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Question 1

Figure 1 - UK’s balance of trade January 2013 to January 2015
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(Source: http://www.ons.gov.uk/ons/rel/uktrade/uk-trade/january-2015/
summ-uk-trade--january-2015.html)

(a) Which one of the following can be inferred from Figure 1 in the period shown?
(1)

[J A The total UK trade deficit was the largest in June 2013

[J B The trade in goods was always in surplus between January 2013 and
January 2015

The total UK trade deficit was the smallest in January 2014

(X

[0 D The trade in goods deficit was the smallest in June 2013

(b) Explain one likely reason for the reduction in the total UK trade deficit in

January 2015.
(3)
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Question 2

UK economic recovery

Figure 1: Components of aggregate demand in selected countries 2014

Country | Consumption | Investment G:;:::’?:‘egnt Elxmp:‘::tss-
UK 66% 14% 21% -2%
Germany 57% 17% 19% 6%
France 57% 20% 25% -2%
China 34% 49% 14% 3%

NB: Figures may not add up to 100% due to rounding calculations.

(Source: World Bank 2014)

Figure 2: Nominal GDP per capita at Purchasing Power Parities (PPPs)
(the base year 2000=100)
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(Source: https://www.imf.org)
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Extract A
The UK economy - a strange recovery

At the Autumn Statement in November 2015, the Chancellor of the Exchequer had
good reason to cheer his economic record. The UK economy appeared to have returned
towards its long-term trend in the rate of economic growth.

GDP growth has remained strong, with output rising at the highest rate in the G7 group
of seven major industrialised countries. Unemployment continued to drop and business 5
investment grew by 5%.

However, a number of concerns remain, particularly in relation to the UK’s current

account deficit, which reached a record high of 6% of GDP in the third quarter of 2014.

This was primarily a result of a sharp decline in the rate of return on UK investments

overseas. Low export growth meant that the UK’s trade deficit persisted. 10

In 2012, the Chancellor had announced a target for the UK to export £1 trillion of goods

and services by 2020, which would require an annual growth rate of 8%. However, the

annual growth in UK exports had reached just 2.7%. The Office for Budget Responsibility

(OBR) forecast that UK exports will only reach £630 billion by 2020 - a third lower than

the government’s target. 15

Exports in services continued to grow in 2015, but the UK’s goods industries were
struggling. It was particularly concerning that data showed output in the UK’s construction
and manufacturing industries falling. Indeed, the output of the manufacturing sector
remained 6.3% below its pre-recession peak.

Households, meanwhile, are set to become even more indebted over the coming years. 20
It is projected that the household gross debt to income ratio will rise by 26 percentage

points between 2015 to 2020, returning to levels last seen before the Global Financial

Crisis. The economy did not appear to be rebalancing away from consumer driven

growth towards export-led growth, making another recession almost inevitable.

Fundamental to this problem is the UK’s low productivity, which in 2015 remains 25
around 20 percentage points below the average for the rest of the G7. It is vital that

the government tackles this problem, particularly in the sectors that are currently

facing difficulties. This will require relaxing the planning system to promote more
house-building, the removal of burdens on UK manufacturers such as carbon taxes,

finally getting shale gas exploration going, and reforming apprenticeships to rapidly 30
improve skills in construction, manufacturing and technology.

(Source: adapted from http://www.cityam.com/229481/chancellor-beware-
uk-not-out-woods-yet, 25 November 2015 by Daniel Mahoney)

With reference to the information provided and your own knowledge, assess the
likely causes of the UK’s trade deficit.
(10)
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Question 3

Outline the main components of the current account of the balance of
payments.
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Question 4

Analyse two reasons, apart from the UK’s productivity performance, that
might explain the deficit in the current account of the balance of payments.
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Question 5

Extract 1 The deficit on the current account of the balance of payments
continues into the first quarter of 2012

When sterling’s exchange rate fell 25% between mid-2007 and early 2009, economists
thought that this would reduce the deficit in the trade of goods and services on the
current account of the balance payments and boost the UK’s economic growth. They
were only half right. Exports of British goods have indeed recovered from the depths
of recession — volumes are up 21% since 2009 - and a recent survey of manufacturers
suggested activity expanding at a healthy pace. However the volume of goods
imported has also increased, by 16% since 2009, and inflation has continued well
above target.

