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Welcome from theAssociateEditor

Dear Readers,

Welcome to the fifth volume of the Norwich Econom
Papers for the 20112 Academic Year. The Norwic
Economic Papers is an acadenjawurnal that aims to
showcase the best work produced by the School
Economics, providing a platform for our students
demonstrate their economic insight and academic aptitude

Firstly, 1 would like to thank your continued support of ti
Norwich Econonec Papers. This past year, we saw
significant increase in readership and participatipnmost
notably in the 201112 School of Economics Ess
Competition ¢ and we have our readers to thank. W
anticipate seeing greater student involvement for 2012.

TheNorwich Economic Papers is proud to present in our fi
volume, the winning entries of the 2042 School of
Economics Essay Competition. Competition this year
been intense and our winners were chosen after mu
deliberation. This year, we have giveut a large number of
prizes to the best essaysour top essays having awarded
OFraK LINRATS 2F mmZannn SIC
competition have been central to contemporary economi
drawing relevance between theoretical economics and 1
real wold. The academic value of our winning entries
most definitely reflected the level of excellence advocated
the University of East Anglia. Additionally, this volume \
feature one of our esteemed alumnlames Hutchinsas he
shares with us his pressional profile beyond academia
UEA.

For the forthcoming editions, the NEP would value yc
input. If you have had work experience, either in a gradu
or professional role, or as an intern, the NEP will gla
remunerate you for sharing your experiggs. In addition,
the NEP will be launching a book review section, where
invite you all to write reviews of booksthe best of which
will be awarded a cash prize and will be published
subsequent editions. For the first time, the NEP is ¢
requestng for reviews of CEIl lectures. Again, suita
reviews will be remunerated. If you have a suitable article
the Norwich Economic Papers, pleasemail us at
s.schmitt@uea.ac.uk.

I hope that you enjoy reading this edition of the NEP as m
as we enjoybringing it to you. | wish you all the best in yo
upcoming examinations and every success in the year ah

Tan Jun Jie. Associate Editor.
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Discuss the benefits and detriments of micro finance in
emerging markets.
First Prize; 1% Year Undergraduate Category

CAL CORKERY

Introduction

In recent years microfinance has been heralded as the dpwedat 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 empmer 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, miciasurance and micrgavings. For the purposestbfs essay

| 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 emiaxgymarkets will be discussed firstly: poverty
reduction, the ability to become sediustaining 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 agegate 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 incongenerating microeterprises 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 whilshy 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
incomegenerating actities. 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 suchsaisroption
(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 selfsustaining development policy

Prior to the rise of microfinance there haddsea 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 mat&onal development sector

was its alleged ability to become sslistaining. The argument was that once microfinance

institutions received their initial stattip capital they could then use the microcredit repayments to

fund further loans and running ctss 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
LINE @Sy G2 0SS 2LIWGAYAAGAO G o60Saidtszs tSemywy3d G2 GKS
estimated to be operating in the world, onlyS3per cent will become financially séifdza G I A Y Ay 3 dQ
(Bateman, 2010: 59). With such low proportions of microfinance institutions estimated to become
selfsustaining the argument that microfinance is anbét to emerging markets is again

undermined.
22YSyQa SYLRGSNN¥SYI

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 utilisedhighan

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 toduce 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

© Norwich Economic Papers
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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 2B8b6Mize won by

adzKl YYIFR ,dzydza YR DNIYSSy . Iyl F2NJ GKSANI g2N)] 2
credit has proved to be an important liberating force in societies where women in particular have to

struggle against repressive social and economialitimns. Economic growth and political

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

Sldzt f F220Ay3 6AGK (GKS YIfSdé 6b26St t NAT ST Hnnc

However it has been proven that women often lose control oflden 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. Worsillvidence 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 br women in emerging markets. This point is well summarised by Linda Mayoux when she
aidlidSa a!ytSaa YAONRTAYlIYOS Aa O02yOSAGSR & LI NI
inequality, it risks becoming yet one more means of shifting the @wsesponsibilities for
RSGSt2LIYSyild 2yi2 OSNEB LR2N 62YSYyQ 6ale2dzEX HAAHY
to be able to offer empowerment to women in the developing world, however upon analysis of the

evidence it appears that it has not bedmetcase 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 occwhen jobs and incomes in natlient 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 microf@)afibere 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 @oward pressure on prices and wages caused by

increased supply.

