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. 

Welcome from the Associate Editor 
 

Dear Readers, 

Welcome to the fifth volume of the Norwich Economic 

Papers for the 2011-12 Academic Year. The Norwich 

Economic Papers is an academic journal that aims to 

showcase the best work produced by the School of 

Economics, providing a platform for our students to 

demonstrate their economic insight and academic aptitude.  

Firstly, I would like to thank your continued support of the 

Norwich Economic Papers. This past year, we saw a 

significant increase in readership and participation ς most 

notably in the 2011-12 School of Economics Essay 

Competition ς and we have our readers to thank. We 

anticipate seeing greater student involvement for 2012. 

The Norwich Economic Papers is proud to present in our fifth 

volume, the winning entries of the 2011-12 School of 

Economics Essay Competition. Competition this year has 

been intense and our winners were chosen after much 

deliberation. This year, we have given out a large number of 

prizes to the best essays ς our top essays having awarded a 

ŎŀǎƘ ǇǊƛȊŜ ƻŦ ϻмΣллл ŜŀŎƘΦ ¢ƘŜ ǘƻǇƛŎǎ ƻŦ ǘƘƛǎ ȅŜŀǊΩǎ 

competition have been central to contemporary economics, 

drawing relevance between theoretical economics and the 

real world. The academic value of our winning entries has 

most definitely reflected the level of excellence advocated at 

the University of East Anglia. Additionally, this volume will 

feature one of our esteemed alumni, James Hutchins, as he 

shares with us his professional profile beyond academia at 

UEA. 

For the forthcoming editions, the NEP would value your 

input. If you have had work experience, either in a graduate 

or professional role, or as an intern, the NEP will gladly 

remunerate you for sharing your experiences. In addition, 

the NEP will be launching a book review section, where we 

invite you all to write reviews of books ς the best of which 

will be awarded a cash prize and will be published in 

subsequent editions. For the first time, the NEP is also 

requesting for reviews of CEI lectures. Again, suitable 

reviews will be remunerated. If you have a suitable article for 

the Norwich Economic Papers, please e-mail us at 

s.schmitt@uea.ac.uk. 

I hope that you enjoy reading this edition of the NEP as much 

as we enjoy bringing it to you. I wish you all the best in your 

upcoming examinations and every success in the year ahead. 

Tan Jun Jie. Associate Editor. 
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Discuss the benefits and detriments of micro finance in 

emerging markets. 

First Prize ς 1st Year Undergraduate Category 

 

CAL CORKERY* 

 

Introduction 

In recent years microfinance has been heralded as the development Holy Grail, providing a growth 

path for emerging markets that is both sustainable and progressive. The basic idea is that the 

provision of financial services to the millions of people in developing countries who are currently 

without access will empower these people to create jobs and services thus lifting themselves out of 

poverty and becoming incorporated into the economies of emerging markets. Microfinance can 

occur in three forms: microcredit, micro-insurance and micro-savings. For the purposes of this essay 

I will focus solely on microcredit as the other two forms are substantially less prevalent in emerging 

markets and as such play only minor roles in the debate surrounding microfinance. Three of the 

main alleged benefits of microfinance in emerging markets will be discussed firstly: poverty 

reduction, the ability to become self-sustaining and the empowerment of women. The aim of this 

essay is to argue that none of these supposed benefits stand up to the evidence and in fact 

microfinance has on aggregate had detrimental effects in emerging markets. 

Poverty reduction 

The reduction of poverty in emerging markets is an important step towards their continued 

economic development. Poverty prevents labour being utilised efficiently and therefore the 

reduction of poverty brings with it a more efficient utilisation of one of the key factors of production, 

thus leading to long term economic development and growth. Microfinance reduces poverty by 

allowing the poor to start or expand income-generating microenterprises such as a stall selling fruit 

or handmade clothing (Johnson and Rogaly, 1997: 11). These income generating microenterprises 

__________________________ 

*  BA Philosophy, Politics and Economics  
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provide the poor with a regular source of income which they would otherwise be without. This 

income creation effect lifts the poor out of poverty thus producing positive effects in emerging 

markets.  However this is based on the assumption that microfinance is used for the purposes on 

income-generating activities. This assumption is brought into question by studies such as the one 

undertaken by Aminur Rahman which found that up to 70 per cent of the microloans sampled were 

used not for the creation or expansion of microenterprises but for other uses such as consumption 

(Rahman, 1999: 106). Such findings seriously undermine the argument that microfinance provides a 

sustainable path out of poverty for the poor in emerging markets. 

A self-sustaining development policy 

Prior to the rise of microfinance there had been a greater emphasis on aid as a development policy. 

There is rarely, if ever at all, any return on aid spending so more and more funding is continually 

required to keep aid programmes going. A reliance on foreign aid is often said to have been one of 

the major barriers to development in emerging markets (Asante, 1985: 265) and therefore if 

microfinance is able to minimise such reliance then it provides a clear benefit in emerging markets. 

One of the main reasons microfinance gained popularity in the international development sector 

was its alleged ability to become self-sustaining. The argument was that once microfinance 

institutions received their initial start-up capital they could then use the microcredit repayments to 

fund further loans and running costs. This assumes of course high repayment rates and the ability for 

microfinance institutions to lend at interest rates which cover their costs. These assumptions have 

ǇǊƻǾŜƴ ǘƻ ōŜ ƻǇǘƛƳƛǎǘƛŎ ŀǘ ōŜǎǘΣ ƭŜŀŘƛƴƎ ǘƻ ǘƘŜ ǎƛǘǳŀǘƛƻƴ ǿƘŜǊŜ ΨƻŦ ǘƘŜ млΣллл aCLǎ ŎǳǊǊently 

estimated to be operating in the world, only 3-5 per cent will become financially self-ǎǳǎǘŀƛƴƛƴƎΦΩ 

(Bateman, 2010: 59). With such low proportions of microfinance institutions estimated to become 

self-sustaining the argument that microfinance is a benefit to emerging markets is again 

undermined. 

²ƻƳŜƴΩǎ ŜƳǇƻǿŜǊƳŜƴǘ 

Women have often been the subject of discrimination and marginalisation in developing countries. 

This means that potentially up to half the labour force is not being properly utilised which is an 

inefficient use of valuable factors of production. This will consequently have negative consequences 

for the prospects of economic growth in emerging markets. Many microfinance institutions prioritise 

women as clients because they believe them to produce higher repayment rates, spend the loan 

more efficiently and are more likely to share the benefits with their families and communities. This 

prioritisation is said to empower women to be liberated from male dominance (Faraizi, Rahman and 
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McAllister, 2011: 10) through their ability to gain financial independence and increased social 

standing. This has been regarded as one of the most significant and important benefits of 

microfinance in emerging markets as evidenced by the press release for the 2006 Nobel Prize won by 

aǳƘŀƳƳŀŘ ¸ǳƴǳǎ ŀƴŘ DǊŀƳŜŜƴ .ŀƴƪ ŦƻǊ ǘƘŜƛǊ ǿƻǊƪ ƻƴ ƳƛŎǊƻŦƛƴŀƴŎŜ ǿƘƛŎƘ ǎǘŀǘŜŘ ǘƘŀǘ άaƛŎǊƻ-

credit has proved to be an important liberating force in societies where women in particular have to 

struggle against repressive social and economic conditions. Economic growth and political 

democracy can not achieve their full potential unless the female half of humanity participates on an 

Ŝǉǳŀƭ ŦƻƻǘƛƴƎ ǿƛǘƘ ǘƘŜ ƳŀƭŜΦέ όbƻōŜƭ tǊƛȊŜΣ нллсύΦ  

However it has been proven that women often lose control of the loan to their husbands but 

nevertheless retain responsibility for its repayment (Goetz and Sen Gupta, 1996: 55) thus their 

microloans do not become sources of empowerment but rather act so as to further marginalise and 

disadvantage the recipients. Worse still evidence has emerged that social violence and public 

humiliation have been used in Bangladesh against women who have been unable to keep up with 

repayments (Karim, 2008), further calling into question just how much of a benefit microfinance has 

been for women in emerging markets. This point is well summarised by Linda Mayoux when she 

ǎǘŀǘŜǎ ά¦ƴƭŜǎǎ ƳƛŎǊƻŦƛƴŀƴŎŜ ƛǎ ŎƻƴŎŜƛǾŜŘ ŀǎ ǇŀǊǘ ƻŦ ŀ ōǊƻŀŘŜǊ ǎǘǊŀǘŜƎȅ ŦƻǊ ǘǊŀƴǎŦƻǊƳŀǘƛƻƴ ƻŦ ƎŜƴŘŜǊ 

inequality, it risks becoming yet one more means of shifting the costs and responsibilities for 

ŘŜǾŜƭƻǇƳŜƴǘ ƻƴǘƻ ǾŜǊȅ ǇƻƻǊ ǿƻƳŜƴΩ όaŀȅƻǳȄΣ нллнΥ улύΦ ¢Ƙǳǎ ƛƴ ǘƘŜƻǊȅ ƳƛŎǊƻŦƛƴŀƴŎŜ ŘƻŜǎ ŀǇǇŜŀǊ 

to be able to offer empowerment to women in the developing world, however upon analysis of the 

evidence it appears that it has not been the case in reality. In fact in some cases microfinance has 

actually been shown to actively disempower women leading to a less efficient utilisation of a 

valuable resource (human capital/labour) in emerging markets. 

