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Topic 9
The measurement of macroeconomic performance
The objectives of government economic policy
Practice questions
AO1: Knowledge and understanding

1
See worked example.
2
Microeconomics studies individual agents — such as consumers, workers and individual businesses — and their decision making. Macroeconomics studies economies at the national and international level and considers the interaction of major economic variables, such as inflation and unemployment.

3
Economic growth is measured by the percentage change in real gross domestic product (GDP) over a period of time. (If definition of long run is given, then do allow.)

4
Macroeconomic objectives are the goals for the economy set by the government whereas macroeconomic policies are the tools used to achieve those objectives.

5
A fall in national income means GDP is lower than in the previous time period. Economic growth refers to the rate of increase in GDP. If this rate falls, GDP may still be increasing but at a slower rate than before. If economic growth is negative, then the level of GDP would fall.

6
(b) and (d)

7
As long as incomes of the poorer sections of society rise by more than 10%, then inequality will fall even if the richer households see their incomes rise by 10%.
AO2: Application
8
£4,865.60bn × 101.6% = £4,943.45bn

9
£22,378,900m × 102.1% = £22,848,856.9m
10
Economic growth = (£1,115,529m − £1,087,500m)/£1,087,500m × 100 = 2.6%

11
Year 1 = 145,600/2,000 = 72.8 units per worker

Year 2 = 148,400/2,120 = 70.0 units per worker

Macroeconomic indicators and index numbers

Practice questions

AO1: Knowledge and understanding
12
Claimant count, labour force survey.
13
GDP refers to the national income of an economy for a period of time. Real GDP has been adjusted for changes in the price level, whereas nominal GDP has not been adjusted.

14
National income divided by the population size to give income per person.

15
The price level refers to the price index representing the (weighted) average level of prices at a particular point in time.

16

	Description
	Economic indicator

	a  National income adjusted for price changes
	Real GDP

	b  Average real national income
	GDP per capita

	c  Measure of price increases over 1 year
	Macroeconomic objective

	d  Value of exports exceeds value of imports
	Trade surplus


17
The basket of goods refers to the range of goods that are used in the calculation of the consumer price index (CPI) used to calculate inflation. It ‘contains’ a range of goods and services bought by the average household in the UK. It is weighted to represent that different amounts of income are spent on different items in the basket. Items that account for a higher proportion of spending by a household are given a greater ‘weight’ in the index.

AO2: Application

18
See worked example.

19
GDP in 2020 = $640bn × 104% = $665.6bn

GDP per capita in 2020 = $665.6bn/25m = $26,624

20
Inflation rate = % change in CPI = (228.4 − 224.5)/224.5 × 100 = 1.7%

21
Inflation rate was highest in 2017 at 5.0%: (105 – 100)/100 × 100
Inflation rate was lowest in 2018 at 2.9%: (108 − 105)/105 × 100
AO3: Analysis

22
Possible reasons include:

•
Not everyone who is registered as unemployed will qualify for Jobseeker’s Allowance (benefits) so the claimant count will be the smaller measure.

•
Some people may not claim benefits for being unemployed despite being eligible to do so.

•
The labour force survey measure is based on a sample (of 60,000 people) whereas the claimant count includes all those receiving benefits — the sample may not be entirely representative of the whole population.

23
Possible limitations include:

•
The CPI only reflects an ‘average’, which may not represent many ‘real’ families.
•
The basket of goods may need updating, meaning we are not comparing like with like.
•
No account is made of improvements in the products used in the basket.
24
Possible benefits include:

•
Easier to see the magnitude of changes

•
Easier to compare the rates of change in multiple variables

•
Easier to understand where the numbers may be large/complex but it’s the change that matters

•
Easy to represent in a visual form (e.g. line graph)

Uses of national income data

Practice questions

AO1: Knowledge and understanding
25
Possible uses include:

•
To forecast likely tax revenue

•
To compare economic performance

•
To estimate likely welfare expenditure

•
To decide on economic policy (e.g. to raise or lower interest rates)

•
To assess living standards

26
Possible adjustments include:

•
Adjustments for inflation

•
Expressed as per capita

•
Adjusted for the distribution of income

•
Disposable income considered rather than just income (or gross income)

27
Possible factors include:

•
Quality of health/education provision

•
Individual freedoms

•
Work/leisure balance

•
Environment

28
Purchasing power parity (PPP) refers to an exchange rate between two currencies where the ‘law of one price applies’. This is where a basket of identical goods in each country would cost the same amount once converted into each currency.

29
Economic activity/output that is not officially recorded in the national accounts — this could include housework completed by a homeworker, or ‘underground economy transactions’ (e.g. illegal drug trade).
30
The value of those transactions that are not recorded in the official national income data so as to avoid any tax, or because the activity is illegal.

AO2: Application

31
Some types of output add more to people’s living standards than others. Although important, military expenditure normally adds little to the daily quality of life of most people. However, the output of the health and education sectors make a more frequent contribution to more people under normal circumstances.

32
The exchange rate should fall. This is because if prices are higher in this country, then it becomes worthwhile to import prices from the other country, and this would lead to a greater demand for the other country’s currency, pushing the exchange rate down.

33
180/120 = 1.5. Therefore £1 = $1.50. (Or 120/180 = 0.67, therefore $1 = £0.67.)

34
PPP theory says the exchange rate should fall, as it would be profitable to import products from country 1 into country 2. The PPP exchange rate is approximately £1 = $1.63 (395/242).
AO3: Analysis

35
See worked example.

36
Possible uses include:

•
To forecast likely tax revenue — as many taxes are based on either national income or national expenditure

•
To compare economic performance — economic growth measured by changes in national income is often used as the main measure of economic success

•
To estimate likely welfare expenditure — as if national income is low or falling, then there is likely to be a need for more welfare expenditure

•
To decide on economic policy (e.g. to raise or lower interest rates) — if national income is rising quickly, then the government might need to change policy to slow down this growth

•
To assess living standards — governments are interested in the welfare of their populations

37
Possible factors include:

•
Level of merit good provision — health and education add to people’s standard of living

•
Proportion of GDP spent on welfare goods (e.g. health and education) compared with spending on things that don’t add much to welfare (e.g. military expenditure)

•
Extent to which the environment is not damaged by activity

•
Social indicators — e.g. health statistics

•
Political indicators — level of representation, extent to which free speech is allowed etc.

38

•
Production of negative externalities can reduce quality of life. For example, pollution can harm people’s health.

