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Sticky Note
Usually the question number

Sticky Note
The number of candidates attempting that question


Sticky Note
The mean score is calculated by adding up the individual candidate scores and dividing by the total number of candidates. If all candidates perform well on a particular item, the mean score will be close to the maximum mark. Conversely, if candidates as a whole perform poorly on the item there will be a large difference between the mean score and the maximum mark. A simple comparison of the mean marks will identify those items that contribute significantly to the overall performance of the candidates.
However, because the maximum mark may not be the same for each item, a comparison of the means provides only a partial indication of candidate performance. Equal means does not necessarily imply equal performance. For questions with different maximum marks, the facility factor should be used to compare performance.


Sticky Note
The standard deviation measures the spread of the data about the mean score. The larger the standard deviation is, the more dispersed (or less consistent) the candidate performances are for that item. An increase in the standard deviation points to increased diversity amongst candidates, or to a more discriminating paper, as the marks are more dispersed about the centre. By contrast a decrease in the standard deviation would suggest more homogeneity amongst the candidates, or a less discriminating paper, as candidate marks are more clustered about the centre.


Sticky Note
This is the maximum mark for a particular question


Sticky Note
The facility factor for an item expresses the mean mark as a percentage of the maximum mark (Max. Mark) and is a measure of the accessibility of the item. If the mean mark obtained by candidates is close to the maximum mark, the facility factor will be close to 100 per cent and the item would be considered to be very accessible. If on the other hand the mean mark is low when compared with the maximum score, the facility factor will be small and the item considered less accessible to candidates.


Sticky Note
For each item the table shows the number (N) and percentage of candidates who attempted the question. When comparing items on this measure it is important to consider the order in which the items appear on the paper. If the total time available for a paper is limited, there is the possibility of some candidates running out of time. This may result in those items towards the end of the paper having a deflated figure on this measure. If the time allocated to the paper is not considered to be a significant factor, a low percentage may indicate issues of accessibility. Where candidates have a choice of question the statistics evidence candidate preferences, but will also be influenced by the teaching policy within centres.
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3. The following aggregate demand and aggregate supply diagram shows an economy that is only

initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns fo a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRASZ. [2]
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(b) Explain possible reasons why a Keynesian economist might disagree that a new
equilibrium at P3Y1 would be reached. [4]
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The following aggregate demand and aggregate supply diagram shows an economy that is
initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns to a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRAS2. [2]

(b) Explain possible reasons why a Keynesian economist might disagree that a new
equilibrium at P3Y1 would be reached. [4]
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The following aggregate demand and aggregate supply diagram shows an economy that is
initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns to a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRAS2. [2]
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(b)) Explain possible reasons why a Keynesian economist might disagree that a new
equilibrium at P3Y1 would be reached. g [4]
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Question

Mark Scheme

Total

3 (a)

3 (b)

State and outline one possible factor that could cause the downwards shift in
the short run aggregate supply curve from SRAS1 to SRAS2.

AO1: 1 mark

Identification of one factor that could cause SRAS to shift downwards e.g. fall in
commodity prices, reduction in factor prices e.g. wages, rents, energy prices, oil/raw
materials, due to unemployment/underemployment of resources.

AO2: 1 mark
Application to the diagram i.e. the factor identified as a result of the decrease in AD.

N.b. do not accept factors that shift LRAS.

Explain possible reasons why a Keynesian economist might disagree that a
new equilibrium at P3Y1 would be reached.

AO1: 2 marks

1 mark for each factor identified, up to a maximum of 2 marks (1 + 1).

Factors are likely to cover reasons such as inflexible labour markets (existence of a
NMW, sticky wages, long-term employment contracts, and trade union activity) or
inflexible factor markets (inelastic demand for raw materials in the short-run) or
inflexible product markets due to, for example, monopoly power or different
understanding of the shape of the AS curve for Keynesians.

AO3: 2 marks
1 mark for each factor developed, up to a maximum of 2 marks (1 + 1).
Or 2 marks for one factor developed very well.