Displacement 

Displacement effects occur when jobs and incomes in non-client microenterprises (the individuals 

and firms not receiving microfinance) are negatively impacted upon as a result of the entrance into 

the market of client microenterprises (the individuals and firms receiving microfinance). There are 

two main reasons for this. The first is that market entry or firm expansion may only be achieved 

through the reduction in market share previously held by the incumbent firm(s). The second is that 

market entry or firm expansion will lead to downward pressure on prices and wages caused by 

increased supply.  
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Figure 1 shows the response to an increase in supply of microenterprises. Here demand is assumed 

to be relatively price inelastic. The demand for the kind of goods or services produced by 

microenterprises (e.g. hairdressing) in emerging markets is not likely to fluctuate much in relation to 

small changes in the price of those goods or services. As a result of the increase in supply from s1 to 

s2 employment and output have increased slightly from E1 to E2 however that has been more than 

offset by a much larger decrease in prices and wages from P1 to P2. Here it is obvious that the 

increase in supply of microenterprises has had no overall positive effect due to the large downward 

pressure it has caused on wages.   

The majority of the supposed benefits of microfinance in emerging markets rest on the assumption 

that there are no significant displacement effects, however there is evidence to suggest otherwise. 

In Planet of Slums Mike Davis argues that the doubling in supply of microenterprises in Latin America 

during the 1980s and 1990s was matched with significant increases in poverty and deprivation and 

ǘƘŀǘ ǘƘŜ ŜȄǇƭŀƴŀǘƛƻƴ ŦƻǊ ǘƘƛǎ ǿŀǎ ǘƘŀǘ ΨǎǇŀŎŜ ŦƻǊ ƴŜǿ ŜƴǘǊŀƴǘǎ ƛǎ ǇǊƻǾƛŘŜŘ ƻƴƭȅ ōȅ ŀ ŘƛƳǳƴƛǘƛƻn (sic) 

of per capita earning capacities and/or by the intensification of labor despite declining marginal 

ǊŜǘǳǊƴǎΦΩ ό5ŀǾƛǎΣ нллсΥ мунύΦ ¢Ƙǳǎ ƳƛŎǊƻŦƛƴŀƴŎŜ ŘƻŜǎ ƴƻǘ ƛƴŎǊŜŀǎŜ ƻǾŜǊŀƭƭ ƭŜǾŜƭǎ ƻŦ ƻǳǘǇǳǘ ƻǊ 

employment but rather redistributes existing levels between new entrants and incumbents resulting 

in lower incomes across the board which is only going to entrench poverty resulting in a detriment 

ǘƻ ŜƳŜǊƎƛƴƎ ƳŀǊƪŜǘǎΦ ¢ƘŜ ƳƛŎǊƻŦƛƴŀƴŎŜ ƛƴŘǳǎǘǊȅ Ŏŀƴ ōŜ ǎŜŜƴ ǘƻ ƘŀǾŜ ŦŀƭƭŜƴ ǾƛŎǘƛƳ ǘƻ ǘƘŜ ΨŦŀƭƭŀŎȅ ƻŦ 

ŎƻƳǇƻǎƛǘƛƻƴΩ Ŧƭŀǿ ƛƴ ǘƘŀǘ ƛǘ Ψƛǎ ǿǊƻƴƎƭȅ ƛƴŦŜǊǊƛƴƎ ǘƘŀǘ ǎƻƳŜǘƘƛƴƎ ƛǎ ǘǊǳŜ ƻŦ ǘƘŜ ǿƘƻƭŜ ς microfinance 

must create additional jobs and incomes in the community ς based on the fact that it is true for part 

of the whole ς microfinance can create additional jobs and incomes ƛƴ ƻƴŜ ŎƭƛŜƴǘ ƳƛŎǊƻŦƛƴŀƴŎŜΦΩ 

(Bateman, 2010: 66). 
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Economies of scale 

A crucial factor in sustainable economic development is for firms to realise economies of scale, 

which is the reduction in unit costs resulting from increased output. This ensures low cost 

production and vitally the ability to accumulate a surplus which can then be used for the purposes of 

investment. Microfinance is predominantly used to fund the creation or small scale expansion of 

microenterprises which inherently are too small to reach minimum efficient scale. An example of 

this is the agriculture sector which has traditionally been regarded as an important source of 

development in emerging markets. The types of firm which are best able to reach minimum efficient 

scale have been said to be small family farms (Pretty, 1999), however microfinance is of no use to 

these types of firms as the amounts available to borrow are insufficient for their needs and more 

aimed at smaller scale producers who are less able to realise economies of scale. Thus a focus on 

microfinance, as opposed to a focus on providing funds to SMEs more capable of realising 

economies of scale can be seen as a barrier to sustainable development in emerging markets.  

 

Informalisation 

The microfinance model channels funding to the informal sector: the part of the economy that is not 

taxed or monitored by government due to its activities taking place on a small, informal scale. With 

the massive expansion of microfinance has come the expansion of the informal sector in emerging 

markets. This process of informalisation allows informal firms, who do not have to pay tax or comply 

with industry and employment legislation, to gain a cost advantage over formal firms who do have 

to pay tax and comply with relevant legislation. This allows the informal firms to compete artificially 

despite operating on a much less efficient scale meaning that the more productive and efficient 

formal firms are prevented from gaining the market share they would otherwise achieve, resulting in 

ŀ ΨƴŜƎŀǘƛǾŜ ƛƳǇŀŎǘ ƻƴ ŜŎƻƴƻƳƛŎ ƎǊƻǿǘƘ ŀƴŘ Ƨƻō ŎǊŜŀǘƛƻƴΦΩ όCŀǊǊŜƭƭΣ нллпΥ нуύΦ  

With the expansion of the informal sector larger firms in emerging markets have been able to move 

away from a supply chain consisting of SMEs with unionised work forces towards a supply chain 

consisting of non-unionised microenterprises thus drastically reducing their production costs. They 

have also been able to minimise any social responsibility they owe towards their supply chains as in 

the informal sector there is no employment or health and safety legislation to protect the workforce 

(Rainnie, 1989). Thus the growth of the informal sector associated with microfinance can be seen to 

ŎŀǳǎŜ ƳƛŎǊƻŜƴǘŜǊǇǊƛǎŜǎ ǘƻ ΨŎǊƻǿŘ ƻǳǘΩ ƳƻǊŜ ŜŦŦƛŎƛŜƴǘ ŀƴŘ ǇǊƻŘǳŎǘƛǾŜ ƭŀǊƎŜǊ ŦƛǊƳǎ ŀǎ ǿŜƭƭ ŀǎ ǊŜŘǳŎŜ 
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wages and labour rights all of which is detrimental to the prospects of sustainable growth in 

emerging markets. 

Industrialisation 

Development economists such as Erik Reinert have argued that one of the most significant factors 

behind the superior relative economic development of Western economies has been their embrace 

of industrialisation through the adoption of policies which encouraged industrial firms (Reinert, 

2007: 57). Microfinance however in its attempts to maximise profits over short periods tends to 

encourage microenterprises that are engaged in simple retail operations as opposed to complex 

industrial firms which may be less profitable in the short term but lay the foundations for long term 

economic growth. This point is well made by the American economist William Baumol who argues 

that successful entrepreneurial activity is not necessarily conducive to the long term health of the 

economy, it depends what form the entrepreneurial activity takes (Baumol, 1990: 918). This again 

links back to the argument mentioned earlier, made by Bateman, that the concept of microfinance 

ŀǎ ŀ ŘŜǾŜƭƻǇƳŜƴǘ ǇƻƭƛŎȅ ƛƴ ŜƳŜǊƎƛƴƎ ƳŀǊƪŜǘǎ Ŧŀƭƭǎ ǾƛŎǘƛƳ ǘƻ ǘƘŜ ΨŦŀƭƭŀŎȅ ƻŦ ŎƻƳǇƻǎƛǘƛƻƴΩ Ŧƭŀǿ ǿƘŜǊŜōȅ 

the short term success of individual microenterprises are taken to equate to long term sustainable 

economic growth even though it is clear that this is not the case. In fact as shown here with the 

example of non-industrial micro enterprises microfinance can be seen to have a detrimental effect in 

emerging markets through its focus on short terms profits as opposed to long term development. 