© Norwich Economic Papers
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Figure 1: Response to an increase in supply of microenterprises

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 sl to
s2 employment and output have increased sligittyn 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 ha 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 SlumMike Davis arguethat the doubling in supply of microenterprises in Latin America

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

GKFG GKS SELXFYFdAz2Yy F2NJ GKAA o6& GKIFGn(Sikp LI OS T2
of per capita earning capacities and/or by the intensification of labor despite declining marginal
NBGdz2NYyadQ 651 OAEAEX HnncY MYyHO® ¢Kdza YAONRBTFAYlIYyOS
employment but rather redistributes existing levels Wween new entrants and incumbents resulting

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

G2 SYSNEHAY3I YINJSGad ¢KS YAONRTAYIYOS AyRdza i NE C
O2YLR afAlig 2V FKI G AG WAa gNRy3Ife AYmddoidicg I GKI G
must create additional jobs and incomes in the commugibased on the fact that it is true for part

of the wholeg microfinance can create additional jobs and incoheg 2y S Of ASyd YAONRT
(Bateman, 2010: 66).

© Norwich Economic Papers
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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 gtw co

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 reaninimum 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 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 off beal@ 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 fundiegthe 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. Thievadl 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

' Wy SHLIAO@S2Y SO2y2YAO0 ANRGUOK yR 220 ONBlIGA2Y D

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 cha

consisting of norunionised 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 headthd safety legislation to protect the workforce

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

Ol dzaS YAONRSYGSNIINRAAaASa (2 WONRSR 2dziQ Y2NB STFTFAC
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wages ad 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 economilevelopment 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
encouage 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 ecoridiiiiam 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 ménoned earlier, made by Bateman, that the concept of microfinance
Fd | RS@St2LISyd LRtAOe Ay SYSNHAY3 YIENYSGa Tt
the short term success of individual microenterprises are taken to equate to long testairzable
economic growth even though it is clear that this is not the case. In fact as shown here with the
example of norindustrial micro enterprises microfinance can be seen to have a detrimental effect in

emerging markets through its focus on shortrtes 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 egireg 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 oflecand 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
hasacBR &2 4 (12 5doaARAAS AYSTFAOASY(H FANNAE FyR N
Perhaps most significantly the idea of long term sustainable development in emerging markets

through the provision of microfinance forgets how Western economies becmmwerful and

© Norwich Economic Papers 7



Norwich Economic Papers Volume 5 (Apr 2012)

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 pathsoftainable 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.

© Norwich Economic Papers
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Is nationalisation of banks ever justified?
Second Prize 1*' Year Undergraduate Category

LEWIS ROBINSON

Introduction

The financial crisis of 2008 onwards saw unprecedented pressure on our banking system. The free
market model, reliant on liquidity and tde between banks and other financial institutions, broke
R2gy YR GKS LROGSYilGAlIt O02yaSljdsSyo0Sa 2y G(KS WNBI-
it was a perfect storm; as with most big crashes, the years prior were characterised by excessive
confidence, overleveraging (both by financials, dorancials 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 hadgnsaid, among many
20KSNJ O NAFGA2yar a6S ¢ AHetwasyiadly a hBeiginegh this fegadd2 2 Y |

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 maoeconomic 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 governretitsctly
responsible and most economic think&momes from the perspective of financial stability. The

interconnectedness of our financial sector, it is argued, means dhatakness in any link in the

* BSdEconomics

YYKEYYSt nE Hnny abazaBR66NYNEBY WRE 8 BoVaERGLUBHMR T 2 NI dzf | K £
2/ b8saz wany &. 9. bhipAEyihsGI2 GA2Y Aad /2y FANYSRE

®h. ¢AYSA OYNMAYF YO NWhAjdEytiaswbdgll Ay 3 2y GKS
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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.