For example, the existence of a NMW means that there is a floor below which wages
cannot fall and so according to a Keynesian economist if AD falls from AD1 to AD2
causing unemployment/a negative output gap, then wages cannot fall despite the
larger pool of available labour, and so SRAS will not shift downwards from SRAS 1 to
SRAS?2, or the view that a fall in AD taking the economy away from full employment
will not be self-correcting according to Keynesians and will instead require an
increase of AD to restore full employment.
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3. The following aggregate demand and aggregate supply diagram shows an economy that is only

initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns fo a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRASZ. [2]
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0 marks.

(b) Explain possible reasons why a Keynesian economist might disagree that a new

equilibrium at P3Y1 would be reached. [4]
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This candidate has confused factors that shift LRAS (changes in the quantity and/or quality of factors of production) with factors that shift SRAS (the cost of factors of production). Furthermore, there was no understanding shown of the Neo-classical approach to analysing the economy, in that the initial decrease in AD will trigger a response in SRAS.



1 mark was awarded for some understanding that Keynesian economists represent the aggregate supply in a different way; the candidate refers to the AS curve being ‘curved’ – it would have been more helpful to describe the curve as becoming more inelastic as the full employment level of output was approached, and an additional mark would have been earned if the candidate was able to explain briefly why Keynesian economists believe that the shape is different to that in the Neo-classical model.
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The following aggregate demand and aggregate supply diagram shows an economy that is
initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns to a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRAS2. [2]

(b) Explain possible reasons why a Keynesian economist might disagree that a new
equilibrium at P3Y1 would be reached. [4]
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1 mark.

0 marks.




One mark was awarded for correctly identifying that a decrease in raw material costs would shift the SRAS curve as shown in the diagram. The second mark was not awarded because the candidate did not demonstrate an understanding that this decrease in raw material costs would be caused by the initial decrease in AD.



No valid understanding is shown of the Keynesian approach to modelling the economy.
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The following aggregate demand and aggregate supply diagram shows an economy that is
initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run equilibrium
at P2Y2. The economy eventually returns to a long-run equilibrium at P3Y1.
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(a) State and outline one possible factor that could cause the downwards shift in the short
run aggregate supply curve from SRAS1 to SRAS2. [2]
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(b)) Explain possible reasons why a Keynesian economist might disagree that a new
equilibrium at P3Y1 would be reached. g [4]
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1 mark.

1 mark.




The candidate recognised that shifts in SRAS are caused by changes in costs of production and correctly identified a fall in the price of raw materials as being a relevant factor. However, the second mark was not awarded because it was not clear from the candidate’s answer that this fall in raw material prices would have been triggered by the initial fall in AD.



The candidate showed some understanding of the Keynesian view that unemployment will remain and won’t be corrected, but unfortunately referred to sticky prices rather than sticky wages.










3.

Look at the following aggregate demand and aggregate supply diagram. It shows an economy
that is initially in equilibrium at P1Y1. AD then falls from AD1 to AD2, resulting in a short-run
equilibrium at P2Y2. The economy eventually returns to a long-run equilibrium at P3Y1.
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(@) Factors could cause the downwards shift in the short run aggregate supply curve from
SRAS1 to SRAS2. State and outline one of these factors. 2]

(b) A Keynesian economist might disagree that a new equilibrium at P3Y1 would be reached.
Explain possible reasons why. [4]
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6. The majority of countries in the European Union use the euro as their main legal currency; these
countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annua(! Annual inflation | Unemployment | Government Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 1.9 5.5 10.4
France 1.7 1.5 10.1 103.5
Germany 2.0 1.5 4.8 68.9
Greece -2.9 -04 271 193.7
Ireland 4.9 1.9 7.1 97.9
Spain 2.7 1.0 20.7 103.2
E\‘jg;:gge 1.8 12 "o 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data
provided in your answer. [6]
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6. The majority of countries in the European Union use the euro as their main legal currency; these| only
countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annuag Annual in:lation Unemployment Govoernnient Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 1.9 5.5 10.4
France 17 1.5 101 103.5
Germany 2.0 1.5 4.8 68.9
Greece -2.9 -0.4 2741 193.7
Ireland 4.9 1.9 741 97.9
Spain 27 1.0 20.7 103.2
i;‘g;ggge 1.8 12 11.0 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data

provided in your answer. [6]
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6. The majority of countries in the European Union use the euro as their main legal currency; these ?mly

countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annual! Annual in:lation Unemployment Govsrnment Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 19 5.5 10.4
France 1.7 1.5 101 103.5
Germany 2.0 1.5 4.8 : 68.9
Greece -2.9 -04 271 193.7
Ireland 4.9 1.9 741 97.9
Spain 27 1.0 20.7 103.2
f\g‘;‘::gge 1.8 1.2 11.0 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data
provided in your answer. [6]
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Question

Mark Scheme

Total

6

To what extent is the Eurozone an example of an Optimal Currency Area? Refer
to the data provided in your answer.