Conclusion 

It has been shown how there is strong evidence to reject claims that microfinance has had any 

significant impact upon: poverty reduction, the levels of economic activity and the empowerment of 

women in emerging markets. In fact often the complete opposite has proven to be the case. Not 

only has microfinance failed to produce the benefits it promised but it can be seen to be playing an 

active part in the prevention of sustainable development in emerging markets. The influx of 

microenterprises into local markets has acted so as to displace incumbent firms resulting in 

downward pressure on prices and wages further entrenching poverty. Microenterprises also 

systematically fail to reach economies of scale and appropriate the limited finance available in 

emerging markets that would better be aimed at SMEs capable of achieving minimum efficient scale. 

The rapid expansion of the informal sector associated with the increased provision of microfinance 

has actŜŘ ǎƻ ŀǎ ǘƻ ǎǳōǎƛŘƛǎŜ ƛƴŜŦŦƛŎƛŜƴǘ ŦƛǊƳǎ ŀƴŘ ǊŜŘǳŎŜ ǿƻǊƪŜǊΩǎ ǿŀƎŜǎ ŀƴŘ ŜƳǇƭƻȅƳŜƴǘ ǊƛƎƘǘǎΦ 

Perhaps most significantly the idea of long term sustainable development in emerging markets 

through the provision of microfinance forgets how Western economies became so powerful and 

7 



Norwich Economic Papers    Volume 5 (Apr 2012) 

 

 
© Norwich Economic Papers    
 

encourages a situation where the value and benefit of industrialisation is not properly realised. Far 

from being the development Holy Grail microfinance has brought about a situation where emerging 

markets are being led away from a path of sustainable growth by microfinance providers and 

government institutions keen to make short term profits and provide a quick fix respectively, neither 

of which is good news for developing economies and emerging markets. 
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Is nationalisation of banks ever justified? 
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LEWIS ROBINSON*  

 

Introduction 

The financial crisis of 2008 onwards saw unprecedented pressure on our banking system. The free 

market model, reliant on liquidity and trade between banks and other financial institutions, broke 

Řƻǿƴ ŀƴŘ ǘƘŜ ǇƻǘŜƴǘƛŀƭ ŎƻƴǎŜǉǳŜƴŎŜǎ ƻƴ ǘƘŜ ΨǊŜŀƭ ŜŎƻƴƻƳȅΩ ǿŜǊŜ ǇŀƛƴŦǳƭƭȅ ƻōǾƛƻǳǎΦ Lƴ ǎƻƳŜ ǿŀȅǎΣ 

it was a perfect storm; as with most big crashes, the years prior were characterised by excessive 

confidence, overleveraging (both by financials, non-financials and households) and a sense of 

immunity to the pitfalls of our economic past. Gordon Brown, previously Prime Minister and 

Chancellor, is perhaps best quoted as an example of this hubris when he famously said, among many 

ƻǘƘŜǊ ǾŀǊƛŀǘƛƻƴǎΣ άǿŜ ǿƛƭƭ ƴƻǘ ǊŜǘǳǊƴ ǘƻ ōƻƻƳ ŀƴŘ ōǳǎǘέΦ1 He was hardly a lone figure in this regard, 

though; it is a truism in life that things are only obvious in hindsight. 

Background                                                                    

Given the rather exceptional economic circumstances the world is currently experiencing, then, it 

seems logical to begin any discussion on bank nationalisation with a review of the recent crisis. It is 

not without some irony that a macroeconomic event of this magnitude generates so much new data 

relevant to the understanding and development of economic theory; indeed, studying the 

nationalisation of banks in much of the last 20 years would have been a much less interesting task.   

The main thrust of the reasoning for nationalisation of banks, by both the governments2 directly 

responsible and most economic thinkers3 comes from the perspective of financial stability. The 

interconnectedness of our financial sector, it is argued, means that a weakness in any link in the 

                                                           
*  BSc Economics

 
 

1
 /ƘŀƴƴŜƭ пΣ нллу άbƻ ǊŜǘǳǊƴ ǘƻ ΨōƻƻƳ ŀƴŘ ōǳǎǘΩ ς ǿƛƭƭ .Ǌƻǿƴ ŘƛǘŎƘ ǘƘŜ ƻƭŘ ŦƻǊƳǳƭŀΚέ http://bit.ly/wLU5HM 

2
  ../ bŜǿǎΣ нллу ά.ϧ. bŀǘƛƻƴŀƭƛǎŀǘƛƻƴ ƛǎ /ƻƴŦƛǊƳŜŘέ http://bbc.in/w8tGT2  

3
  b¸ ¢ƛƳŜǎ όYǊǳƎƳŀƴύ нллфΣ ά.ŀƴƪƛƴƎ ƻƴ ǘƘŜ .Ǌƛƴƪέ http://nyti.ms/wbJ2L  
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chain risks undermining the whole system. This is patently not an outcome desirable for any of the 

stakeholders  

 

in banks; a group which encompasses more or less the whole of society. One easy way of graphically 

illustrating this interconnectedness is by looking at the equity markets, as in Figure 1 below, which 

plots the share price of 3 of the largest UK banks. 

 

It should be obvious to any casual observer that, at least in the eyes of the equity markets (largely 

driven by multinational, institutional investors) the fates of our banks are very closely entwined. As 

with much of economics, there are a multitude of other explanatory factors for such correlation ς 

perhaps the causality is faulty, and the causal factor is actually a decline in the wider 

macroeconomy. That is almost certainly true. Perhaps asset markets are simply over correlated, 

either intra-sectorally or between broad asset classes. This is also an opinion gaining some traction. 

Even so, such co-ordinated downward runs, to such a low multiple of the previous price level - and 

earnings or book value, two common investing measures - must  indicate some sort of fear for the 

long-term future of the banks in question, and seems to imply a great deal of interdependence. It is 

difficult to justify such low valuations using any sort of model without inputting either a significant - 

certainly non-zero - chance of business failure, large capital raising from the equity markets 

(signifying financial duress) or many years of losses.  

Still, for those not masochistic enough to enjoy deriving any sort of logic from stock markets, they 

were by no means the only group in a state of fear about the financial system. A more familiar 
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Figure 1: Share price of LLOY, RBS, BARC  -  Jan ô05 to Apr ô09. Data not adjusted for dilution. 
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example of the complete collapse of confidence when banking stability is in question drove the 

extraordinary measures of early 2008, as Northern Rock found itself needing support from the 

Government. Mile-long queues of customers trying to withdraw their savings ς despite assurances 

by the FSA that their money was guaranteed ς contributed to the liquidity squeeze on the bank that 

finally led to state ownership. In this sense, the cyclicality of the whole situation is clear ς in both 

bank funding markets (viewed in terms of LIBOR rates) and the more traditional method of customer 

ŘŜǇƻǎƛǘǎΣ ǿŜŀƪƴŜǎǎ ōŜƎŜǘǎ ŦǳǊǘƘŜǊ ǿŜŀƪƴŜǎǎΦ tŜǊŎŜǇǘƛƻƴǎ ƻŦ bƻǊǘƘŜǊƴ wƻŎƪΩǎ ƛƴǎǘŀōƛƭƛǘȅ ōǊƻǳƎƘǘ 

about mass withdrawal of savings and an increase in their borrowing costs. The prophecy of failure 

was self-fulfilling. 

Northern Rock was, by all accounts, just a herald of what was to come. Bradford & Bingley in 

September 2008 preceded the colossal state intervention a month later, when the Government 

essentially nationalised RBS and Lloyds/HBOS. It should be noted that Lloyds and HBOS at this point 

were not the merged entity they are today ς that was a deal waved through at the behest of the 

Government to supposedly shore up their balance sheets and maintain financial stability. The 

success or otherwise of that is left entirely up to reader, but at least some small regard should be 

given to the competitiveness of a sector now dominated by a firm with 30% share of the personal 

current account market.4 

The UK Story 

The situation the UK currently finds itself in, then, is a position of some historical note. The 

Government still holds significant amounts of the equity of both Lloyds (~40%) and RBS (~82%), as 

well as parts of the previously held Bradford and Bingley and Northern Rock. 

¢ƘŜ ¦YΩǎ ōŀƴƪǎ ŀǊŜΣ ōȅ Ƴƻǎǘ ƳŜŀǎǳǊŜǎΣ ƴƻǿ ǊŀǘƘŜǊ ǎŀŦŜΦ ¢ƘŜ 9ǳropean Banking Authority, who 

publish yearly stress tests, found all UK banks passing their most recent requirements. Their 

measure of resilience ς the core tier 1 capital ratio ς could perhaps best be described as looking at 

the amount of lending and speculatory activity, taking into account the relative risk of those 

activities (hence generating risk-weighted assets) and comparing it with the equity base - core tier 1 

capital -  of the bank. A higher ratio is obviously better, and Figure 2 shows that both RBS and Lloyds 

performed better than the median EU bank in the stress testing results. 