908 Lloyds-Share Price RBS Share Price

Barclays Share Price
800 -
700 A
600 -
500
400 -
300 -
200

100 ~

0 + + + }
Jan-05 Jan-06 Jan-07 Jan-08 Jan-09

Figure 1: Share price of LLOY,RBS,BARC -Jan586d00 Apr ©609. Data not

It should be obvious to any casual observer that, at least in the eyes of the equity markets (largely
driven bymultinational, 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
perhaps the causality is faulty, and the causal factor is agtuall 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 eordinated downwad runs, to such a low multiple of the previous price levahd
earnings or book value, two common investing measumesist indicate some sort of fear for the
longterm future of the banks in question, and seems to imply a great deal of interdependitrise
difficult to justify such low valuations using any sort of model without inputting either a significant
certainly nonzero - chance of business failure, large capital raising from the equity markets

(signifying financial duress) or many yearfostes.

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

© Norwich Economic Papers 12
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example of the complete collapse of confidence whaanking stability is in question drove the
extraordinary measures of early 2008, as Northern Rock found itself needing support from the
Government Mile-long queuesof customers trying to withdraw their savingsdespite assurances

by the FSA that themoney was guaranteed contributed to the liquidity squeeze on the bank that

finally led to state ownership. In this sense, the cyclicality of the whole situation isccladvoth

bank funding markets (viewed in terms of LIBOR rates) and the more draalithethod of customer
RSLIaArAdar ¢SI1ySaa o6S3Sia TFTAdNIKSN 6SI{1{ySaaod t SN
about mass withdrawal of savings and an increase in their borrowing costs. The prophecy of failure

was seHfulfilling.

Northern Rock wasby 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 thHBQi®iat

were not the merged entity they are todaythat 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 regdeut 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.

The UK Story

The situation the UK currently finds itself in, then, is a position of sors®rigal 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.

¢CKS !'YQa olyla FNBXZ o0& Y2 airop¥ad IBankngRdtiorityywehg NI O K
publish yearly stress tests, found all UK banks passing their most recent requirements. Their
measure of resilience the core tier 1 capital rati@ could perhaps best be described as looking at

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

activities (hence generatingsk-weightedassets) and comparing it with the equity baseore tier 1

capital- of the bank. A higher ratio is obviously better, and Figure 2 shows thatRB$ and Lloyds

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

4 UK Parliament, 201 htp://bit.ly/xgzXrg

© Norwich Economic Papers
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Both banks passed the main, forward looking element of the test, too. This imposed a number of
negative macroeconomic outcomes on the Eurozone, which naturallysfilkeough to the balance

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

i2 F64a2Nb (KS aK201a¢® ¢KS LRGSyOe 02N 2GKSNBAaS

of the tests make ample materifdr 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 natiotigation or not is debatable. Certainly, it is hardly just Lloyds

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

grakKSa 2F akKlkKNBK2f RSNEX Y2ySeée YIylFr3aSNBR FyR WiKS$S

Having ensured our banks @financial system are safgor, 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 fiscaa whether the

WAy@SaiaySyiaQ gArtt NBIFfAAS | LILISNIf2aad ¢KAA

The Bigger Picture

The simple fact of it is that bank nationalisation falls prey to exactly the same problem as much of
mainstream economicg the absence of the countéactual. 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.