Band AO2 AO4
2 4
2 2 marks 3-4 marks
The use of data is fully integrated Well-reasoned judgement of at least
into the answer. one side of the argument i.e. the
eurozone either is or is not an OCA,
A wide range of understanding of with at least 1 well-developed
the data is shown, with at least 2 evaluative point as to whether the
references to the data. EU is or is not an OCA.
For the top of this band, candidates
will consider more than one country
and/or more than one macro
indicator.
1 1 mark 1 -2 marks
The candidate has made reference | A limited evaluation, with generic
to the data but the data is not fully points e.g. countries are different.
integrated into the answer.
There is some understanding of
what is meant by an Optimal
Currency Area.
0 0 marks 0 marks

No valid reference to data.

No valid evaluation.

Indicative content:

An Optimal Currency Area is a geographical area over which it makes economic sense to use the same

currency.

Data:

- some countries such as France are very close to the EU average figures for all macro indicators shown,
whereas others such as Greece have very different data and therefore economic cycles are dissimilar;

- inflation rates are similar other than for Greece;

- large disparities in government debt figures.

Evaluation / discussion:
Judgements may include:

More data might be needed to reach an informed judgement, such as information on fiscal transfers /

The degree of price transparency;
Extent to which there is labour/capital mobility in Europe;

Loss of independent monetary policy implies that harmonisation is likely to occur;
Much of the eurozone is harmonised, but there are odd exceptions e.g. Greece.

harmonisation, or use of Regional Funds.
Some candidates may specifically identify Mundell’s key characteristics of an OCA — labour mobility, capital
mobility with price/wage flexibility, automatic fiscal transfers, similar business cycles — and assess the data

against these characteristics in order to reach a judgement.
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6. The majority of countries in the European Union use the euro as their main legal currency; these
countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annua(! Annual inflation | Unemployment | Government Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 1.9 5.5 10.4
France 1.7 1.5 10.1 103.5
Germany 2.0 1.5 4.8 68.9
Greece -2.9 -04 271 193.7
Ireland 4.9 1.9 7.1 97.9
Spain 2.7 1.0 20.7 103.2
E\‘jg;:gge 1.8 12 "o 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data
provided in your answer. [6]
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Whilst the same currency is used throughout an optimal currency area, that is not the defining characteristic of an OCA. One mark was awarded for the candidate’s recognition that ‘with the exception of Greece, all countries have an annual inflation rate of less than 2%’; clearly Greece also has inflation of less than 2% but despite this error, the candidate clearly recognised that Greece was the ‘odd one out’ here and attempted to use data to illustrate this. 



The second mark was awarded for recognising that government debt “fluctuates greatly”. Because the candidate did not demonstrate that they understood why similar inflation and similar government debt proportions are important for an OCA, no additional marks could be awarded as the data was not linked to the theory of an OCA.
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6. The majority of countries in the European Union use the euro as their main legal currency; these| only
countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annuag Annual in:lation Unemployment Govoernnient Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 1.9 5.5 10.4
France 17 1.5 101 103.5
Germany 2.0 1.5 4.8 68.9
Greece -2.9 -0.4 2741 193.7
Ireland 4.9 1.9 741 97.9
Spain 27 1.0 20.7 103.2
i;‘g;ggge 1.8 12 11.0 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data

provided in your answer. [6]
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The candidate’s answer does not start well as it does not show a clear understanding of what is meant by an OCA. 



One mark was awarded for recognition that inflation levels are the same, apart from that of Greece. 



A second mark was awarded for recognition that the majority of countries “such as France and Ireland” have their indicators close to the Eurozone average. 