•
The generation of negative externalities indicates that economic activity is taking place — and this will add to national income (and may create employment opportunities), and to the quality of life.

39
Possible limitations include:

•
In reality, exchange rates do not follow PPP theory as ‘hot money’ flows are often unrelated to the relative prices within different countries and these often move exchange rates away from their PPP value.
•
It is difficult to truly compare the price of an identical basket of goods in different countries, making it hard to decide what the true level of the PPP rate is.

40
Possible answers may include:

•
A large welfare state may mean high tax rates and high welfare.
•
High welfare means that even those on low incomes may enjoy a higher standard of living.
•
High taxes mean that those with high incomes may not actually have as much disposable income.
•
GDP per capita may be based on gross income rather than net or disposable income and may not represent what people actually have to spend.
AO4: Evaluation
41
Issues to include:
•
It makes it more reliable as it makes it easier to compare between different countries.
•
It makes it more reliable as it may account for differences in price levels.
•
GDP per capita is only reliable if the distribution of income is not very unequal.
•
GDP per capita is reliable if income is the main determinant of living standards.
•
Other non-financial factors may matter in determining living standards.
Points for evaluation:
•
Using PPP rates to make comparisons is generally seen as an improvement.
•
PPP itself may be hard to determine, as there are very few internationally homogeneous products.
•
GDP per capita is a good measure of living standards but is not perfect.
42
Issues to include:
•
GDP can be generated from different sectors, which make varying contributions to people’s welfare.
•
Some areas make little contribution to living standards (e.g. military expenditure).
•
Some areas make large contributions to living standards (e.g. health and education).
•
All contributions to GDP generate welfare for some as they generate incomes for people employed.
•
Multiplier effects mean incomes are ‘passed on’ around the economy.
Points for evaluation:
•
It is likely that provision of certain products will make more significant contributions to welfare (e.g. public and merit good provision).
•
All contributions to GDP do generate some welfare, regardless of what area they are in.
•
Size of contribution may not equate to quality of contribution to welfare.
Exam-style questions

Topic 9: Multiple choice and short answer
1
A

2
B

3
B

4
C

5
B

6
(£915bn − £890bn)/£890bn × 100 = 2.8%

7
$4,943.45bn/1.016 = $4,865.6bn 

8

•
GDP often indicates improvements in living standards as it refers to the spending power of people in satisfying needs and wants.
•
Real GDP is adjusted for price changes so it shows actual spending power.

•
Trend is generally upwards (apart from 2017–18) in spending power of individuals.

•
This indicates rising living standards over the period — it does support the view.

•
However, it may not be conclusive as there are limitations to the data (e.g. distribution of income, non-financial factors, taxes and welfare).
•
Increase over the 2016–20 period is around 12%, meaning some improvement is very likely.

9
Possible uses include to:

•
Decide on whether to intervene to increase or decrease the rate of economic growth

•
Assess whether tax rates are correct

•
Assess whether more government spending is necessary

•
Judge whether policies have been successful

•
Ascertain the impact on other economic objectives

10
Possible answers may include:

•
We should use real data instead of nominal data to reflect ‘real’ purchasing power.
•
A very unequal distribution of income makes the per capita measure less representative.
•
High taxes and high welfare expenditure may make GDP per capita less useful.
•
Non-financial factors will contribute to living standards.
•
A large shadow economy makes GDP per capita less reliable.
Exam-style questions

Topic 9: Data response
11
a
$75,000 × 5.3 million = $397.5bn
b

•
GDP per capita has risen since 2002, from just under $30,000 to around $45,000.
•
This supports the view that living standards have increased.
•
Living standards are closely related to income levels.
•
However, other factors may be important in determining living standards.
c
Possible reasons include:

•
It generates improvements in living standards.
•
It leads to greater tax revenue for the government.
•
It helps achieve other objectives, such as lower unemployment.
•
Politically, it is popular among voters.
•
It is a sign of increasing prosperity and wealth.

d
Issues to include:
•
The human development index (HDI) incorporates a greater variety of factors than GDP per capita.
•
Other factors included are health and education — both important in determining living standards.
•
Living standards are based on a variety of variables, which are not just found in GDP or HDI.
•
Income may be the sole key factor — as income can be used to acquire most other goods and services, including healthcare and education.

Points for evaluation:
•
HDI might be a better measure as it is a wider measure.
•
Neither is the perfect indicator of living standards.
•
Quality of education in HDI isn’t accounted for.
•
GDP per capita needs adjusting for the distribution of income.
Exam-style questions

Topic 9: Essay

12
Possible answers include:

•
Level of income — per capita measures, in particular

•
Level of welfare provision — benefits and public goods

•
Merit good provision — and price of these goods

•
Non-financial factors, such as how ‘clean’ the environment is

13
Issues to include:
•
Changes in income improve or worsen living standards as they increase or decrease purchasing power.
•
It is changes in real income that matter most.
•
It depends on how the change in income is shared out — it may be particular groups that experience significant rises or falls in income.
•
Other factors will matter.
Points for evaluation:
•
Changes in income matter but other factors also contribute.
•
Income is probably the biggest contributor.
•
It depends on the magnitude of the change as to whether there is any real change in living standards.
.

Topic 10
How the macroeconomy works

National income and the circular flow of income

Practice questions

AO1: Knowledge and understanding
1
See worked example.

2
Expenditure method, income method, output method

3

	Injections
	Withdrawals

	Investment
	Savings

	Government expenditure
	Taxation

	Exports
	Imports


4
It is a model of the macroeconomy showing how income and spending flow around the economy between households and businesses.

5
It is output produced/income generated in an economy for a period of time after adjusting for price change.
6
The output of some industries is then used in the production of further goods. For example, output of the steel industry is then used by the car industry. Counting this as output from both the steel and the car industries would be double-counting as the same output is included twice — the steel output should only appear once in the national income accounts.
7
Spending by households on goods and services over a period of time.

AO2: Application
8
See worked example.
9
Real GDP in 2020 = £164,410m × (154/181) = £139,884.8m

Economic growth in real terms = change in GDP/GDP in 2010 × 100 = 22.8%

10
Total injections = £980m. Total withdrawals = £1,060m

This means the economy is not in equilibrium and national income will fall until injections are equal to withdrawals.

11

•
Scenario 1, government spending = £4,198m

•
Scenario 2, imports = £9,991m

•
Scenario 3, taxation = £9,313m

•
Scenario 4, savings = £21,390m

AO3: Analysis

12

•
An increase in injections means the economy is no longer in equilibrium.
•
National income will rise until injections are once again equal to withdrawals.
13

•
As long as I + G + X = S + T + M, then the economy will be in equilibrium.
•
It doesn’t matter if G > T and M > X. It is the total of injections and the total of withdrawals that need to be equal.

