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Section A

Answer this question.

Fiscal Rules

Since 1997 fiscal policy has been influenced by two basic rules:

. the golden rule;

o the sustainable investment rule.

The golden rule states that over the course of an economic cycle, the government will
borrow only for investment purposes. Current spending will not be funded by borrowing over
the period as a whole. In other words, the government will aim for a current budget that is

balanced or a current budget surplus over the economic cycle as a whole. (See Fig. 1)
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Fig. 1 Golden Rule: Current Budget Position
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The sustainable investment rule states that the ratio of public sector net debt to gross
domestic product (GDP) is to be maintained at a stable level and be below 40%. This would
ensure that the cost of investment is borne principally by those benefiting from it, and not
imposed on future generations. (See Fig. 2)

Fig. 2 Sustainable Investment Rule
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According to the Treasury’s 2007 Budget Report, the cycle which started in 2007/08 will have
done so with a first year current budget deficit of £4 billion (compared with a forecast surplus
of £1 billion in the 2006 Budget Report).

Answer all parts.

(a) Explain what is meant by:

(i) the economic cycle (line 4);

(ii) current budget surplus (line 7).

10

Y%

[2]
[2]

(b) Using an AD/AS diagram, explain the impact that a budget deficit, as indicated in Fig. 1, may

have on the economy.

[4]

(c) State and explain one benefit which the golden rule brings to macro-economic performance.

[2]

(d) Using Fig. 1 and Fig. 2, comment on whether the two fiscal rules were observed during the

last economic cycle.

(e) Discuss whether it is possible to forecast accurately the government’s budget position.

[4]
(6]
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Section B

Answer one question.

2 (a) Explain the factors that influence the current account position of the UK’s balance of payments.

[10]

(b) Discuss the extent to which a depreciation of sterling may help improve the UK’s current
account balance of payments position. [15]

3 (a) Explain how the distribution of income and wealth can be measured. [10]

(b) Discuss how economic policy could be used to affect the distribution of income and wealth in
the UK economy. [15]
4 (a) Explain the significant sources of inflation currently affecting the UK economy. [10]

(b) Discuss the extent to which the control of inflation is the most important macroeconomic
policy objective in the UK. [15]
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