An additional AO2 mark was then awarded for quoting data for Greek unemployment compared with the Eurozone average, and a further (generous) AO4 mark for concluding / judging that because of the need for support for Greece it is not an OCA.
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Examiner
6. The majority of countries in the European Union use the euro as their main legal currency; these ?mly

countries are known as the eurozone or euro area countries. The European Central Bank (ECB)
sets monetary policy for these countries; its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annual! Annual in:lation Unemployment Govsrnment Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 19 5.5 10.4
France 1.7 1.5 101 103.5
Germany 2.0 1.5 4.8 : 68.9
Greece -2.9 -04 271 193.7
Ireland 4.9 1.9 741 97.9
Spain 27 1.0 20.7 103.2
f\g‘;‘::gge 1.8 1.2 11.0 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data
provided in your answer. [6]
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1 AO4 mark was awarded for recognising that all countries apart from Greece had similar inflation rates, but no further marks were awarded here because that observation was not linked to the concept of an OCA. 



Two AO2 marks were then awarded for use of data relating to unemployment and government debt. Again, however, this data was not used adequately to support or negate an argument in favour of the Euro Area being an OCA.
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6. The majority of countries in the European Union use the euro as their main legal currency.
These countries are known as the eurozone or euro area countries. The European Central Bank
(ECB) sets monetary policy for these countries. Its main task is to keep inflation under control.

The following table provides data on 2016 macroeconomic indicators for some eurozone countries.

Country GDP annua.! Annual in:lation Unemplooyment Govgrnment Debt
growth rate (%) rate (%) rate (%) (% of GDP)
Estonia 3.0 1.9 5.5 10.4
France 1.7 1.5 10.1 103.5
Germany 2.0 1.5 4.8 68.9
Greece -2.9 -0.4 271 193.7
Ireland 4.9 1.9 741 97.9
Spain 27 1.0 20.7 103.2
5\3;?2326 18 1.2 11.0 92.8

Source: Ernst and Young

To what extent is the eurozone an example of an Optimal Currency Area? Refer to the data
provided in your answer. [6]
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10. Discuss the view that the Bank of Japan should raise its inflation target from 2% to 4 %. [8]
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10 | Discuss the view that the Bank of Japan should raise its inflation target from 2% to 4%. [8]
Band AO2 AO3 AO4
2 2 4

2 2 marks 2 marks 3-4 marks
A sound application of A sound analysis of the A clear judgement is reached on
what is meant by an reasons for raising the inflation | whether the inflation target should
inflation target of 2% and | target. be increased.
a target of 4%, and its
purpose. A sound Economic theory and evidence is
application of the nature of used to justify the conclusion.
“core CPI” used by the
BOJ. A sound application The argument is balanced, and
to the Japanese economy evaluation points are well-
e.g. slow growth, ageing developed.
population etc.

1 1 mark 1 mark 1-2 marks
Some understanding of Some analysis of the reasons | Brief or one-sided evaluation
what is meant by inflation | why the inflation target should | and/or evaluation points are
target and its purpose, or | be raised. underdeveloped.
the role of a central bank.

No clear judgement is reached.
0 0 marks 0 marks 0 marks

No valid understanding of
inflation targets or their
role, or the role of a
central bank.

No valid attempt at analysis of
why the inflation target should
be raised.

No valid attempt at evaluation.

©WJEC CBAC Ltd.
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Indicative content

Possible AO2 points:

Reference to the use of the “core CPI” which ignores energy and food costs, since these drag down the
inflation rate

Reference to the monetary “arrow” of Abenomics, and the initial introduction of the 2% inflation target in
2012 in the first wave of Abenomics

Reference to the role of central banks such as the Bank of Japan in controlling inflation, managing
inflationary expectations, and controlling the money supply

General reference to the nature of the Japanese economy based on evidence in the case study e.g.
slow/stagnant growth, high savings rates etc.