14
One person’s spending is another’s income and therefore expenditure and income are really the same thing but looked at from a different perspective.

Total output is the value of that produced which generates income for its producer or spending for the purchasers of the output — they are all looking at the same things but from different viewpoints.

Determinants of aggregate demand and the multiplier

Practice questions

AO1: Knowledge and understanding

15

•
Consumption

•
Investment

•
Government expenditure

•
Exports — imports (net exports)

16
Possible reasons:

•
Lower price level makes exports more competitive and this increases their level and raises overall aggregate demand (AD).

•
A lower price level will mean a positive wealth effect on spending as the value of assets held increases in real terms.

17
A fall in aggregate demand leads to a proportionately larger fall in national income.

18
An increase in the value of house prices increases the wealth of households. This means households are more likely to increase their own current spending or borrowing to finance further expenditure.

19
Increases in investment are the result of increases in national income. Businesses increase their productive capacity to profit from the higher national income.

20
Movement along: (a), (c). Shift: (b), (d), (e)

21
Leftwards shift: (c), (d), (e). Rightwards shift: (a), (b)

AO2: Application

22
M = 25% × C = £550,000m

X − M = £83,600m. Therefore X = £463,700m

AD = £3,563,700m

23
Change in AD = change in GDP/multiplier = £360m/1.8 = £200m

24

	
	MPC
	Multiplier

	a
	0.5
	2

	b
	0.33
	1.5

	c
	0.75
	4

	d
	0.6
	2.5

	e
	0.7
	3.333


25

	
	Size of multiplier
	Change in GDP

	a
	2
	£130m

	b
	5
	£4100m

	c
	4
	£1120m

	d
	2.5
	−£287.5m


AO3: Analysis
26
See worked example.

27
Possible factors include:

•
A rise in foreign GDP

•
A fall in the exchange rate

•
A rise in relative productivity in the UK

•
A fall in relative inflation in the UK

28
Possible factors include:

•
Lower interest rates

•
Lower corporation tax

•
Increases in GDP (via accelerator effect)

•
Advances in technology

•
Business confidence improvements

29

•
Multiplier’s size is based on marginal propensity to consume (MPC).
•
MPC is based on factors such as rates of tax, savings ratio and propensity to import.
•
If any of these factors changes, then the size of the multiplier will change. For example, increases in direct tax rates will reduce the MPC and reduce the size of the multiplier.

AO4: Evaluation

30
Issues to include:
•
Lower interest rates make investment financed by debt more worthwhile.
•
Lower interest rates reduce the return on some financial assets and make investment in capital stock more attractive.
•
Lower interest rates increase GDP and this may have accelerator effects on raising investment.
•
Confidence may prove more important than level of interest rates.
•
Investment is determined by other factors (e.g. corporation tax, advances in technology etc.).
Points for evaluation:
•
Lower interest rates are likely to have a positive effect on investment.
•
It depends on the size of the interest rate reduction (as well as the duration).
•
Given how many factors matter, it is unrealistic to single out one factor alone.
•
Lower interest rates usually, but not always, lead to an increase in investment.
31
Issues to include:
•
Consumption is a function of income, so the statement is true.
•
Consumer spending and income are closely linked — each depends on the other.
•
Interest rates have a significant effect on consumption.
•
Other factors matter.
•
Personal life cycle effects matter — many have no current income but still consume.
•
It depends on whether the income is ‘permanent’.
Points for evaluation:
•
Clearly there is a close link between the two variables, so increases in income probably lead to more consumption.
•
It depends on the size and duration of the rise in income.
•
Increased income may not raise consumption if other factors are pushing spending down — e.g. decreased confidence, increased interest rates.
Determinants of aggregate supply

Practice questions
AO1: Knowledge and understanding
32
The total output produced by all firms in the economy for a period of time at any given price level in the short term.
33
The total output produced in the economy in the long term. This is equivalent to the maximum potential output when the available factors of production are fully utilised. 

34
Features include:

•
No distinction between short run and long run

•
Elastic at low levels of real GDP

•
Eventually becoming perfectly inelastic at productive capacity

•
AD can be used to increase real GDP in the long run

35
Shift in AD: (b), (c), (e). Shift in AS: (a), (d)

36
Leftward shift: (a), (b). Rightward shift: (c), (d), (e)

37
Possible factors include:

•
Increased (working) population

•
Advances in technology

•
Implementation of supply-side policies

•
Increased capital stock

•
Increase in entrepreneurship/enterprise

•
Improvements in infrastructure

AO2: Application

38
Short-run aggregate supply (SRAS) is based on how output levels in the economy respond to changes in the price level — where some factors of production are fixed. Long-run aggregate supply (LRAS) refers to the productive capacity of the economy — i.e. the maximum potential output.

39
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40
(a), (b), (f)

41
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AO3: Analysis

42

•
It would increase national income as the fall in the currency’s value will increase the price competitiveness of UK exports. This will lead to increased AD and a higher level of real GDP.

•
It would reduce the level of national income as the fall in the currency’s value will increase the price of imports into the UK. Given that imports will form part of the costs of production for many businesses, the SRAS curve will shift leftwards to a lower level of real GDP.

43
Possible ways include:

•
Encourage immigration

•
Increase state retirement age

•
Improve transport infrastructure

•
Reform education and training in an applicable way

•
Any other supply-side policy

44

•
Higher level of real GDP (i.e. achieving economic growth) and this extra income/spending is likely to derive the demand for a greater quantity of workers (i.e. lowering unemployment).

•
An appropriate diagram would be an AD/AS diagram with rightwards shift in AD curve.
AO4: Evaluation

45
Issues to include:
•
It increases AD — which increases real GDP and generates more employment in those sectors

•
Likely multiplier effects of extra AD — achieving economic growth/lower unemployment

•
Might be inflationary

•
Should increase productive capacity of the economy (i.e. increase LRAS)

•
Might make UK industries more competitive

•
Might ease inflationary pressure by expanding productive capacity

Points for evaluation:
•
The effect on performance will vary between short run and long run.
•
Not all spending on infrastructure generates subsequent benefits.
•
It depends on the phase of the economic cycle that the economy was initially in.

