach it in economics 
makes sense. We are dealing with a system that is constantly 
evolving. The interactions and feedbacks between the components 
of the system, since it is essentially evolutionary, are not converging 
to any equilibrium in the sense in which we use the term. Such 
systems will periodically undergo sharp aggregate changes which are 
not due to some mysterious external shock but emerge as individuals 
adapt and interact with each other. It is not appropriate to look for 
states into which the system will settle and then try to explain the 
nice social properties of such states.

AL Speaking about economics in the light of the financial crisis 
and the performance of the UK economy since the EU referendum 
vote, Andy Haldane of the Bank of England recently suggested that 
economic models have been ‘ill-equipped’ to deal with behaviour 
that was ‘deeply irrational’. Are economists still too wedded to the 
idea that consumers and firms are ‘rational’?
AK I think that what Andy had in mind was not that individual 
behaviour is deeply irrational, judged by normal criteria for rationality 
(think of the legal concept of a ‘reasonable individual’, for example), 
but rather that to do one’s best using simple rules of behaviour and 
imitating others who have been successful may lead to individual  
and collective behaviour which, to an economist, looks ‘deeply 
irrational’.

Over a century ago the mathematician Henri Poincare criticised 
Bachelier’s thesis which gave rise to the efficient markets hypothesis, on 
the grounds that people have a deeply rooted tendency to behave like 
sheep. But, as Keynes pointed out, this is not unreasonable from many 
points of view.

AL Since the financial crisis, the teaching of economics at 
universities has been widely criticised. Do you feel there has been 
progress in this area and what further change would you prioritise?
AK The first step would be to stop using a curriculum that 
encourages selecting students who are better qualified to handle 
mathematical techniques. As long as we keep doing this we 
will simply reproduce the same profession with all its technical 
competence, and, dare I say it, lack of interest in real economic 
phenomena. The fact that we do this has not prevented some 
brilliant economists from doing important empirical work of course, 

but has encouraged the development by too many economists of the 
equivalent of string theory in physics.

There are some courageous efforts to modify the curriculum, 
particularly that led by Wendy Carlin at University College London, 
but I think that we will have to be more radical in our teaching in the 
future. She is right to think that one would not get many economics 
departments on board by doing this and that only by improving rather 
than revolutionising our teaching will we make progress. But the time 
will come.

AL Some of your work criticises economic theory for failing to 
relate adequately to empirical reality. How important do you think 
it is that economists look at real data and learn more empirical 
methods in their courses? Should we orient economics teaching 
towards studying data and economic history rather than theory?
AK All students should collect and analyse some data that they 
have gathered early in their careers. We should certainly teach 
economic history and the history of economic thought as well as 
teaching data analysis at a very basic level. Trying to understand 
the evolution of the economy in the past, and trying to analyse 
the data corresponding to really important economic phenomena, 
such as inequality, makes our subject worthwhile. Just look at Barry 
Eichengreen’s comparison of the present recession with that of 1929, 
or Thomas Piketty’s work on inequality. To be provocative I would 
suggest that you read Rick Bookstaber’s forthcoming book, The End 
of Theory.

AL What do you think is the best way to engage students in 
economics?
AK We should start by outlining some major current economic 
problems and arguing about how we should think about them. 
There are many, but most people who are aware of what is going 
on in the world wonder about why we had austerity policies and did 
they work? Is it true that globalisation takes jobs away? And what 
about automation? What is the role and usefulness of ‘big data’? 
How will social media change people’s economic behaviour?

AL If you hadn’t been an economist what career would you have 
chosen?
AK Researcher in medicine, but my father was a distinguished 
member of that profession and like a lot of young people, I did not 
want to exist in his shadow.

 AL Which five people (dead or alive) would you invite to your ideal 
dinner party? Why these individuals?
AK Aristotle, just because so many of his ideas still permeate our 
thinking. Shakespeare, to get an idea of whether a man with his 
origins and education could possibly have written his plays. Newton, 
for the contrast between his extraordinary achievements and his 
miserable investment activity. After the South Sea Bubble he said, ‘I 
can calculate the motions of heavenly bodies, but not the madness 
of people’. Darwin — when I was very small my dad took me to 
see Darwin’s house before it became a museum, and from that 
time on I have been fascinated by evolution and the use and misuse 
of Darwin’s ideas. And Keynes, whose influence has marked our 
thinking about the economy and shows little sign of failing, and who 
was probably a rather obnoxious person. Pity I didn’t have room for 
Winston Churchill.
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Table 1 Key economic data for Country U

Population 3.4 million

GNI per capita (2015) $15,720  
(Atlas method)

GNI per capita (2014) PPP$19,283  
(at 2011 prices)

HDI (2014) 0.793

Life expectancy 
(years at birth)

77.2

Expected years of 
schooling

15.5

Gini coefficient 41.3%

 development profile

Figure 1 Trends in the human development index

Figure 2 Inflation in Country U
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Country U

Country U is classified as a high-income 
country on the basis of its gross national 

income (GNI) per capita (measured by the 
World Bank Atlas method), and as a high 
human development country based on 
the human development index (HDI). The 
country has enjoyed robust economic growth 
since 2006, as well as substantial reduction 
in poverty during this period. Indeed, 
extreme poverty has now been practically  
eliminated.

Country U scores well on the corruption 
perceptions index, being ranked 21 of 175 
countries, and is seen as a peaceful and 
democratic country. Its main exports are 
wool, rice, soybeans, beef, malt and dairy 
products. However, the country had a rather 
chequered history, with colonial dominance 
being disputed by two European nations in the 

late eighteenth century, by which time most 
indigenous people had been exterminated. 
Country U became an independent republic 
in 1828.

Figure 1 shows trends in the HDI since 
1990, comparing Country U with a range 
of other countries. This shows steady 
improvement through the period.

Country U is located in a region that in 
the past has been characterised by high 
rates of inflation and high levels of inequality 
in the distribution of income. You can see 
from Figure 2 that Country U has shared 
the flirtation with high rates of inflation in 
the past. Indeed, inflation even as recently 
as 2014/15 was relatively high at 8.7%. 
However, the Gini coefficient shows the 
country has lower income inequality than 
most other countries in the region.

The development diamond in Figure 3 
compares Country U with the average 
performance of the region. You can see that 
it shows higher per-capita incomes than the 
average, and close-to-average levels of the 
HDI, life expectancy and schooling.

Mean years
of schooling

GNI per
capita
(PPP$)

Human
development index

Life expectancy 
at birth

Country U Region

Figure 3 Development diamond for Country U 
compared with the average for its region

Commentary on these 
questions will be made available 
online a few weeks after 
publication of this issue of 
ECONOMIC REVIEW, at  
www.hoddereducation.co.uk/
economicreviewextras.
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Data used in this profile were taken from the Human 
Development Report and World Development 
Indicators. The BBC website was also used in 
compiling the material.

Can you identify the country from the data provided?

? • Discuss the significance of high-
inflation for economic growth 
and development.

• How would you expect a high 
level of income inequality to 
affect economic growth?

Peter Smith
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