© Norwich Economic Papers
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Figure 2: EBA 2011 Bank Stress Test; current core tier 1 capital ratio; RBS(left) Lloyds (right) highlighted.
Source: EBA

Unfortunately, this idea crumbles at every levelslpractically and politically impossible to conduct

ddzOK 'y SELISNAYSyids | K2LISfSaate ylogsS 02y O0SLi
morally rather questionableOnre thing that any debate absolutely must involve, though, is a proper
understanding of the alternatives. Much of the tabloid press, as | have already mentioned, focuses

2y K2g (GKS GFELI &SN K& Wwt2ai 2dziQ 2y Ada AyoSs
price has plummeted, reducing the apparent value of the holdiagd, 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 otherwiseaafationalisation 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 captal. 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 fdewa years, and saw the

opportunity for a quick buck 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 kets 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 hegotee British Government were

the only irstitution 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

LJ NI A Odzf F NJ WONR&AAAQ ¢l &4 GKS KI ybRidsSimglosioh. TS RdzOS R
Euro area woes of 2 years later were not just some small aftershock to the systieay were

another sledgehammer to the foundations of the European banking system. One should be under no
Affdzarzya GKFG w. { édyiRlimp thraugrRwithout Bederel darBgingy the/ | 3

entire UK financial system.

hyS aK2dzZ R Ffaz2 y20 0SS dzyRSNJ 0KS AfftdzaAzy, GKIFG |
2009, studied the early 20Century banking situation in America; theatd suggested that:

X I noémn LISNOSYyd om adGFyRFENR RSOAFGAZ2Y0D AYyONBI
depository institutions results in a reduction of 17 percentage points in the growth rate of industrial
production and a 4 percentagmint 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
O2aid 2F aeadSYAO NRrRal Ay GKS olFylAy3a asSoid2Nwe

DNE & & Y| yddshe Neiv 8#RIEng eraasting in the mid19" Century asserts that:

G{AYdzA  iA2ya adAaA3asSad aGdKIG F NBflFOGA@Ste avylfft o
GNP, while the consequences of a large bank failure shaabknefifth decline in GNF could be

catastrophict

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 thilagy used to. Thinking globally, there are

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

the case, banking has become a worldwide actigity ! Y o6Fy1Qa O2YLISGA(2NRE

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

YdzZLA 8§85 YR whkYANBI SHAn S G. Fyl CIF At dzND3Ohtip:/IRsaifdr/Bheuy2 3G 2F {@8adSYAC
BDNEééYI-yz MppoI a¢KS al ONRSO2y2YAO [/ 2y &S| dzS ynadkith#BisS211 y1 CF Af dzZNBa
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the issue is that economic efficiency dictates it. Scale efficiencies create monopolies in financial

services, and the evdalurring lines between investment and retail bankimaydly 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. Sterhist thinkingg and not just by
the demonised bankerg 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 ¢ anyone who earns a lot is 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 tsescthough. The Government debt
issue, which is as much a problem as financial sector stability, was no fault of the battiarsvas
shorttermism on the part of politicians and, more fundamentally, ordinary people. It seems unlikely
a party would haveode 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 institutiofts this is foolishe 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, thenas 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 they became overconfident in the promise of perpetualwgtio 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 theealhg, perfectly
calculating beasts that the free marketeers see themgdhey 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 baks. Surely, it seems, we should use the market power the Government now

© Norwich Economic Papers
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has at its fingertips to improve conditions for the UK as a whaterepair some of the damage they

caused, if you will.

A common demand is for the Government to take a more attioge as shareholder of the
nationalised banKs and to direct investment spending to bolster the wider econagrey national
investment bank, as it is often referred to. This is an approach which represents a startling lack of

foresight.