•
There may be a time lag of uncertain size.
•
It is likely to improve performance but this depends on how it is financed/opportunity cost of spending.
46
Issues to include:
•
In the long run, the level of real GDP is fixed at the level of the productive capacity.
•
Increases in AD only affect the price level (in the long run).
•
Supply-side policies can generate economic growth.
•
In the short run, economic growth can still be achieved.
Points for evaluation:
•
Statement is true if government relies on AD-type policies but not if it utilises supply-side type policies.
•
Distinction between short term and long term is not always clear.
•
Keynesian (LR)AS curve suggests growth is possible through increases in AD.
Aggregate demand and aggregate supply analysis

Practice questions
AO1: Knowledge and understanding
47
A sudden and unexpected change, of a significant size, in the level of AD.

48
In the long term, the level of real GDP that can be generated must be constrained by the factors of production available. If these are being fully utilised, then real GDP cannot be increased, which gives the inelastic, vertical nature of the LRAS.

49
Increased: (b), (d). Decreased: (a), (c), (e)

50
Increase in price level: (a), (b). Decrease in price level: (c), (d)

51

	
	Change in real GDP
	Change in price level

	a  Increase in indirect taxation
	Decrease
	Increase

	b  Reduction in government spending
	Decrease
	Decrease

	c  Reduction in direct taxation
	Increase
	Increase

	d  Reduction in wage rates
	Increase
	Decrease


52
(a) False; (b) True; (c) True; (d) False

AO2: Application
53
(a), (b), (d), (e)

54
Possible pairs of changes would include:

•
Increased government spending and increased immigration of potential workers

•
Lower interest rates and reductions in the regulations involved in setting up a business

•
Reductions in direct tax and improved transport networks

55
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AO3: Analysis

57
See worked example.
58

•
A decrease in any of the components of AD (e.g. lower investment) will reduce spending in the economy. Lower spending gets ‘passed on’ around the economy, leading to lower income and further reductions in spending.

•
Overall, the fall in national income will be greater than the initial fall in AD.

•
Cyclical unemployment is likely to rise due to the lower need for workers in producing output.

•
This should also reduce any demand-pull inflation.

•
It may also reduce any deficit on the current account as the lower national income also leads to less spending on imports.

•
An appropriate diagram shows a fall in AD leading to a further fall in real GDP (and possibly a further fall in AD).
59

•
Business activity depends on a number of systems in the economy working smoothly and efficiently.

•
A functioning financial system needs to exist so that those with a surplus can save and so that these savings can be accessed by those looking to borrow money to, for example, set up a business.

•
A neutral and effective legal system needs to exist as well, to ensure that contracts are upheld and property rights are respected.

60

•
Investment adds to the capital stock of the economy, facilitating increased output in the future.
•
Investment can increase the efficiency of factors of production, also leading to increases in the productive capacity of the economy.
•
Investment adds to AD, which in turn generates increases in real GDP — economic growth.
•
Investment creates a multiplier effect on output.
•
An appropriate diagram shows either an increase in AD or an increase in LRAS (or both).
AO4: Evaluation
61
Issues to include:
•
Increases in consumption increase real GDP.
•
Multiplier effects are generated from increases in any part of AD.
•
Unemployment is likely to fall due to increased demand.
•
Increased consumption could be inflationary.
•
Increased consumption may lead to a rise in any balance of trade deficit.
Points for evaluation:
•
It depends on the size and duration of the increased consumption.
•
It depends on the current state of the economy (i.e. whether it is already operating close to capacity).
•
There are likely to be trade-offs with objectives.
62
Issues to include:
•
A government can increase or decrease its own spending to a particular level.
•
It can influence other components of AD through policy changes.
•
Taxes can be used to affect private sector spending plans.
•
Governments have no direct control over most economic activity.
•
The effects of policy changes cannot always be predicted.
•
Confidence and other ‘animal spirit’ factors make it too difficult.
Points for evaluation:
•
The question is probably not meant to be taken literally — it would be almost impossible.
•
Governments can be reasonably adept at fine-tuning spending and activity.
•
Lags in policy working and in implementation make this very difficult.
•
Multiplier effects are uncertain.
•
Human factors make this impossible — are people always rational?

Exam-style questions

Topic 10: Multiple choice and short answer
1
D

2
A

3
A

4
C

5
A

6
Multiplier = change in GDP/change in AD = £325bn/(£83bn − £8bn) = 4.33

7
Multiplier = 1/(1 − 0.8) = 5. Change in AD = £70m. Change in GDP = 5 × £70m = £350m

8
Possible reasons include:

•
Increased interest rates

•
Increased corporation tax (or other taxes on business)

•
Decreased business confidence

•
Lower economic growth (and interaction with accelerator)

•
Change in government incentives

Exam-style questions

Topic 10: Data response

9
a
Change in AD = £25bn/1.7 = £14.71bn

b

•
Not necessarily — it rises by around 20% over the period, from £697bn to £842bn.

•
It rises at a slower rate than over the 2004–10 period.
•
It would be better to measure government spending as a percentage of GDP.
•
It would depend on what is meant by ‘control’.
•
It depends how much of the extra spending is within the control of the government.

c

•
Increases in government spending increase AD.
•
There is a multiplier effect on output.
•
Unemployment is likely to fall (cyclical).
•
Inflation is more likely to rise.
•
An appropriate diagram would be an AD/AS diagram showing a rightwards shift in AD leading to an increase in real GDP. This may be accompanied by an increase in LRAS, depending on what the government spending is actually on.

d
Issues to include:
•
Increases in interest rates lead to lower AD.
•
Multiplier effects also depress output.
•
Unemployment is likely to rise.
•
Higher interest rates may be necessary to control inflation/stabilise the currency.
•
Both generate reductions in unemployment.
•
Consumption is more likely to have more rapid effects on living standards.

Points for evaluation:
•
Depends by how much interest rates are increased.
•
Depends on the current position of the economy (what stage of the economic cycle it is in).
•
Depends on what fiscal stance is currently being used.
Exam-style questions
Topic 10: Essay

10
Possible determinants include:

•
Interest rates

•
Changes in level of technology

•
Changes in GDP

•
Confidence/animal spirits

11
Issues to include:
•
Investment increases AS as well as AD.
•
Both contribute to AD and real GDP.
•
Both generate reductions in unemployment.
•
Consumption is more likely to have more rapid effects on living standards.
Points for evaluation:
•
Timescale will provide some of the conclusion — short-run and long-run effects.
•
Investment does increase long-run as well as short-run growth.
•
Both contribute to welfare.
•
Might also depend on the quality of the investment as to its long-term benefits.
 

