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Answer all parts of this question in the accompanying answer booklet.
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An independent Scotland — a Celtic tiger or a Celtic mouse?
The Scottish National Party (SNP) argues in favour of independence for Scotland.
It claims that small countries achieve a better economic performance than large
ones (Fig. 1 shows some information on a number of countries.)

Fig. 1 Selected economic data on a number of countries in 2007

Country Population Unemployment Economic growth
(m) (%) (%)

Norway 5 2.7 2.4

Taiwan 23 4.0 4.2

UK 60 5.5 2.5

Russia 142 7.0 6.7

Brazil 180 10.1 8.9

The citizens of Norway, for example, enjoy a significantly higher gross domestic
product (GDP) per head than those in the UK, even though the country has a much
lower GDP. Fig. 2 provides information on the components of aggregate demand in
Norway and the UK.

Fig. 2 The components of aggregate demand in 2005 ($bn)

Consumer Investment Government | Exports | Imports
expenditure spending
Norway 1125 47.5 55 109 74
UK 1380 361 446 531 594

Scottish independence would have a number of effects on both the Scottish economy
and the economies of England, Wales and Northern Ireland. For instance, some of
what is currently regarded as internal trade, when drawing up the UK balance of
payments, would become external trade.

An independent Scotland is likely to pursue different economic policies and may
have different economic priorities than in the remaining parts of the UK. The SNP
has already stated that it wants to reduce corporation tax (a tax on company profits)
to 20%. It is also committed to raising the level of government spending. One Scottish
economist has estimated that a rise in government spending of £5bn would cause
the country’s GDP to increase by £10bn.

Opponents of Scottish independence, however, argue that the Scottish economy
would suffer as a result of independence. They point out that the country currently
benefits from the highest level of government spending per head in the UK. It has
8.6% of the UK’s population but receives 10% of UK government spending. Opponents
also claim that an independent Scotland would have a significant budget deficit which
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would grow as North Sea oil production declines. They question some of the policies

put forward by the SNP and suggest that the effects of a cut in corporation tax on
investment are uncertain. Measures designed to increase aggregate demand, they 25
argue, are likely to increase Scotland’s real GDP in the short run, but there is no
guarantee that they will continue to do so in the long run. Opponents also express

concern that an independent Scotland may give too much attention to reducing
unemployment and too little to controlling inflation.

(a) Define the term ‘budget deficit’ (line 22). [2]
(b) “Countries with smaller populations have a better economic performance than those with
larger populations.” Assess whether the data in Fig. 1 supports this view. [5]

(c) (i) Whatis the difference between internal and external trade? (lines 10-11) [2]
(ii) State and explain two reasons why a country’s imports may decline. [4]

(d) (i) Using Fig. 2, calculate Norway’s aggregate demand. Show your working. [2]
(ii) Using an aggregate demand and aggregate supply diagram, explain why an increase in
aggregate demand may have no impact on the real GDP of an economy. [7]

(e) (i) State one injection into the circular flow and one leakage from the circular flow. [2]
(ii) What evidence is there in the passage of the multiplier effect? [2]

(f) Comment on the likely impact on investment of a reduction in corporation tax. [7]
*(g) Discuss the economic effects of a reduction in unemployment. [12]
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[Total: 45 marks]
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