Afterall,ifoneg SNB (12 221 F2NJ gKIFd O2dA R 060Said 06S RSaON
downturn, most fingers point at the subprime crisis in America. Underpinning that particular mess

was an incentive structure entirely of the state varietytwo state runlenders being forced by

/ 2y3aNBaa (2 fSYyR Y2NB® Ly FILOGX Ay | deArad (KK
run, in 1996 Congress gave a target to Fannie Mae and Freddie Mac that 42% of their mortgage
lending went to borrowers with incombelow the median in their area. In 2000 this became 50%,

and in 2005 this became 52%his 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 rkar 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 grawiit misdirected capital dg

serves to stoke the fires of a future bust.

The armdength 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 formanaglhh G KS Ay @SadyYSydasz Aa arAR G2 WG tA1S
FRRAGAZ2Y I GKS D2 @SNYYSyY i QéuciathBSléatirg & 3nyall dmduntWBi_theNIi f &
share capital as free float on the market to maintain a market priceraarket 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 natio/ I f AaF GA2y Aa S@OSNI We da liopefully 3 RRE seriedl By > T 2 f
persuade that few codbenefit analyses a government ever makes offer as potent a benefit (staving

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

7[ STO CdzidzNBa:X Hh@hXgw. £ Ka b A-hitpYdsMeOP@E 2 y I £ A &3 S¢
8216t [{GNBSG W2dNYFES Hnnys htpl/leés.@a@HodrYSy i {(215R GKS al yAlé
o Lloyds Banking Group, 2010 Annuap&t, http://bit.ly/tug08F

© Norwich Economic Papers
18


http://bit.ly/q6ODQJ
http://on.wsj.com/3TpQdY
http://bit.ly/tuq08F

Norwich Economic Papers Volume 5 (Apr 2012)

The best scenario of all, of course, is the situation whereby banks never need to be nationalised,
LNBGSyiGAy3d GKS REYFIAYI Y2NI £ KITEFENR FyR wizz2 o
hampering innovation and compé&bn 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, ratherloppA G A a | Of F a&dA O LINA &2 yhdansigalRAf SYYI

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
present financial crisis was decisive, well thiotagut and, crucially, markedrientated. The firms are
GSNE YdzOK &alGAff LINAGIGISET 6AGK GKS STFAOASYyOe (K

influence.

That strikes me as making the best of a bad situagarationalisation is not merely jtified, but

earns my wholehearted support.
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What are the impacts of an international migration quota?

Third Prize; 1% Year Undergraduate Category

JOSH MCINTYRE*

Abstract

The UK already has strict migration guidelines in place, but with thee@@atise Government
g yaAy3a G2 NBRdzOS ySiG YAINIXrdAzy Ay GKS |'Y FTNRY
GK2dzal yRaAQ 0SF2NB GKS SyR 2F (GKS OdzZNNByld 3I2FSNY)

migration quota? And what might happen ifahquota 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 countriesr@ 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 educdéimily, safety or

simply happiness. This question is particularly relevant at this moment in time with the UK
I320SNYYSyidiQa GFNBSGa F2N) ySG YAINI A2y G2 6S Ay

government in 2015. This would mean agleuall 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 fpeople
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 discusseHether 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 neskilled workers for simplicity, students coming to the UK to study and

people for noreconomic 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 migrantual ¢q 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 naigt 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.

---------------------------------------------

Marginal net
benefit

Measure of net economic/
social contribution
o

-
L

Number of migrants
arriving in period

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 migratiotie toK

was full time educatiolf, mostly university and college ce@s, and that figure is set to rise even
further with applications from international, non EU, students @asing by 13.7% for 2012 intake
These students are of vital importance to the UK, as education is a hugely lucrative export market in
which UK si second, behindrdy the U%, 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 ledilcg GDP:
GDP =C + 1+ G +NKX

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 copared to just £3,3230r home students? 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.réfoge, 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 rolesnd 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
ea® ¢l & Ayid2 GKS !'Y G2 ¢g2N)] FyR GKIFG YIlFye@ LWL NB

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 gossess 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 meanethrelocate 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

wai GKS OFasS GKFrdG ¢g2N] SNBR O2dz RyQli 06S oNRdAzEAKG A
contribute to growth and productivity.