 

                                                           
4
 UK Parliament, 2011, http://bit.ly/xqzXrg 

 

RBS 
9.6% 

13 

http://bit.ly/xqzXrg


Norwich Economic Papers    Volume 5 (Apr 2012) 

 

 
© Norwich Economic Papers    
 

Both banks passed the main, forward looking element of the test, too. This imposed a number of 

negative macroeconomic outcomes on the Eurozone, which naturally filters through to the balance 

sheets of banks, and sought to determine whether or not they would have sufficient tier one capital 

ǘƻ ŀōǎƻǊō ǘƘŜ ǎƘƻŎƪǎΦ ¢ƘŜ ǇƻǘŜƴŎȅ όƻǊ ƻǘƘŜǊǿƛǎŜύ ƻŦ ǘƘŜƛǊ ΨŀŘǾŜǊǎŜΩ ǎŎŜƴŀǊƛƻ ŀƴŘ ǘƘŜ ǎǘǊŜƴǳƻǳǎƴŜǎǎ 

of the tests make ample material for a further discussion, but suffice to say 8 banks of the 90 in the 

sample did not pass as Lloyds and RBS did. 

Considerable emphasis is placed by the boards of both banks on derisking the balance sheet, though 

whether this is directly related to nationalisation or not is debatable. Certainly, it is hardly just Lloyds 

and RBS whose management make noises in that direction ς the market is simply responding to the 

ǿƛǎƘŜǎ ƻŦ ǎƘŀǊŜƘƻƭŘŜǊǎΣ ƳƻƴŜȅ ƳŀƴŀƎŜǊǎ ŀƴŘ ΨǘƘŜ ŎƛǘȅΩ ƛƴ ƎŜƴŜǊŀƭΦ  

Having ensured our banks and financial system are safe ς or, at least, as safe as can be given a rather 

shaky currency union as our neighbour and a volatile global environment as the backdrop, the UK 

Government has received little credit for their actions. Indeed, most of the focus is on whether the 

ΨƛƴǾŜǎǘƳŜƴǘǎΩ ǿƛƭƭ ǊŜŀƭƛǎŜ ŀ ǇŀǇŜǊ ƭƻǎǎΦ ¢Ƙƛǎ ƘŀǊŘƭȅ ǎŜŜƳǎ ǊŀǘƛƻƴŀƭΦ 

The Bigger Picture 

The simple fact of it is that bank nationalisation falls prey to exactly the same problem as much of 

mainstream economics ς the absence of the counterfactual.  What we would love to do, as 

economists and rational thinkers, is take two identical banks at the onset of the crisis, nationalise 

one and leave the other to the whims of the free market. 
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Unfortunately, this idea crumbles at every level. It is practically and politically impossible to conduct 

ǎǳŎƘ ŀƴ ŜȄǇŜǊƛƳŜƴǘΣ ŀ ƘƻǇŜƭŜǎǎƭȅ ƴŀƠǾŜ ŎƻƴŎŜǇǘ ǘƻ ƘƻǇŜ ǘƻ ŦƛƴŘ ǘǿƻ ΨƛŘŜƴǘƛŎŀƭΩ ōŀƴƪǎ ŀƴŘ ƻōǾƛƻǳǎƭȅ 

morally rather questionable.  One thing that any debate absolutely must involve, though, is a proper 

understanding of the alternatives. Much of the tabloid press, as I have already mentioned, focuses 

ƻƴ Ƙƻǿ ǘƘŜ ǘŀȄǇŀȅŜǊ Ƙŀǎ Ψƭƻǎǘ ƻǳǘΩ ƻƴ ƛǘǎ ƛƴǾŜǎǘƳŜƴǘ ƛƴ w.{ ŀƴŘ [ƭƻȅŘǎΦ ¢ƘŜȅ ƴƻǘŜ Ƙƻǿ ǘƘŜ ǎƘŀǊŜ 

price has plummeted, reducing the apparent value of the holdings, and grumbling in typical media 

style about how the taxpayer is somehow swindled by devious market participants.  

This engenders a negative feeling towards the nationalisation by many people. But this should not 

be so. Judging the success or otherwise of a nationalisation by the paper profit the Government 

earns upon exiting the position is much like making the assertion that building hospitals is not 

worthwhile, because the market value of the hospitals does not give the Government a decent 

return on capital. It is patently absurd. The point of building hospitals is not to incur a profit on the 

buildings, it is to treat sick people. The point of nationalising the banks was not because the 

Government hankered after the city lifestyle of a fund manager for a few years, and saw the 

opportunity for a quick buck ς it was to shore up financial stability. 
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Any discussion on the merits of nationalisation should take things as they were in 2008, then, in the 

middle of a catastrophic drop in confidence both in the markets and on the street. The simple fact of 

that analysis is that it is difficult to envisage any scenario whereby a bank should be left to fail. We 

should be under no illusions about white knights and market heroes ς the British Government were 

the only institution big enough to bail out the failing banks. Furthermore, given the amount of 

money pumped into them, it should be obvious that the need was very much there. Recall that that 

ǇŀǊǘƛŎǳƭŀǊ ΨŎǊƛǎƛǎΩ ǿŀǎ ǘƘŜ ƘŀƴƎƻǾŜǊ ƻŦ ǊŜŘǳŎŜŘ ŎƻƴŦƛŘŜƴŎŜ ŎŀǳǎŜŘ ōȅ ǘƘŜ ǎubprime implosion. The 

Euro area woes of 2 years later were not just some small aftershock to the system ς they were 

another sledgehammer to the foundations of the European banking system. One should be under no 

ƛƭƭǳǎƛƻƴǎ ǘƘŀǘ w.{ ŀƴŘ [ƭƻȅŘǎ ǿƻǳƭŘΩǾŜ ƳŀƴŀƎed to limp through without severely damaging the 

entire UK financial system. 

hƴŜ ǎƘƻǳƭŘ ŀƭǎƻ ƴƻǘ ōŜ ǳƴŘŜǊ ǘƘŜ ƛƭƭǳǎƛƻƴ ǘƘŀǘ ŀ ōŀƴƪ ŦŀƛƭǳǊŜ ƛǎ Ψƴƻǘ ŀ ōƛƎ ǘƘƛƴƎΩΦ YǳǇƛŜŜ ŀƴŘ wŀƳƛǊŜȊ5, 

2009, studied the early 20th Century banking situation in America; their data suggested that: 

άΧ ŀ лΦмп ǇŜǊŎŜƴǘ όм ǎǘŀƴŘŀǊŘ ŘŜǾƛŀǘƛƻƴύ ƛƴŎǊŜŀǎŜ ŦǊƻƳ ǘƘŜ ƳŜŀƴ ǾŀƭǳŜ ƻŦ ǘƘŜ ƭƛŀōƛƭƛǘƛŜǎ ƻŦ ǘƘŜ ŦŀƛƭŜŘ 

depository institutions results in a reduction of 17 percentage points in the growth rate of industrial 

production and a 4 percentage point decline in real GNP growth. The reductions occur within three 

quarters of the initial bank failure shock and can be interpreted as an important component of the 

Ŏƻǎǘ ƻŦ ǎȅǎǘŜƳƛŎ Ǌƛǎƪ ƛƴ ǘƘŜ ōŀƴƪƛƴƎ ǎŜŎǘƻǊΦέ 

DǊƻǎǎƳŀƴΩǎ ǎǘǳŘȅ6 on the New Banking era starting in the mid-19th Century asserts that: 

ά{ƛƳǳƭŀǘƛƻƴǎ ǎǳƎƎŜǎǘ ǘƘŀǘ ŀ ǊŜƭŀǘƛǾŜƭȅ ǎƳŀƭƭ ōŀƴƪ ŦŀƛƭǳǊŜ ǎƘƻŎƪ ŎƻǳƭŘ ƭŜŀŘ ǘƻ ŀ н҈ ŘŜŎƭƛƴŜ ƛƴ ǊŜŀƭ 

GNP, while the consequences of a large bank failure shock ς a one-fifth decline in GNP ς could be 

catastrophic.έ 

And while the temptation may be to disregard these analyses as out of date and not relevant to the 

modern economy, there is a convincing case that exactly the opposite is true. Banks today face, 

paradoxically, both far more competition and far less than they used to. Thinking globally, there are 

often local monopolies ς Lloyds in the UK would be a neat example of this. Even though that may be 

the case, banking has become a worldwide activity ς ŀ ¦Y ōŀƴƪΩǎ ŎƻƳǇŜǘƛǘƻǊǎ ŀǊŜ ŀǎ ƳǳŎƘ W t 

Morgan and Société Générale as RBS and Barclays. The reasons for this are manifold, but the core of 

                                                           
5
 YǳǇƛŜŜ ŀƴŘ wŀƳƛǊŜȊΣнллфΣ  ά.ŀƴƪ CŀƛƭǳǊŜǎ ŀƴŘ ǘƘŜ /ƻǎǘ ƻŦ {ȅǎǘŜƳƛŎ wƛǎƪΥ 9ǾƛŘŜƴŎŜ ŦǊƻƳ мфлл-1930 http://1.usa.gov/Ah6uyT 

6
 DǊƻǎǎƳŀƴΣ мффоΣ ά¢ƘŜ aŀŎǊƻŜŎƻƴƻƳƛŎ /ƻƴǎŜǉǳŜƴŎŜǎ ƻŦ .ŀƴƪ CŀƛƭǳǊŜǎ ǳƴŘŜǊ ǘƘŜ bŀǘƛƻƴŀƭ .ŀƴƪƛƴƎ {ȅǎǘŜƳέ http://bit.ly/zUlS21 
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the issue is that economic efficiency dictates it. Scale efficiencies create monopolies in financial 

services, and the ever-blurring lines between investment and retail banking hardly help this. 