Reasons for raising the inflation target:

A higher inflation target can lead to higher inflationary expectations, so Japanese workers may demand
higher wages, which in turn cause higher consumer spending and economic growth; higher wages
might also in turn boost productivity as a result of motivation and higher morale (the data suggests that
productivity in Japan is set to fall by 2020)

A higher inflation target might require looser monetary policy e.g. more QE/bond purchases, and the
monetary transmission mechanism would therefore lead to higher rates of inflation — this in turn would
reduce the value of household and government debt automatically, and boost the confidence of
investors

It is essential to move the economy away from the risk of deflation; candidates may refer to some of the
consequences of malign deflation (delayed spending leading to lower growth, rising value of debt)
Higher inflation redistributes income from savers to borrowers, thus encouraging people to stop building
up savings and start to borrow/spend, again leading to growth

The usual SR Phillips curve relationship is not evident in Japan — the low rates of inflation are coupled
with low unemployment rates. Any increase in the rate of inflation might, therefore, encourage some of
the many economically inactive people in Japan (the elderly, housewives etc) to join the labour force if
they anticipate higher wages. This would in turn reduce the burden on government finances.

A higher target may lead to higher growth following fiscal and monetary stimulation, and this could in
turn result in fiscal drag which could boost the government’s tax revenue and help to tackle the large
government debt

Reasons for not raising the inflation target

It is hard to adjust inflationary expectations — people need to believe that the BOJ is credible (which
they may not believe given the lack of success of QE so far), and need to adjust their wage demands
upwards which they may not do in Japanese culture

Inflation may overshoot — 4% is quite high anyway for a MEDC — if inflationary expectations over-adjust
Increasing globalisation, and especially Japan’s signing of the TPP agreement, may mean that inflation
is affected more by factors external to Japan than internally, so a new inflation target may make no
difference at all

Alternatively, maybe the target needs to be higher than 4%, say 8%, to have any effect

The demand-side boost may be offset by fiscal tightening e.g. the rising rate of VAT, the unwillingness
of the government to reduce the rate of corporation tax

Maybe the BOJ should target the exchange rate rather than the inflation rate, and attempt to intervene
in the Forex market to bring down the value of the Yen.

Raising the inflation target is not the same as raising the rate of inflation — changing the target does not
necessarily have an effect

Increased uncertainty due to higher inflation may cause falling confidence, which would have the
opposite effect to that intended

Higher inflation could result in less price-competitive Japanese exports, which could be detrimental to
the economy given the TPP

N.b. this is a reversible answer

©WJEC CBAC Ltd. 15
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Very little of this candidate’s answer focused on a higher inflation target instead choosing to focus on higher inflation, which was not the question that was asked. 



One AO3 mark was awarded for some recognition that higher inflation would lead to increased wage bargaining, although because it was not linked to the inflation target no further marks were awarded here. 



The section of the answer that starts with “on the contrary” and ends with “hyper inflation” was not regarded as relevant. 



One AO2 mark was awarded for the final part of the answer, in which the candidate noted that since Japan had not yet achieved its 2% target there was not much point raising the target further.










15

Examiner
only

10. Discuss the view that the Bank of Japan should raise its inflation target from 2% to 4 %. [8]

=]




This candidate recognises that action will need to be taken in order for a higher inflation target to be reached – this could include QE and lower interest rates. Two AO3 marks were awarded for this analysis. 



Two AO4 marks were then awarded for consideration of the disadvantages of this course of action. No AO2 marks were awarded.
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The impact of an increase in the inflation target on consumer price expectations was explained well and so both AO3 marks were awarded. 



Two AO4 marks were then awarded for consideration of the impact on real wages and therefore unemployment. 



An additional AO4 mark was then awarded for a judgement that the target should be raised gradually. 



Finally, an AO2 mark was awarded for referring to and using Japan’s current rate of inflation and linking it with the current inflation target. 
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Section B
Answer all the questions in the spaces provided.
Japan’s economy has suffered for nearly two decades from dangerously low rates of inflation and
interest rates, coupled with very high levels of national debt. Japan has been further battered by a

constant appreciation of its currency, the yen, and a rapidly ageing population.

Figure 1 — annual GDP growth rates (%) in Japan, High-Income Countries and Low-Income
Countries

2008 | 2009 | 2010 | 2011 2012 | 2013 | 2014 | 2015 | 2016* | 2017*
Japan 11 -55 -3.5 -04 17 1.6 0.0 11 17 1.2
High
Income 0.4 -3.5 -0.2 1.9 1.4 1.4 1.8 2.0 2.4 2.2
Countries
Low
Income 5.4 5.8 5.7 6.1 6.5 6.2 6.2 6.4 6.6 6.6
Countries

Source: World Bank - Global Economic Prospects Report
* = estimate

Back in 2012, Japan elected a new Prime Minister, Shinzo Abe, who promised to tackle Japan’s
poor economic performance. He decided to use three ‘arrows’ of policy: expansionary fiscal policy,
expansionary monetary policy, and supply-side structural reforms, in order to shock the economy
back to life. This combination of policies is known as ‘Abenomics’.