1% Migration Statistics Quarterly Report February 2012

Y UCAS Release

2 Universities feel the squeeze on immigration

3 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 ecomics will tell us that if there is a fall in supply, without an equivalent fall

AY RSYlIYRZ GKSy gF3S NIaGS Attt AYyONBIFAS |yR (KS|
migration will, all else equal, reduce the growth rate of the potentibbla supply and therefore the

NI G§S 27F 3NEPR ¢ Kt ceul als @Sul.in flleal tEaBidkidy®f 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 pang 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, thisutb cause massive controversy. In addition, this may

AYLI OG GKS !''YQa FoAfAGe (2 NBONHAG KAIKEE alAff
bring their loved ones or dependants with them to the UK. Consequently, they may consider
relocating to smewhere 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 tabhow ability to

adzZLIL2 NI GKSY o6eé& (KS gle 2F | YAYAYdzy AyO02YS (K
sponsoring spouses/partners and dependants in order to ensure that the sponsor can support
his/her spouse or civil or other partner and any dependandependently without them becoming

I 6dz2NRSYy 2% GKS {GFdiSQo

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 levetggoation

to the UK.

1 Migration Advisory Committee (2012) Page 33
1o Migration Advisory Committee (2012) Page 15
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UK population projections between 2010 and 2035 according to

various assumptions of the annual level of net migration

74 q . .
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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 aroutdydars. 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 otheulglic 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 houskeg mar

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 claimimg $tudents 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 tlugh 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 gflaeesbworker

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 yedfsthis means theywill raise GDP per capita. Looked at very

®*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, amcrease 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 inconagll ihot necessarily change the
F@SNF3IS AyO02YS F2N) GKS LRLzZ FGA2y FfNBFRe GKSN
LINE RdzOG ¢Aft AYyONBlIaSz odzi GKAA AYONBFaS’ gatt |
However as already noted thereeasocial 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
AYONBI aAy3d GKS ydzYo SN 27T tie2bnaal wlyne ofkirimig&tdeR ig 2 Y& &
AYOBSNESte NBtFGSR (2 GKS f 7né okhpH elows de@ddstrate® This,dzy a 1 A
if the supply of labour increases without an equivalent increase in demand, wage rate will decrease

from W1 to W2. Thissithe 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.

v Roodenburg et al Page 7
¥ Hix, S. And Noury, A. Page 186
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To look at the effects of allowing an increase in the numbkedependants 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 remas 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 ako iberease 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 lengthand 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 intereshatgden 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 agingrdegraphics 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 revemei@nty

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 stimulgée growth in the UK economy?
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OLLE LEEANDTRISTAN JOSE

dThe Governor of the Bank shows himself perfect happy in the spectacle of a Britain
possessing the finest credit in the world simultaneously withliiomand a quarter

unemployed ¢ 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 asagrosterioricase 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 analgise 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 stimatconomic 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 increaesmployment, 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 shartn.

LlBSo‘Economics
"BSEconomics
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The Nature of the Problem: Weak Demand

The finandl crisis that began in 2007 led to a recession in ZD@8&t 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

Quarterly Change in UK GDP
Q12007 - Q4 2011

1.1% 1.2% 1.2% 1.1%

Q12007 Q12008 Q1 2009 Q12010 Q12011

The rdationship between employment and growth can be said to run in both directions:
employmentled growth, and growtded employment. At the time of writing, (February 2012), the

UK unemployment rate is currently at a 17 year high of 8.4% (HM Treasury, B6i#2pyment 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 wellare of the classical tradeff between inflation and

dzy SYLX 228 YSyd® 1 26SOSNE GKS . Iyl 2F 9y3ftlyRQa
how the unemployment issue is (at least formally) a secondary concern. Insights from behavioural
econonics 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

(Tella, MacCulloch and Oswald, 2001)

With life satisfaction rated on a tepoint 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 liftisfaction 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 ldentities

GDP =AD =C + | + G-M|X

Aggregate Demand identities ONS Data Series
AD Aggregate Demand ABMI |Gross domestic product at market prices
C Consumption ABJR |Household final consumption expenditure
G |Government Spending NMRY |General government final consumption expenditure
I Investment NPQT |Gross fixed capital formation
(X-M) Exports less Imports IKBL (Trade in goods & services total exports, less imports

(Office of National Statistics, 2012).