Far from the old analysis being irrelevant, it is even more pertinent today. The chain has far fewer 

links and each link is more integral to the whole structure. Short-termist thinking ς and not just by 

the demonised bankers ς incentivises an arms race, whereby it makes sense for banks to leverage 

their assets more and more to increase returns for shareholders. 

A Societal Problem 

It is an attractive and easy option for politicians to pin the blame on city types. They are an easy 

target ς anyone who earns a lot is ς and have been rather hindered by a few notable individuals 

throughout history acting with slightly less decorum or understanding than may otherwise be 

warranted. 

It is a gross oversimplification to say that bankers caused the crisis, though. The Government debt 

issue, which is as much a problem as financial sector stability, was no fault of the bankers ς that was 

short-termism on the part of politicians and, more fundamentally, ordinary people. It seems unlikely 

a party would have rode to power in the boom days of the 2000s on a pledge of fiscal prudence and 

no more expenditure hikes. 

Equally, most people understand that markets need regulation, yet bankers managed to increasingly 

shake off state influence. Blaming the institutions for this is foolish ς it is the mechanism of the 

markets to try and maximise returns for their shareholders. They did entirely as should have been 

expected of them. That the regulatory regime was not up to scratch is not their fault. 

It strikes me, then, as not only wholly justifiable to nationalise the banks but wholly predictable, too. 

Humans did as they have done for hundreds of years, through the tulip boom of the 1600s to the 

Great Depression ς they became overconfident in the promise of perpetual growth and did not see 

the risk of failure just around the corner. Markets mirror the human psyche, and that 

overconfidence fed through to the actions of our banks. They are not the all-seeing, perfectly 

calculating beasts that the free marketeers see them as ς they are (in a rather theological way) 

created in our image, and fall prey to the same cognitive biases we do. 

Looking Forward 

If nationalisation is justified, then, one must make some sort of statement about what is to be done 

with the nationalised banks. Surely, it seems, we should use the market power the Government now 
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has at its fingertips to improve conditions for the UK as a whole ς to repair some of the damage they 

caused, if you will. 

A common demand is for the Government to take a more activist role as shareholder of the 

nationalised banks7, and to direct investment spending to bolster the wider economy ς a national 

investment bank, as it is often referred to. This is an approach which represents a startling lack of 

foresight. 

After all, if one ǿŜǊŜ ǘƻ ƭƻƻƪ ŦƻǊ ǿƘŀǘ ŎƻǳƭŘ ōŜǎǘ ōŜ ŘŜǎŎǊƛōŜŘ ŀǎ ǘƘŜ ΨǊƻƻǘ ŎŀǳǎŜΩ ƻŦ ǘƘŜ нллу Ǝƭƻōŀƭ 

downturn, most fingers point at the subprime crisis in America. Underpinning that particular mess 

was an incentive structure entirely of the state variety ς two state run lenders being forced by 

/ƻƴƎǊŜǎǎ ǘƻ ƭŜƴŘ ƳƻǊŜΦ Lƴ ŦŀŎǘΣ ƛƴ ŀ ǘǿƛǎǘ ǘƘŀǘ ǎƘƻǳƭŘΩǾŜ ōŜŜƴ ƻōǾƛƻǳǎ ŀǎ ŘŜŜǇƭȅ ŘŀƳŀƎƛƴƎ ƛƴ ǘƘŜ ƭƻƴƎ 

run, in 1996 Congress gave a target to Fannie Mae and Freddie Mac that 42% of their mortgage 

lending went to borrowers with income below the median in their area. In 2000 this became 50%, 

and in 2005 this became 52%.8 This is one of many of the incentive structures designed to push 

lending to those who the market had deemed too risky to lend to.  

If bank risk taking is a case of market failure, then, the above is surely just as potent a case of 

government failure. Government is in no position to direct investment spending. It may appear 

attractive in the short run, and is probably beneficial to GDP growth ς but misdirected capital only 

serves to stoke the fires of a future bust. 

The arms-length model the Government is adopting, then, seems best placed to minimise 

government interference in the market while ensuring financial stability. UKFI, the holding company 

responsible for managinƎ ǘƘŜ ƛƴǾŜǎǘƳŜƴǘǎΣ ƛǎ ǎŀƛŘ ǘƻ ŀŎǘ ƭƛƪŜ ŀ άŀƴȅ ǾŀƭǳŜ ƻǊƛŜƴǘŀǘŜŘ ǎƘŀǊŜƘƻƭŘŜǊέΦ9 In 

ŀŘŘƛǘƛƻƴΣ ǘƘŜ DƻǾŜǊƴƳŜƴǘΩǎ ŘŜŎƛǎƛƻƴ ǘƻ ΨǇŀǊǘƭȅ ƴŀǘƛƻƴŀƭƛǎŜΩ - crucially leaving a small amount of the 

share capital as free float on the market to maintain a market price and market direction also seems 

logical and conducive to the aim of returning these businesses to private hands in the near future. 

Concluding Thoughts 

By most measures, then, nationalisation seems to have been successful. The direct question of 

whether natioƴŀƭƛǎŀǘƛƻƴ ƛǎ ŜǾŜǊ ΨƧǳǎǘƛŦƛŜŘΩΣ ǘƘŜƴΣ Ŧƻƭƭƻǿǎ ŦǊƻƳ ǘƘƛǎ ς hopefully I have served to 

persuade that few cost-benefit analyses a government ever makes offer as potent a benefit (staving 

off financial catastrophe) with so little cost (investment, most of which will later be paid back). 

                                                           
7
 [ŜŦǘ CǳǘǳǊŜǎΣ нлмлΣάw.{ ōŀƛƭ ƻǳǘΥ bƻǘ ŀƎŀƛƴΦ ¢Ƙƛǎ ǘƛƳŜΣ ƴŀǘƛƻƴŀƭƛǎŜέ- http://bit.ly/q6ODQJ 

8
 ²ŀƭƭ {ǘǊŜŜǘ WƻǳǊƴŀƭΣ нллуΣ άIƻǿ DƻǾŜǊƴƳŜƴǘ {ǘƻƪŜŘ ǘƘŜ aŀƴƛŀέ http://on.wsj.com/3TpQdY 

9
 Lloyds Banking Group, 2010 Annual Report, http://bit.ly/tuq08F 
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The best scenario of all, of course, is the situation whereby banks never need to be nationalised, 

ǇǊŜǾŜƴǘƛƴƎ ǘƘŜ ŘŀƳŀƎƛƴƎ ƳƻǊŀƭ ƘŀȊŀǊŘ ŀƴŘ Ψǘƻƻ ōƛƎ ǘƻ ŦŀƛƭΩ ƳŜƴǘŀƭƛǘȅ ŦǊƻƳ ŘƛǎǘƻǊǘƛƴƎ ƳŀǊƪŜǘǎ ŀƴŘ 

hampering innovation and competition in financial services. This is something which requires rather 

extensive regulation on a global level. The likelihood of such legislation ever being agreed by all 

parties seems, sadly, rather low ς ƛǘ ƛǎ ŀ ŎƭŀǎǎƛŎ ǇǊƛǎƻƴŜǊǎΩ ŘƛƭŜƳƳŀ ǿƘŜǊŜōȅ ŎƻƻǇŜǊŀǘƛƻn benefits all, 

but the cost of imposing regulation on your own financial sector is enormous if others do not. 

Regardless of sad reflections on human incentives, then, the UK Government response to the 08 ς 

present financial crisis was decisive, well thought-out and, crucially, market-orientated. The firms are 

ǾŜǊȅ ƳǳŎƘ ǎǘƛƭƭ ǇǊƛǾŀǘŜΣ ǿƛǘƘ ǘƘŜ ŜŦŦƛŎƛŜƴŎȅ ǘƘŀǘ ōǊƛƴƎǎ ŀƴŘ ǿƛǘƘƻǳǘ ǘƘŜ ƎƻǾŜǊƴƳŜƴǘΩǎ ŘƛǎǘƻǊǘƛƻƴŀǊȅ 

influence. 