David Blanchflower, a former member of the Bank of England Monetary Policy
Committee, said: “We underestimated the uplift to inflation from the depreciation ...
but we probably overestimated the positive effect of UK manufacturers replacing
imports.” In a recent paper, two Bank of England economists tried to explain these
inaccurate estimates. Perhaps, they suggested, after the long contraction of UK
manufacturing, some goods are no longer made in the UK, so it is impossible to
replace certain imports. British manufacturers have almost entirely abandoned
some markets, particularly those for products that are labour intensive. In 1997, for
example, UK producers made 16% and 22% respectively of all the leather goods and
clothing sold in the country. In 2009, these market shares had fallen to 6% and 8%.

Manufacturing goods in the UK also often necessitates importing raw materials,
components and capital goods. This dependency on overseas suppliers is partly
explained by the fact that many manufacturers agreed long-term supply contracts
with cheaper overseas suppliers before the depreciation of sterling.

The Bank of England economists also noted there is still a large price differential with
countries such as China and India, even after sterling’s depreciation. Furthermore,
many UK manufacturers learnt long ago to compete on brand and quality rather than
price, which can mean that big changes in the exchange rate have little effect on
sales.

However, there are hints that things might start to change as the lower exchange
rate and other factors have an impact on strategic decisions. Many manufacturers are
discussing bringing parts of their production home because of high wage inflation in
emerging markets, the desire for more responsive supply chains and lower shipping
costs.

(Source: adapted from © Financial Times, April 3rd 2012)

With reference to Extract 1, define a “deficit in the trade of goods and services
on the current account of the balance of payments” (lines 2-3).

Explain two likely costs to the UK economy of a sustained deficit in the trade
of goods and services on the current account of the balance of payments.
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Question 6

Figure 1 UK Real GDP growth, quarter on quarter
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Source: ONS, Thomson Reuters

(Source: Adapted from the Financial Times © The Financial Times 2011)

Figure 2 UK Balance of Payments Current Account 2009-10 (£ billions)

2009 2010
Trade in goods -82.4 -97.8
Trade in services 527 493
Subtotal: Trade in goods and services -29.7 -48.5
Income (interest, profits and dividends) 20.6 31.8
Current transfers -4.9 -19.7
Total: Current account balance -14.0 -36.4
Current account balance as % of GDP -1.7% -2.5%

(Source: Adapted from the Office of National Statistics © Crown Copyright)
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Extract 1 For many the real recession starts now

The economy is still showing only very limited signs of the hoped-for rebalancing of
aggregate demand away from debt financed consumption and government spending
to investment and exports.

The government’s deflationary fiscal policy will start to reduce its budget deficit.
The Office for Budget Responsibility forecasts that in order to maintain their living
standards, households will have to reduce their savings and increase their borrowing
further. Household debt is forecast to grow from 160% of disposable income to a
record 175%, or £2.1trillion, by 2015.

Exports are growing, but not as strongly as those of some other European countries.
What is more, the 20% plus depreciation in the pound since 2008 seems to be having
virtually no impact on imports. This has contributed to the UK’s largest ever recorded
trade in goods deficit in 2010. As the Bank of England’s Monetary Policy Committee
(MPC) said in minutes to its last meeting, it’s possible “that domestic substitutes for
some imported goods and services are not available”.

Britain’s manufacturing base is so depleted that the economy may no longer be
capable of responding to gains in competitiveness. The recent decisions of the MPC
to maintain a record low 0.5% base interest rate have not yet led to the hoped-for
increase in business investment. Some economists now predict an early rise in this
base rate to act against inflation being above the target rate.

(Source: Adapted from © Copyright Telegraph Media Group Limited 2011, 25th April 2011)

(i) Explain two possible problems for the UK economy of its persistent and
increasing current account deficit.

*(iii) Examine two possible causes of the “largest ever recorded trade in goods
deficit in 2010” (Extract 1, lines 11-12).
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Question 7

Evaluate the likely effects on the UK’s current account of the balance of payments

of changes in consumption, investment and the exchange rate of the pound
sterling (£), as shown in Figures 1 and 2.
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