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

Figure 4: GDP components since Q1 2007 (Q1 2007 = 100)
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Household final consumption expenditure (analogous to Consumpidie]l with the recession and
has stagnated since. Growth potential®is limited by low casumer confidence and by consumers

de-leveraging.

Net exports X-M) fell during the recession but favourable currency changes have allowed a rise
almost to prerecessionary 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 expenditu@ llas increased quarten-quarter since the
recession. Up to now this has mostly been traditional, countedical spending. Weillvset out the

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

Gross fixed capital formation (a proxy for Investménhas fallen more than 16 percentage points
with the recession and stagnated since (Bank of England,) 2Gbafidence is low, a lot of
investment is being deferred, and firms have not yet completed théederaging cycle. Investment
is the component of AD that has performed the most poorly relative to GDP; it is this that informs

our supplyside suggestions

Examining Debt: The Case for a Meditdarm 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
unchangel 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 prevailirguoter 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

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

y20 aA3IYATAOLydGte fGSNIGKS ' YQa 0dzZRIASE LRAAGAZY
that the UK has not reached its debt limit, that it possesses ad&quaft TA a O f & LJ OS¢ 6ha
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 interesates. 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 invebtirthe 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 logeABcredit-rating.

2SS 0StASPS GKI G K Sds%anke Feghtkout BiS iy diso rud & desSothér K 2 f
developed economies with their own néhdzN2 O dzZNNBy Oe sz g K®-jd o8 (e Qf | &S
GKS {2@SNBA3IYy 5S060 ONRaAra KlFIa O2yliAydsSR® 2 A0K NEF
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

Y2y (iKa 6.t22Y0SNHI HAamMHO® 2 SsvitusllyhiSafidso ibviyliellls G KS | Y
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 Respitygibillished its

Y9 O2y2YAO YR CAAOFE hdzift221Q AY b2BSYOSNI Hamm 6
AYONBIF&ASR 8AStRa 2y GKS D2@SNYyYSyidiQa RSodG LRAAGA
yields only has the effect of decreasing 2@1617 budget balance by 70 basis points. The report

states that:

Godp{ K201a G2 3AAE4G NrGSa KIS | NBtlGA@gSte a°
and supplementary target. This is because an increase in rates only applies to new debt

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

MOMVH &SIFENRZ FYR 0S0IdzaS yS¢g Aaadzad yOS A& LINEP:
over a short horizon, such as our fiyear forecasting period, the impact oshock to the

F dSNF 3AS y2YAYyLFf NIGS 2y IAtGa Aa NBEFOGAOGSE e

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

I g2NJAYy3 LI LISN FNRY ( édistanc€betvéei duyeStebffrdtids@idf & LI C
0KS O2NNBaLRyRAY3I RSold tAYAGeéS YR (KS | dziil K2NA L

Fgure 5: Fiscal Space Estimates

¢CKS LI LISNRA | dziK2NBR adaNBaa GKIFIG GKS @I tdzSa 3A0BSy
on the paper, Jonathan Portes, Director of the National Institute of Economic and Social Research,

says that whe 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 adeugate room to expand fiscally in the short

and medium term (Portes, 2012); the tirfimmes in which we have seur stimulus proposals.

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

supplementary to our firsbrder argument that the low price of debt should allow for more

borrowing. Combined, this evidence forms the basiswfcase for fiscal expansion.

© Norwich Economic Papers
33