That strikes me as making the best of a bad situation ς nationalisation is not merely justified, but 

earns my whole-hearted support. 
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Abstract 

The UK already has strict migration guidelines in place, but with the Conservative Government 

ǿŀƴǘƛƴƎ ǘƻ ǊŜŘǳŎŜ ƴŜǘ ƳƛƎǊŀǘƛƻƴ ƛƴ ǘƘŜ ¦Y ŦǊƻƳ нрлΣллл ƛƴ ǘƘŜ ȅŜŀǊ ǘƻ WǳƴŜ нлмм ǘƻ ΨǘŜƴǎ ƻŦ 

ǘƘƻǳǎŀƴŘǎΩ ōŜŦƻǊŜ ǘƘŜ ŜƴŘ ƻŦ ǘƘŜ ŎǳǊǊŜƴǘ ƎƻǾŜǊƴƳŜƴǘΦ ²Ƙŀǘ ŎƻǳƭŘ ǘƘŜ ŜŎƻƴƻƳƛŎ ƛƳǇŀŎǘǎ ōŜ ƻŦ ŀ ǎǘǊƛŎǘ 

migration quota? And what might happen if that quota was increased or abolished? 

Before examining the impact of a migration quota, it is important to first think about why people 

migrate between countries in the first place. Opportunity differentials between the sending and the 

receiving countries are a key reason as migrants believe the country they are going to can provide 

them with something which the country they are leaving cannot. Push and pull factors are used to 

categorise reasons for migration which may include the offer of a job or education, family, safety or 

simply happiness.  This question is particularly relevant at this moment in time with the UK 

ƎƻǾŜǊƴƳŜƴǘΩǎ ǘŀǊƎŜǘǎ ŦƻǊ ƴŜǘ ƳƛƎǊŀǘƛƻƴ ǘƻ ōŜ ƛƴ ǘƘŜ ΨǘŜƴǎ ƻŦ ǘƘƻǳǎŀƴŘǎΩ ōŜŦƻǊŜ ǘƘŜ ŜƴŘ ƻŦ ǘƘŜ ŎǳǊǊŜƴǘ 

government in 2015. This would mean a huge fall in the number of immigrants entering the UK. 

However, the UK has very little control over much of its migration. Emigration figures are currently 

falling and the government is powerless in this area as it clearly cannot force or incentivise people to 

emigrate from the UK. Additionally, the UK cannot control immigration from within the EU. This 

leaves immigrants from outside the EU as the only variable they can  

__________________________ 

* BSc Economics 
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control. In this essay it will be discussed whether it is desirable to or not. The current system in the 

UK splits potential immigrants into different categories; there are workers who are assumed 

to be split into skilled and non-skilled workers for simplicity, students coming to the UK to study and 

people for non-economic gains including family members and dependants. 

Ideally, the limit for any migration would simply be set at the point where marginal cost is equal to 

marginal benefit, where the economic and social cost of an additional migrant is equal to the 

marginal benefit. More simply, the marginal net benefit is zero. However as with many things in 

economics, it is very difficult to estimate and put a comparable value on the costs and benefits on a 

migrant and this value would vary with each migrant considered.  On the graph, this would mean 

admitting X number of migrants, with a selection process designed to admit those in area Y. As this is 

very difficult or impossible, it is important to instead look at the effect on the economy of changing 

the different areas of migration. 

 

 

Source: British Immigration Policy and Work Lecture, Slide 11 
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The most common reason for migration with over 40% of the total number of migrations to the UK 

was full time education10, mostly university and college courses, and that figure is set to rise even 

further with applications from international, non EU, students increasing by 13.7% for 2012 intake11. 

These students are of vital importance to the UK, as education is a hugely lucrative export market in 

which UK sits second, behind only the US12, in the most popular destinations for foreign students. A 

migration quota resulting in a fall in students and therefore exports would, ceteris paribus, mean a 

fall in GDP, as looking at the simplest expenditure method of calculating GDP: 

GDP = C + I + G + (X-M) 

A fall in X would result in a fall in GDP because international students are a huge contributor to the 

GDP of the UK. Not only do they have much greater fees than home students, on average £11,435 

per year in 2010/11 compared to just £3,323 for home students,13 but they also consume goods and 

services during their stay in the country. An important fact to note however, that many of these 

students, upon completion of their course, will return to their country of origin. Therefore, although 

the IPS, the Identity and Passport Service, definition of long term migration is that of more than one 

year, it is clear many will not become permanent residents of the UK. The ones who do however may 

stay on to fulfil graduate level roles and therefore become skilled workers in the economy, the 

impact of which will be considered later. These facts have led many people to argue that students 

should be excluded from migration statistics, however opposition claim that student visas are an 

easȅ ǿŀȅ ƛƴǘƻ ǘƘŜ ¦Y ǘƻ ǿƻǊƪ ŀƴŘ ǘƘŀǘ Ƴŀƴȅ ŀǇǇŀǊŜƴǘ  ΨǎǘǳŘŜƴǘǎΩ ƛƴ ŦŀŎǘ Ǝƻ ƳƛǎǎƛƴƎΦ 

 

The reduction in the number of skilled workers into the country could result in increased 

unemployment, as there would be vacancies for jobs which UK or EU nationals do not possess the 

skills for, which without a quota would be filled by foreign workers. This structural unemployment 

would mean that firstly, there would be a fall in output as companies would not be able to recruit 

people to fulfil their needs and could mean they relocate to somewhere that they are allowed to 

recruit the right people for their job. Secondly, the government would have to invest heavily in 

training and education so that in the future people do have the right skills for the jobs available, if it 

waǎ ǘƘŜ ŎŀǎŜ ǘƘŀǘ ǿƻǊƪŜǊǎ ŎƻǳƭŘƴΩǘ ōŜ ōǊƻǳƎƘǘ ƛƴ ŦǊƻƳ ŀōǊƻŀŘΦ Lǘ ƛǎ ŜǾƛŘŜƴǘ ǘƘŀǘ ǎƪƛƭƭŜŘ ǿƻǊƪŜǊǎ 

contribute to growth and productivity. 

                                                           
10

 Migration Statistics Quarterly Report February 2012 
11

 UCAS Release 
12

 Universities feel the squeeze on immigration 
13

 Tuition fees 2010/11: find out how much each university charges 
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If a quota reduces the number of unskilled workers, this will mean a reduction in the supply of 

labour. Simple market economics will tell us that if there is a fall in supply, without an equivalent fall 

ƛƴ ŘŜƳŀƴŘΣ ǘƘŜƴ ǿŀƎŜ ǊŀǘŜ ǿƛƭƭ ƛƴŎǊŜŀǎŜ ŀƴŘ ǘƘŜǊŜ ǿƛƭƭ ōŜ ŀ Ŧŀƭƭ ƛƴ ŜƳǇƭƻȅƳŜƴǘΦ Ψ[ƻǿŜǊ ƭŜǾŜƭǎ ƻŦ ƴŜǘ 

migration will, all else equal, reduce the growth rate of the potential labour supply and therefore the 

ǊŀǘŜ ƻŦ ƎǊƻǿǘƘ ƻŦ ƻǾŜǊŀƭƭ D5tΦΩ14  It could also result in illegal trafficking of people into the country. If 

this happens, these people will not be holding citizenship and therefore will not be able to work 

legally and not paying taxes on their income if they have one. This would result in a fall in GDP and a 

possible increase in crime. 

If there was a stricter limit on the number of dependants such as children and spouses allowed to 

join people already living in the UK, this could cause massive controversy. In addition, this may 

ƛƳǇŀŎǘ ǘƘŜ ¦YΩǎ ŀōƛƭƛǘȅ ǘƻ ǊŜŎǊǳƛǘ ƘƛƎƘƭȅ ǎƪƛƭƭŜŘ ǿƻǊƪŜǊǎ ƻǊ ŀŎŀŘŜƳƛŎǎ ŀǎ ǘƘŜȅ ǿƻǳƭŘ ōŜ ǳƴŀōƭŜ ǘƻ 

bring their loved ones or dependants with them to the UK. Consequently, they may consider 

relocating to somewhere they would be able to or not immigrating at all. It is unlikely that it would 

affect GDP if these were decreased as there are already guidelines in place to stop these people 

becoming a burden to the government as the sponsor of them must be able to show ability to 

ǎǳǇǇƻǊǘ ǘƘŜƳ ōȅ ǘƘŜ ǿŀȅ ƻŦ ŀ ƳƛƴƛƳǳƳ ƛƴŎƻƳŜ ǘƘǊŜǎƘƻƭŘΦ Ψ¢ƘŜ ƳƛƴƛƳǳƳ ƛƴŎƻƳŜ ǘƘǊŜǎƘƻƭŘ ŦƻǊ 

sponsoring spouses/partners and dependants in order to ensure that the sponsor can support 

his/her spouse or civil or other partner and any dependants independently without them becoming 

ŀ ōǳǊŘŜƴ ƻƴ ǘƘŜ {ǘŀǘŜΩΦ15 

 

However it is also very important to look at the impacts of not having a quota, or having a very high 

one. The graph below shows the projected population growth based on different levels on migration 

to the UK. 