Topic 11
Economic performance

Economic growth and the economic cycle

Practice questions

AO1: Knowledge and understanding
1
See worked example.

2
Four stages:
•
Boom

•
Downturn

•
Recession

•
Recovery (allow Upturn)

3
An increase in real GDP caused by either an increase in AD or an increase in SRAS.

4
Economic growth that comes from an increase in the productive capacity of the economy, i.e. an increase in the LRAS of the economy.

5
Trend growth is another name for long-run growth and relates to the increases in the productive capacity of an economy over time.

6
Features include:
•
Negative growth in GDP

•
Falling/low inflation

•
Rising/high unemployment

•
Low confidence

•
Rising/high budget deficit

•
Falling trade deficit/Rising trade surplus

7

•
Economic growth that does not compromise the potential for future economic growth (e.g. is not based on the depletion of non-renewable resources)
•
Economic growth that does not generate significant demand-pull inflationary consequences

AO2: Application
8
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9
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10
Short-run causes: (a), (b), (e). Long-run causes: (c), (d) (some may argue for (b) if it is spent on things that increase LRAS)

11
Causes include:

•
Advances in technology

•
Increases in productivity

•
Decrease in labour mobility

•
Increase in (working) population

•
More enterprise

AO3: Analysis

12
Potential disadvantages include:

•
Rise in negative externalities

•
Effects of higher inflation on real incomes

•
Potential rise in inequality

13

•
Short-run growth is caused by increases in AD (or increases in SRAS) — such as through cuts in interest rates, falls in direct (or indirect) taxes etc.

•
Long-run growth is caused by increases in LRAS — such as through improvements in infrastructure, productivity improvements etc.

14

•
A negative output gap means actual growth is below trend growth.
•
Real GDP is lower than its long-run average, which means total spending is also lower.
•
Given that part of the demand for labour is derived from spending, there is a lower need for workers to produce output, i.e. unemployment will rise.
15
Theories put forward include:

•
Herding/Animal spirits/Speculative bubbles

•
Political cycles

•
Multiplier–accelerator interaction

•
Inventory cycle

•
Policy effects

AO4: Evaluation

16
See worked example.
17
Issues to include:
•
There are many explanations put forward that suggest fluctuations are inevitable — multiplier–accelerator model etc.

•
Decision making is not always rational so some fluctuations are likely.
•
Policy making can smooth the fluctuations.
•
Long-run growth depends on the appropriate improvements in the supply side.
Points for evaluation:
•
Some theories of the economic cycle suggest that fluctuations are inevitable.
•
Some theories may be more to do with poor policy/decision making.
•
Surely some fluctuations are inevitable.
•
Depends on how big the fluctuations are in terms of their inevitability.
•
Shocks by their very nature cannot be avoided.
Employment and unemployment

Practice questions

AO1: Knowledge and understanding
18
Where people cannot find work in the economy because there is an insufficient level of aggregate demand, which means there is a lower demand for labour.

19
Where workers cannot find employment due to mismatches between the demand for labour and the supply of labour — caused by factor immobility and lack of competitiveness of industry.

20
Unemployment that results from people moving into and out of employment — and the unemployment created by the time delays in people moving into and out of employment.

21
Causes:
•
Geographical immobility

•
Occupational immobility

•
Lack of competitiveness caused by declining industries/rise of low-cost producers

22
Where there are job vacancies but those who are unemployed are unwilling to work at the current wage rate.

23

•
Demand-side causes relate to the lack of AD in the economy, meaning there is no need for workers to be employed (i.e. cyclical).

•
Supply-side causes are related to problems with the structure of the economy and the inefficient operating of the economy, such as problems related to frictional, structural or real wage issues. Supply is not operating at its maximum potential level.

AO2: Application

24

	Situation
	Type of unemployment

	a  Workers looking for work but unwilling to move to the area with job vacancies
	Structural

	b  Workers temporarily unemployed at the same time every year
	Seasonal

	c  Workers looking for work but lacking the qualifications needed to fill current job vacancies
	Structural

	d  Workers refusing to work at the current wage rate despite job vacancies existing
	Voluntary (or frictional?)


25
Claimant count = 0.6m/(44m − 9.1m) × 100 = 1.7%
LFS measure = (44m − 9.1m − 33.3m)/(44m – 9.1m) × 100 = 4.6%

26
a
Structural


b
Cyclical


c
Real wage


d
Frictional/voluntary

27
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AO3: Analysis
28
See worked example.

29
Possible reasons include:

•
Generous welfare payments to the unemployed
•
Fewer restrictions on who can claim benefits

•
Insufficient information on job vacancies

•
High marginal rates of tax on low-paying jobs

30
Possible reasons include:

•
Geographical immobility

•
Occupational immobility

•
Declining international competitiveness

31
Possible consequences include:

•
Declining living standards

•
Declining skills level, making it harder to re-enter labour market

•
Health issues

•
Increased rate of social issues

AO4: Evaluation

32
See worked example.
33
Issues to include:
•
There are many costs to the individual of high unemployment (e.g. declining living standards).
•
There are also costs to the government of high unemployment (e.g. loss of tax revenue).

•
Reducing unemployment would also help attain other objectives (e.g. increased growth, elimination of the budget deficit).

•
There is a trade-off between lowering unemployment and other objectives (e.g. inflation).
•
The cause of the unemployment would need to be identified.
Points for evaluation:
•
It depends on the level of unemployment as to how important its reduction may be.
•
Governments try to manage the achievement of a number of objectives.
•
Trade-offs cannot always be avoided when achieving objectives.
34
Issues to include:
•
There are multiple causes of unemployment.
•
Some are related to structural issues (e.g. immobility of labour).
•
Supply-side policies can reduce unemployment through structural reform.
•
Cyclical unemployment requires higher AD.
•
Some unemployment may not be easy to reduce.
•
Competitiveness issues cannot always be dealt with.
Points for evaluation:
•
May be difficult to completely eliminate unemployment.
•
Structural reform is appropriate for certain types of unemployment only.
•
Often difficult to diagnose the cause of unemployment and therefore the appropriate policy.
•
Trade-offs often appear when trying to reduce unemployment.
Inflation and deflation

Practice questions

AO1: Knowledge and understanding

35
Causes include:
•
Demand-pull

•
Cost-push

•
Excessive growth in the money supply

•
‘Imported’ inflation

36
A fall in the price level over a period of time (i.e. a negative inflation rate).
37
Where there is a fall in the rate of inflation (i.e. a lower rise in the price level than earlier).
38
An increase in the price level caused by a rise in the costs of production used by businesses (not linked to rising demand).
39
This refers to the speed at which money changes hands, i.e. the number of times the same currency is used in an economy over a period of time.