The size of the fiscal stimulus in 2012 was huge, with $116bn of additional direct government
spending. The government hoped that the total impact of its spending, once the multiplier effect had
worked, would reach $212bn. Much of the spending was on large-scale capital projects such as
building tunnels, roads and buildings that would be able to cope with the frequent large earthquakes
that shake Japan.

Prime Minister Abe followed this initial 2012 injection with a further top up injection of $29.1 bn in late
December 2014, which was targeted specifically at helping small businesses and poor households
to cope with the effects of the strengthening yen and falling real incomes. The government gave free
shopping vouchers to consumers which they could use instead of cash at the shops, and there were
further subsidies on fuel for heating.

Whilst there was an initial increase in GDP as a result, by September 2015 GDP growth rates had
fallen again, causing many Japanese to believe that the target of 2% annual GDP growth would be
missed. As a result of the rapid increase in government spending, the size of Japan’s national debt
has soared to around 240 % of GDP, the highest level in the world. In an attempt to plug the gap,
Japan had to raise the rate of VAT from 5% to 8 %, but this move has been highly unpopular with
the poor and with businesses. Well-known economists such as Joseph Stiglitz, Larry Summers,
and Paul Krugman argued that there was no need for the increase in VAT. They said that economic
growth was more important for Japan than fiscal tightening, because strong economic growth would
automatically reduce the size of the government’s fiscal deficit. Japanese business leaders also tried
to persuade the government to lower the rate of corporation tax from 35 % to 24 %.

© WJEC CBAC Ltd. (1520U30-1)
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To complement the fiscal stimulus measures, the Bank of Japan (Japan’s central bank) carried
out large amounts of quantitative easing, and was given an inflation target of 2% in order to raise
inflationary expectations in the economy. With inflation still barely above zero, some economists
have argued that the Bank of Japan should raise its inflation target to 4 %, and carry out even more
quantitative easing. They say that rising inflation would help to automatically reduce the value of the
national debt. If Japan’s inflation rate had been around 2% since 1992, economists have calculated
that its ratio of national debt to GDP would be closer to 80% than 240%. In an attempt to raise
inflationary expectations, the Bank of Japan changed how it measures inflation in mid-2015; it now
uses a new core CPl measure, which excludes both energy costs and food costs (the two main
factors that have led to low inflation).

If neither the fiscal nor monetary reforms have worked well, what about the supply-side structural
reforms promised by Prime Minister Abe? He has introduced policies to try and prevent Japan’s
population (currently 127 m) falling below 100 m, by providing better care for the elderly (therefore
creating jobs) and making life more affordable for families. If current birth rates and death rates
continue, Japan’s population will decline to just 87 m by 2060. So far, Prime Minister Abe has steered
clear of increasing Japan’s tiny immigration rates. Japan has also legislated on company reform. For
example, businesses must now have external advisors on their board of directors, providing stronger
oversight of their operations and strategies. However, some sectors such as car manufacturing and
rice farming remain heavily protected from foreign competition. In an attempt to diversify the economy,
the government has also started advertising abroad to attract more tourism and more foreign direct
investment. Furthermore, in October 2015, the Japanese Government signed the Trans-Pacific
Partnership, a large and extensive free-trade deal, along with the US and 10 other countries that
border the Pacific Ocean. Prime Minister Abe described the deal as a “major outcome...for Japan”.

Figure 2: Key macro-economic indicator forecasts for the Japanese economy

2016 2020
Unemployment rate (%) 3.4 29
Inflation rate (%) 0.2 1.8
National debt to GDP (%) 240 258
Budget balance (% of GDP) —7.64 —7.65
Productivity (index, 2010 = 100) 99.63 9512
Trade balance (% of GDP) 0.7 0.92

Source: Trading Economics
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