                                                           
14

 Migration Advisory Committee (2012) Page 33 
15

 Migration Advisory Committee (2012) Page 15 
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Source: Migration Advisory Committee (2010) Page 75 

As demonstrated in this graph, even if net migration were to be significantly lower than it currently 

is at 180,000, then the population would still reach 70 million within around 15 years. There are 

many social impacts that should be considered with reference to an increasing population. If there 

are more people in a country, they will clearly put more strain on the services of that country, such 

as healthcare, education and other public goods. They will also contribute to congestion, especially 

as studies have shown many migrants will be located in and around large cities which already suffer 

from congestion problems. There may also be an impact on crime rates and on the housing market 

as the demand for properties will increase if population increases. 

If the quota for students is increased, it is assumed that the entry requirements would be reduced or 

the visa application may be less strict. This may result in more people claiming to be students to 

easily obtain a visa, coming into the country to work in unskilled jobs, clearly undesirable. However if 

there are more students allowed into the country, this will increase GDP through an increase in 

exports. GDP will further increase through the domestic consumption of goods and services as 

already mentioned. 

Skilled workers raise the GDP of the country by bringing in extra revenue, paying extra taxes and 

consuming many goods and services. At present, there is a minimum salary in place before a worker 

is allowed to take up a job within the UK, unless that job is deemed to be an occupation with a 

shortage of workers. This minimum salary is above the national average salary and set to be 

increased to £35000 in coming years,16 this means they will raise GDP per capita. Looked at very 

                                                           
16

 BBC News (2012) 
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simply, one could conclude that skilled migration should be increased indefinitely so long as the 

incoming migrant has a salary above a certain threshold, until marginal wage is equal to average 

wage. However, an increase in GDP is not an indicator of the overall living standards of that country 

and the total size of an economy is not an index of prosperity. GDP per capita, as already mentioned, 

will increase because the migrant will have to have a high income, it will not necessarily change the 

ŀǾŜǊŀƎŜ ƛƴŎƻƳŜ ŦƻǊ ǘƘŜ ǇƻǇǳƭŀǘƛƻƴ ŀƭǊŜŀŘȅ ǘƘŜǊŜΦ tǊŜǾƛƻǳǎ ǎǘǳŘƛŜǎ ǎƘƻǿ ǘƘŀǘ ΨƎǊƻǎǎ ŘƻƳŜǎǘƛŎ 

ǇǊƻŘǳŎǘ ǿƛƭƭ ƛƴŎǊŜŀǎŜΣ ōǳǘ ǘƘƛǎ ƛƴŎǊŜŀǎŜ ǿƛƭƭ ŀŎŎǊǳŜ ƭŀǊƎŜƭȅ ǘƻ ƛƳƳƛƎǊŀƴǘǎ ƛƴ ǘƘŜ ŦƻǊƳ ƻŦ ǿŀƎŜǎΩΦ17  

However as already noted there are social costs to infinitely increasing a population, so this rests on 

the assumption that the benefits of the increased GDP will more than cover the costs. 

 

It is assumed that if the population increases, this will automatically increase unemployment as 

these people will have no jobs to fulfil. This is the lump of labour fallacy; the aggregate number of 

jobs is not fixed, therefore if the population increases this will increase aggregate demand thus 

ƛƴŎǊŜŀǎƛƴƎ ǘƘŜ ƴǳƳōŜǊ ƻŦ Ƨƻōǎ ƛƴ ǘƘŜ ŜŎƻƴƻƳȅΦ IƻǿŜǾŜǊΣ Ψthe annual volume of immigration is 

ƛƴǾŜǊǎŜƭȅ ǊŜƭŀǘŜŘ ǘƻ ǘƘŜ ŀǾŜǊŀƎŜ ǿŀƎŜǎ ƻŦ ǳƴǎƪƛƭƭŜŘ ǿƻǊƪŜǊǎΩΦ18  The graph below demonstrates this, 

if the supply of labour increases without an equivalent increase in demand, wage rate will decrease 

from W1 to W2. This is the market wage rate for anyone in the unskilled jobs market, and not just 

the wage rate for immigrant workers; which will mean UK workers would be displeased. 

 

 

 

 

 

 

 

 

                                                           
17

 Roodenburg et al Page 7 
18

 Hix, S. And Noury, A. Page 184-185 
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Source: Tutor2u 

To look at the effects of allowing an increase in the number of dependants or family members 

allowed into the UK would firstly depend on whether they would become a burden on the state. As 

already discussed, the rules at the moment say that the sponsor must show the ability to look after 

them. Providing this remains the case, these migrants should not affect the GDP of the country 

through an increase in transfer payments. However it is the case that, like with any increase in the 

population, there will be an increased strain on public services. There would also be an increase in 

aggregate demand as they will consume things. It may also be the case that these dependants could 

become workers themselves, leading to an increase in the labour supply, and as already seen, that 

could lower the wage rate. 

Due to the length and brevity of this essay, it solely focuses on the impacts of immigration and 

simply to receiving country, only one aspect of the vast topic of migration. There are also many 

impacts on sending countries such as brain drains, etc, and many interesting debates on the impact 

on UK workers and wage rates and displacement of those workers with contrasting conclusions from 

different studies. However, it is clear to see, that immigration is desirable, however only if controlled 

in the correct ways. The aging demographics of most European countries means that in the years to 

come these countries will need more migrants who will raise the GDP of these countries if controlled 

properly. However they will bring many other benefits besides just increases in revenue; one only 

has to walk around a university campus or city centre to see many foreign people. They bring 

different ways of thinking about life and education which are very important.  
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How can we stimulate growth in the UK economy? 
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άThe Governor of the Bank shows himself perfect happy in the spectacle of a Britain 

possessing the finest credit in the world simultaneously with a million and a quarter 

unemployedέ ς Winston Churchill, January 1925 

Abstract 

Taking a simple Aggregate Demand (AD) equation, we use public data to plot changes in the 

identities that comprise AD. We find that government spending has been the most resilient 

component of AD since 2007, which we interpret as an a posteriori case for fiscal expansion as an 

effective policy. We organise our fiscal stimulus into three groups, from our most preferred (spend 

more) to the least contentious (cut later). Our AD analysis also shows that the component that has 

performed the most poorly since 2007 is investment and it is this that informs our argument for 

expanding the use of monetary policy and supply side measures. 

Introduction  

This essay examines proposals for stimulating economic growth in the UK economy. For four years 

growth in the UK has been negative or weak. There is no shortage of discussion on the causes of 

recession; our attention is solely on how to increase economic growth.  

The case for stimulus is to increase employment, and the path to this is to increase demand. We set 

out proposals for stimulating demand using fiscal and monetary policy. We briefly examine supply-

side measures effective in the short-run. 

 

                                                           
Ϟ
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The Nature of the Problem: Weak Demand 

The financial crisis that began in 2007 led to a recession in 2008-9 that saw economic growth in the 

UK to fall for four consecutive quarters. Four years after the start of the recession, GDP remains 4% 

lower than its 2007 peak (ONS, 2012). 

Figure 2: UK GDP 

 

 

The relationship between employment and growth can be said to run in both directions: 

employment-led growth, and growth-led employment. At the time of writing, (February 2012), the 

UK unemployment rate is currently at a 17 year high of 8.4% (HM Treasury, 2012). Employment has 

fallen in the public and private sector as a result of policy in the former and demand deficiency in the 

latter.  

We emphasize the human impact of unemployment and the large negative effect it has on life 

satisfaction. Economists are well aware of the classical trade-off between inflation and 

ǳƴŜƳǇƭƻȅƳŜƴǘΦ IƻǿŜǾŜǊΣ ǘƘŜ .ŀƴƪ ƻŦ 9ƴƎƭŀƴŘΩǎ ǊŜƳƛǘ ǘƻ ǇǊƛƻǊƛǘȅ ǘƻ ƛƴŦƭŀǘƛƻƴ ǘŀǊƎŜǘƛƴƎ ŘŜƳƻƴǎǘǊŀǘŜǎ 

how the unemployment issue is (at least formally) a secondary concern. Insights from behavioural 

economics and studies on life satisfaction demonstrate that the negative impact of unemployment 

on happiness is more than twice that of inflation, as shown in Figure 1.  
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Figure 1: Life Satisfaction 

Variables Unemployment Inflation 

Life Satisfaction -2.8 -1.2 

 

With life satisfaction rated on a ten-point scale, Figure 1 shows that a one percentage point increase 

in unemployment will lead to a fall in life satisfaction of 2.8, whereas a one percentage point 

increase in inflation will only lead to a fall in life satisfaction of 1.2 (Tella, MacCulloch and Oswald, 

2001). Having described the recent recession and unemployment we analyse some of the 

components of GDP. 

Figure 3: AD Identities 

GDP = AD = C + I + G + (X-M) 

 

 

 

Below we plot data that are analogous with the AD identities in the above table. 

Figure 4: GDP components since Q1 2007 (Q1 2007 = 100) 

(Tella, MacCulloch and Oswald, 2001) 

(Office of National Statistics, 2012). 
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Household final consumption expenditure (analogous to Consumption, C) fell with the recession and 

has stagnated since. Growth potential of C is limited by low consumer confidence and by consumers 

de-leveraging. 