40

•
The quantity theory of money is summarised as MV = PY.
•
If certain assumptions are made about variables being constant or predictable, then it can be used to predict inflation.
•
In certain conditions, inflation may be caused solely by excessive growth in the money supply.
AO2: Application

41
See worked example.
42

•
MV = PY
•
107 × V = 104 × 108

•
V = (104 × 108)/107 = 105

43
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AO3: Analysis
45

•
If people expect changes in the price level, they will build this into their decision making.
•
Those bargaining for pay increases will build their expectations of future changes in prices into the negotiations (so as to protect their real incomes).
•
Expectations of higher prices will result in claims for higher wages.
•
Therefore, expectations of future inflation may generate actual increases in (cost-push) inflation.
46
Possible reasons include:

•
Menu costs

•
Search/shoe-leather costs

•
Fiscal drag

•
Uncompetitive exports

•
Uncertainty

•
Policy response

47

•
Businesses often use commodities (such as oil, metals, agricultural output) in production.
•
Increases in their prices increase the cost of production.
•
This could increase cost-push inflation (or lower it, depending on what is happening to commodity prices).
48

•
The quantity theory of money is summarised as MV = PY.
•
V is assumed to be constant and Y grows at a constant rate.
•
This means that increases in P (the price level) — i.e. inflation — are caused by excess growth in M (the money supply).
•
Assumes the direction of causality flows from M to P.
AO4: Evaluation

49
Issues to include:
•
Deflation can be harmful in a number of ways (e.g. postponing spending decisions, increasing the real size of debts etc.).
•
Deflation can lead to a deflationary spiral.
•
Deflation can be benign.
•
Deflation caused by increases in AS is associated with increases in GDP.
Points for evaluation:
•
Sometimes difficult to diagnose what type of deflation is being experienced.
•
Even good deflation can turn into bad deflation.
•
Mild deflation may not be a problem.
•
Depends on ‘size’ and likely duration.
50
Issues to include:
•
Inflation has many problems associated with it (e.g. menu costs).
•
A wage–price spiral can emerge if inflation is not dealt with.
•
Harder to bring down higher/rising inflation once it gets out of control.
•
Trade-offs exist in reducing inflation.
Points for evaluation:
•
A small amount of inflation is not necessarily bad.
•
Depends on how high inflation is and whether it is rising or falling.
•
Deflation is worth avoiding.
•
Depends on other economic objectives.
Policy conflicts

Practice questions
AO1: Knowledge and understanding

51
Where changing policy to achieve one economic objective moves us further away from achieving another objective.
52

•
The short-run Phillips curve shows an apparent trade-off between inflation and unemployment.
•
The long-run Phillips curve shows that the economy will return to the natural rate of unemployment at any rate of inflation — this is based on likely expectations of the inflation rate.

53
Where workers confuse changes in their nominal wages and their real wages by not correctly accounting for inflation.
54
Workers who suffer from money illusion gradually incorporate expectations of future inflation into their wage claims — i.e. their expectations of price changes adapt to the current level of inflation.

AO2: Application

55
Possible policy conflicts include:

•
Achieving low unemployment but at the cost of higher inflation (and vice versa)

•
Achieving economic growth but at the cost of an increase in the balance of trade deficit

•
Achieving low inflation but at the cost of lower economic growth

56
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AO3: Analysis
57

•
An increase in AD may lead to a lower rate of unemployment and move the economy leftward along the SRPC curve — to a higher rate of inflation.
•
Workers initially do not realise their real incomes have deteriorated.
•
Workers’ expectations eventually factor in this increased inflation and this is built into future wage claims.

•
Workers will be unwilling to work at the current wage rate (or firms may not be willing to award the wage rates claimed) and the level of unemployment will rise until we reach the LRPC at the original level of unemployment but with increased inflation.
•
Diagram likely to show SRPC and movement to the LRPC curve.
58

•
In the long run, the economy should return to its position on the LRPC curve — with no overall change in unemployment.
•
Reductions in unemployment achieved by moving along the SRPC curve are only temporary reductions.
•
Unemployment can be reduced in the long run but only through supply-side measures/structural reform — this shifts the LRPC curve leftwards.
•
The process of movement between SRPC and LRPC may take a considerable amount of time — making a ‘temporary’ reduction in unemployment still worthwhile.
AO4: Evaluation

59
Issues to include:
•
Movement along Keynesian AS curve or SRPC indicates a trade-off.
•
As unemployment falls, businesses find it harder to increase output and prices begin to rise (and workers in short supply can bargain for higher wages).
•
Trade-off may not exist in the long run.
•
Supply-side policies can be used to avoid the trade-off.
Points for evaluation:
•
Short run more likely for trade-offs.
•
Depends on which policies are used.
•
It may depend on workers’ suffering from money illusion.
60
Issues to include:
•
High growth means more tax revenue is generated.
•
High growth means more can be spent on improving welfare.
•
Less government spending is needed on unemployment benefits.
•
High growth might be inflationary.
•
Negative externalities from high growth might need dealing with.
Points for evaluation:
•
Very high growth may not be useful.
•
If it is sustainable growth/non-inflationary growth, that might be useful.
•
Growth helps other objectives but there are also trade-offs with other objectives.
Exam-style questions

Topic 11: Multiple choice and short answer
1
C

2
C

3
A

4
B

5
A

6
Inflation rate = (192.3 − 189.4)/189.4 × 100 = 1.5%

7
LFS unemployment rate = (35.6m − 34.1m)/35.6m × 100 = 4.2%

8
Possible causes include:

•
Increases in population

•
Advances in technology

•
Improvements in education and training

•
Supply-side reform

•
Productivity improvements

•
Reductions in factor immobility

•
Improved infrastructure

9

•
Voluntary unemployment exists where there are vacancies at the current free market wage level but workers choose not to accept them.

•
Voluntary unemployment could be due to frictional factors (generous benefits to the unemployed, high taxes on paid employment etc.).
•
Could be linked with unwillingness to retrain but this is more subjective.
•
Involuntary unemployment is where workers are willing to work but cannot find employment at the free market wage rate.

•
Causes of involuntary unemployment could be rigidities that prevent wages falling to their market clearing level (e.g. minimum wage being too high).
10
Possible causes of deflation:

•
Increases in SRAS (e.g. falling commodity prices)

•
Increases in LRAS (e.g. productivity improvements)

•
Decreases in AD
•
Diagrams can show either benign or malign deflation

Exam-style questions
Topic 11: Data response

11
a
(108.5 − 106.7)/106.7 × 100 = 1.7%

b

•
There appears to be little evidence of a trade-off, other than in the odd 1–2-year period.
•
Inflation rose from 2.2% to 4.5% between 2009 and 2011, while unemployment also rose from 7.6% to 8.1%.
•
Unemployment fell from 2011 to 2018, but inflation fell and then rose over this period.

•
We would normally expect an inverse relationship between the two variables according to the SRPC.
•
We would expect changes in one variable to occur when changes in the opposite direction occurred in the other variable.

c
There are a number of benefits of low unemployment:

•
More tax revenue collected

•
Less need for government spending on welfare

•
Ensures the economy operates closer to its potential level

•
Less likely to be social or individual costs

•
People’s living standards are higher

•
Long-term unemployment/economically inactive may be reduced (when people drop out of the market permanently)


d
Issues to include:
•
Inflation has many problems associated with it (e.g. menu costs, search costs).
•
Deflation can also be harmful if caused by lack of AD.
•
Deflation can be good if it is caused by increases in AS.
•
Low inflation can be mildly beneficial if kept under control.

Points for evaluation:
•
Both are harmful if allowed to get out of control.
•
Depends on the rate and which direction it is moving.
•
Depending on the cause, it may be accompanied by other problems in the economy (e.g. unemployment).
•
Probably no clear answer on which is worse — both are potentially problematic but for different reasons.
Exam-style questions
Topic 11: Essay

12
Possible conflicts include:

•
Trade-off of inflation and unemployment

•
Trade-off of inflation and growth

•
Trade-off of growth and current account balance

•
Trade-off of supply-side policies and inequality

13
Issues to include:
•
Unemployment has costs associated with it (e.g. social and individual costs, economic costs).
•
Low unemployment may also generate other benefits (e.g. higher growth, more tax revenue).
•
Trade-offs may emerge in the form of a policy conflict.
•
It is not always easy to diagnose what type of unemployment is being dealt with.
Points for evaluation:
•
It is more difficult to reduce unemployment to extremely low levels.
•
It becomes harder to diagnose the cause.
•
Some types of unemployment are harder to solve in the short term.
•
It depends on what is meant by ‘full’ employment.

Topic 12
Financial markets and monetary policy

The structure of financial markets and financial assets

Practice questions

AO1: Knowledge and understanding

1
Four functions of money:
•
Medium of exchange

•
Standard of deferred payment

•
Unit of account/Measure of value

•
Store of value

2
Possible characteristics include being:

•
Scarce

•
Difficult to forge

•
Portable

•
Divisible

•
Uniform

•
Non-perishable/Durable

3
The value of the stock of money that exists in an economy at a point in time. Depending on which kind of measure is used, it includes notes and coins and other measures of money.

4

•
Narrow money refers to the balances that can be immediately used as a medium of exchange (notes and coins, and accessible bank balances — say via a debit card).
•
Broad money includes narrow money but also includes items that are not immediately realisable, e.g. money held in notice bank accounts, and other financial institutions.
5
The money market is a financial market that deals with the trade in short-term finance between individuals, businesses and governments. Amounts borrowed are repaid in the near future (hours, days or weeks).
6
The financial market that deals with transactions requiring the conversion of one currency into another — both for immediate and for future use.
AO2: Application

7
Property — Shares — Treasury bills — Bank balance — Cash

8
Yield = 4.5/160 × 100% = 2.8%

9
Market price = 4/2.5 × 100 = £160

10
Money market: (d)

Capital market: (a), (c)

Foreign exchange market: (b)

AO3: Analysis
11
See worked example.

12
Functions include:
•
Issue of new shares by companies

•
Issue of new debentures/bonds by companies and governments

•
Facilitates trade in bonds and shares already in existence

13

•
The spot market is for immediate purchase of foreign exchange, at the current spot/market rate.
•
The forward market involves agreements to purchase foreign currency at some future date, at a currently agreed exchange rate.
14

•
Money market — deals with short-term financing

•
Capital market — deals with issue of shares/bonds and trade in these

•
Foreign exchange market — deals with foreign currency transactions for immediate and future settlement

Commercial banks and investment banks

Practice questions

AO1: Knowledge and understanding
15
Three functions:
•
Accepting deposits

•
Lending to economic agents

•
Providing an efficient means of payment

16

•
A commercial bank accepts deposits from customers and makes profits by lending out money to others at a higher interest rate.
•
An investment bank doesn’t accept customer deposits and operates by providing financial services to other businesses/governments, such as issuing shares and bonds.
17
The value of share capital issued by a business, plus any profits retained and reinvested in the business — all shown on the balance sheet.

18
Debentures are bonds, which are a form of long-term borrowing by a business or government. The debenture/bond holder receives a fixed rate of interest until the redemption date, at which the holder receives back the original value of the debenture.

19
Fractional banking is where banks only need to hold a fraction of their customers’ deposits and can lend the remaining amount, thus creating credit in the economy and increasing the money supply.
20
All balance sheets show assets, liabilities and capital. The assets of the bank include the money it holds and the money it has lent to borrowers. The liabilities of the bank include the deposits from customers that it holds on their behalf.

AO2: Application
21
Cash — Money at call — Bonds — Advances — Property
22
Assets: notes and coins, bills, balances at central bank. Liabilities: deposits, share capital

23
Objectives: (a), (d). Functions: (b), (c), (e)
24
Commercial bank: (b), (c). Investment bank: (a), (d), (e)
AO3: Analysis
25
Functions include:
•
Accepting deposits from customers who wish to use the bank to store money securely
•
Lending to economic agents who wish to borrow to finance spending or investment for which they lack sufficient funds
•
Providing efficient means of payment in the form of electronic transfers, direct payment (e.g. debit card transactions, contactless transactions) or cheques
26
Objectives include:
•
Liquidity — ensuring it has sufficient cash or assets close to cash so that it can satisfy the demands of its customers
•
Profitability — by lending money to those wishing to borrow and charging more interest than the amount it rewards savers with
•
Security — there is risk attached to lending money and a bank ensures that it only exposes itself to an acceptable level of risk
27
Banks have a need for liquidity, to have cash available to meet the demands of customers who wish to withdraw their balances. At the same time, banks aim to be profitable, and this comes from lending out the money deposited by customers. The more banks pursue profitability, the more they compromise the ability to stay liquid.