Net exports (X-M) fell during the recession but favourable currency changes have allowed a rise 

almost to pre-recessionary levels. Sterling depreciated by 25% against the Dollar and Euro, to which 

we attribute much of the improvement in net exports (Historical Statistics, 2012). 

General Government final consumption expenditure (G) has increased quarter-on-quarter since the 

recession. Up to now this has mostly been traditional, counter-cyclical spending. We will set out the 

case for an expansion beyond the usual automatic stabilisers to full stimulus. 

Gross fixed capital formation (a proxy for Investment, I) has fallen more than 16 percentage points 

with the recession and stagnated since (Bank of England, 2012). Confidence is low, a lot of 

investment is being deferred, and firms have not yet completed the de-leveraging cycle. Investment 

is the component of AD that has performed the most poorly relative to GDP; it is this that informs 

our supply-side suggestions.  

 

Examining Debt: The Case for a Medium-term Increase in Debt 

We believe that fiscal policy can increase demand, and that increased demand would increase 

employment. Viewed within our AD/AS model, current fiscal policy is contractionary and left 

unchanged will not help stimulate growth or employment in the short or medium term. We 

therefore advocate a fiscal expansion financed by debt. We discuss debt before we outline proposals 

for fiscal expansion. 

There are two popular views that form the prevailing counter argument to a debt increase. The first 

is that debt is too expensive; the second is that the UK is at its debt limit. The first view is simple to 

refute. We argue that the current low cost of borrowing makes a debt increase attractive. We 

strengthen this view by citing recent Government analysis showing that increased bond yields would 

ƴƻǘ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ŀƭǘŜǊ ǘƘŜ ¦YΩǎ ōǳŘƎŜǘ ǇƻǎƛǘƛƻƴΦ ¢ƘŜ ǎŜŎƻƴŘ ǾƛŜǿ Ŏŀƴ ōŜ ŎƘŀƭƭŜƴƎŜŘ ǿƛǘƘ ŜǾƛŘŜƴŎŜ 

that the UK has not reached its debt limit, that it possesses adequatŜ άŦƛǎŎŀƭ ǎǇŀŎŜέ όhǎǘǊȅΣ DƘƻǎƘΣ 

Kim, and Qureshi, 2010). 
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The Low Cost of UK Government Debt and Implications for Policy 

The yield on Gilts is lower than at any time since the 19th Century; in real terms the Government is 

able to borrow at negative interest rates. We believe that this is a greatly convincing case for debt-

financing fiscal expansion. The prevailing counter argument (and the stated view of the chancellor) is 

that Gilt yields are low because the commitment to austerity has convinced investors that the UK is a 

safe haven; reversing or slowing austerity plans would alarm the markets and the yield on Gilts 

would increase. Moreover, it is frequently claimed that the UK would lose its AAA credit-rating.  

 

²Ŝ ōŜƭƛŜǾŜ ǘƘŀǘ ǘƘŜ ΨǎŀŦŜ ƘŀǾŜƴΩ ŀǊƎǳƳŜƴǘ Ƙƻƭds some weight, but this is also true of most other 

developed economies with their own non-9ǳǊƻ ŎǳǊǊŜƴŎȅΣ ǿƘƻ ƘŀǾŜ ŀƭƭ ǎŜŜƴ ŀ ΨŦƭƛƎƘǘ-to-ǉǳŀƭƛǘȅΩ ŀǎ 

ǘƘŜ {ƻǾŜǊŜƛƎƴ 5Ŝōǘ ŎǊƛǎƛǎ Ƙŀǎ ŎƻƴǘƛƴǳŜŘΦ ²ƛǘƘ ǊŜǎǇŜŎǘ ǘƻ ǘƘŜ ¦YΩǎ ŎǊŜŘƛǘ ǊŀǘƛƴƎΣ ǘƘŜǊŜ ŀǊŜ ƴǳƳŜǊƻǳǎ 

historical examples of countries being downgraded by ratings agencies and then seeing bond yields 

fall: Japan in the 1990s, and the US (Wall street Journal, 2011) and France within the last twelve 

ƳƻƴǘƘǎ ό.ƭƻƻƳōŜǊƎΣ нлмнύΦ ²Ŝ ōŜƭƛŜǾŜ ǘƘŀǘ ǘƘŜ ¦YΩǎ Ǌƛǎƪ ƻŦ ŘŜŦŀǳƭǘ is virtually nil, and so low yields 

are unlikely to be completely dependent on debt reduction. Rather, we believe they reflect the 

perceived weak growth potential of the UK. 

 

It is possible to circumvent this argument. The Office for Budgetary Responsibility published its 

Ψ9ŎƻƴƻƳƛŎ ŀƴŘ CƛǎŎŀƭ hǳǘƭƻƻƪΩ ƛƴ bƻǾŜƳōŜǊ нлмм όh.wΣ нлммύΦ ¢ƘŜ ǊŜǇƻǊǘ ƳƻŘŜƭǎ ǘƘŜ ŜŦŦŜŎǘ ƻŦ 

ƛƴŎǊŜŀǎŜŘ ȅƛŜƭŘǎ ƻƴ ǘƘŜ DƻǾŜǊƴƳŜƴǘΩǎ ŘŜōǘ ǇƻǎƛǘƛƻƴΣ ŀƴŘ ŦƛƴŘǎ ǘƘŀǘ ŜǾŜƴ ŀ мрл ōŀǎƛǎ Ǉƻƛƴǘ ƛƴŎǊŜŀǎŜ ƛƴ 

yields only has the effect of decreasing the 2016-17 budget balance by 70 basis points. The report 

states that: 

άΦΦΦ{ƘƻŎƪǎ ǘƻ Ǝƛƭǘ ǊŀǘŜǎ ƘŀǾŜ ŀ ǊŜƭŀǘƛǾŜƭȅ ǎƳŀƭƭ ƛƳǇŀŎǘ ƻƴ ǘƘŜ ŎƘŀƴŎŜǎ ƻŦ ƳŜŜǘƛƴƎ ǘƘŜ ƳŀƴŘŀǘŜ 

and supplementary target. This is because an increase in rates only applies to new debt 

issuance, and the UK has a relatively long average debt maturity for conventional gilts of 

момѷн ȅŜŀǊǎΣ ŀƴŘ ōŜŎŀǳǎŜ ƴŜǿ ƛǎǎǳŀƴŎŜ ƛǎ ǇǊƻƧŜŎǘŜŘ ǘƻ Ŧŀƭƭ ŀǎ ōƻǊǊƻǿƛƴƎ ŘŜŎƭƛƴŜǎΦ ¢ƘŜǊŜŦƻǊŜ 

over a short horizon, such as our five-year forecasting period, the impact of a shock to the 

ŀǾŜǊŀƎŜ ƴƻƳƛƴŀƭ ǊŀǘŜ ƻƴ Ǝƛƭǘǎ ƛǎ ǊŜƭŀǘƛǾŜƭȅ ǎƳŀƭƭΦέ 

We interpret this as compelling evidence that a medium term increase in Government debt is not 

unaffordable, as frequently argued. We now challenge the view that the UK is at its debt limit. 
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The Scope for Additional Debt: Adequate Fiscal Space 

! ǿƻǊƪƛƴƎ ǇŀǇŜǊ ŦǊƻƳ ǘƘŜ LaC ŘŜŦƛƴŜŘ ŦƛǎŎŀƭ ǎǇŀŎŜ ŀǎ άthe distance between current debt ratios and 

ǘƘŜ ŎƻǊǊŜǎǇƻƴŘƛƴƎ ŘŜōǘ ƭƛƳƛǘέΣ ŀƴŘ ǘƘŜ ŀǳǘƘƻǊǎ ǇǊƻǾƛŘŜ ǘƘŜ Řŀǘŀ ǎƘƻǿƴ ƛƴ CƛƎǳǊŜ с ό±ƻȄ 9¦Σ нлмнύΦ 

Figure 5: Fiscal Space Estimates 

 

 

 

 

 

 

 

 

 

 

¢ƘŜ ǇŀǇŜǊΩǎ ŀǳǘƘƻǊǎ ǎǘǊŜǎǎ ǘƘŀǘ ǘƘŜ ǾŀƭǳŜǎ ƎƛǾŜƴ ǎƘƻǳƭŘ ƴƻǘ ōŜ ƛƴǘŜǊǇǊŜǘŜŘ ǘƻƻ ƭƛǘŜǊŀƭƭȅΦ /ƻƳƳŜƴǘƛƴƎ 

on the paper, Jonathan Portes, Director of the National Institute of Economic and Social Research, 

says that while the UK's fiscal space does not rank highly in comparison to other economies, the UK 

still belongs in the group of countries that possesses adeuqate room to expand fiscally in the short 

and medium term (Portes, 2012); the time-frames in which we have set our stimulus proposals. 

However, 'fiscal space' is somewhat conceptual, so we intend for it to be considered as 

supplementary to our first-order argument that the low price of debt should allow for more 

borrowing. Combined, this evidence forms the basis of our case for fiscal expansion. 
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