28
Banks know that customers will normally not withdraw their entire deposits in one go. Banks know they can lend out most of a customer’s deposits to others and make profits. Any money lent out is eventually redeposited in the banking system.
AO4: Evaluation
29
Issues to include:
•
The government is the supplier of notes and coins in the economy.
•
Money consists of more than notes and coins — it is a credit-based economy.
•
Issue of bonds/Quantitative easing can directly increase the money supply.
•
Use of liquidity ratios may affect the size of credit-based money supply.
•
Being in a global market means that the government might find it difficult to control outflows/inflows of money.
Points for evaluation:
•
The government can control the demand for money — but possibly not the supply.
•
Money supply is largely determined by who wants to borrow money at a particular interest rate.
•
In a global market it is very difficult to control the money supply.
•
In a credit-based economy it is very difficult to control the money supply.
Central banks and monetary policy

Practice questions
AO1: Knowledge and understanding

30
See worked example.
31
Increasing the money supply via the government buying bonds and securities from the financial sector so as to increase the liquidity of institutions in the financial sector and encourage them to lend more.
32
The interest rate set monthly by the Bank of England, which affects interest rates set across the economy by the financial institutions (and the rates offered to savers).
33
As lender of last resort, the Bank of England intervenes if the collapse of financial institutions threatens the integrity of the entire financial system (it does not mean it will automatically ‘bail out’ any failing bank, however).

34
The Monetary Policy Committee (MPC) sets interest rates in the UK on a monthly basis so as to achieve the government’s definition of price stability, i.e. inflation of 2% (+/− 1%).

35
This explains how a change in economic policy works its way through the economy to affect macroeconomic indicators (and objectives).
AO2: Application
36
Increase: (a), (c). Decrease: (b), (d)

37
(a), (d)

38

•
Increasing the bank rate leads to a fall in AD (to its growth rate), which lowers inflation but also raises unemployment.
•
Increasing the bank rate may reduce the trade deficit but will also lower economic growth.
39
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AO3: Analysis
40

•
To maintain financial stability — i.e. to ensure the survival and functioning of the banking sector

•
To maintain macroeconomic stability — i.e. to achieve the inflation target and to encourage growth in GDP where possible

41

•
The Bank of England creates new (electronic) money, which is used to buy bonds/securities from the banking sector.
•
This money now held by banks generates little return so it creates an incentive for the banks to lend it out.
•
This should encourage banks to lend more out — increasing borrowing and spending in the economy.
42
Possible ways include:

•
Low interest rates encourage more consumption via mortgages, consumer credit and savings incentives.
•
Low interest rates encourage more business investment through increased return on ‘projects’.
•
Low interest rates discourage hot money and push the currency down, leading to increased exports.
•
Low interest rates increase asset prices and create a wealth effect.
43
Possible limitations include:
•
Time lags in their effectiveness

•
Uncertainty over size of effects

•
Trade-offs/conflicts

•
The effects may depend on how other central banks change their interest rates.
AO4: Evaluation

44
See worked example.
45
Issues to include:
•
Interest rates can be raised or lowered when output gaps emerge.
•
Trade-offs exist between various objectives when interest rates are used.
•
Monetary policy isn’t just about interest rates.
•
Multiple objectives likely mean multiple policies.
Points for evaluation:
•
Monetary policy alone may generate conflicts in achieving objectives.
•
It is almost never the case that one type of policy can be used on its own.
•
Other types of policy will be necessary — supply-side and fiscal policies.
Regulation of the financial system

Practice questions

AO1: Knowledge and understanding
46

•
Prudential Regulation Authority

•
Financial Policy Committee

•
Financial Conduct Authority

47
A stress test is a hypothetical exercise to see how banks and other financial institutions would respond to various sector-wide economic shocks.
48

•
Macroprudential regulation monitors and responds to risks that threaten the whole financial system.
•
Microprudential regulation monitors and responds to risks that threaten individual banks and other businesses.

49
A risk that applies to the whole (financial) sector, rather than just to one part or a small number of parts of the sector.
50
A requirement on banks and other financial institutions to hold a specified amount of their deposits in liquid forms — usually as cash.
AO2: Application

51
See worked example.

52
(a) = 3, (b) = 1, (c) = 2

AO3: Analysis

53
Potential causes are:

•
Sub-prime lending (e.g. in the USA) — lending to those who are high-risk borrowers

•
Over-lending to fund housing purchases (coupled with the above point)

•
Relatively light-touch regulation in place

•
Moral hazard

•
Interconnectedness of financial institutions across the world

54

•
Creation of new regulatory bodies (Prudential Regulation Authority, Financial Policy Committee and Financial Conduct Authority)

•
Funding for lending

•
Liquidity coverage ratio

•
Separation of commercial and investment banking activities in the same banks

55

•
These ratios limit the lending ability of banks.
•
Capital ratios restrict lending to a certain proportion of the bank’s capital.
•
Liquidity ratios restrict lending to a proportion of the bank’s liquid assets (e.g. cash).
•
Both aim to ensure that banks do not undertake unnecessary lending which would hinder their ability to stay ‘liquid’.
AO4: Evaluation

56
Issues to include:
•
Interest rates can be raised if a positive output gap emerges.
•
Interest rates can be lowered if a negative output gap emerges.
•
Trade-offs exist between various objectives when interest rates are used.
•
Stability is measured by the achievement of stable growth with low inflation maintained.
Points for evaluation:
•
Interest rates alone may generate conflicts in achieving objectives.
•
Interest rates have limitations (such as time lags), which mean they may not always be ideal.
•
Other policies will be necessary — supply-side and fiscal policies.
57
Issues to include:

•
Regulation restricts bank lending (via any ratios imposed).
•
Closer monitoring of systematic risks makes crisis less likely.
•
Intervention to prevent crisis is now more likely.
•
Another cause of a future crisis may not be anticipated.
•
A crisis may emerge in the financial institutions not covered by regulation (e.g. peer-to-peer lending etc).

Issues for evaluation:

•
‘Impossible’ is a very bold claim — perhaps ‘far less likely’ is more appropriate.
•
It probably has made it almost impossible for the time being.
•
The appetite for regulation/restricting may change again.
Exam-style questions

Topic 12: Multiple choice and short answer
1
B 

2
D

3
C

4
D

5
D

6
Yield = coupon/market price × 100

5% = ?/£80 × 100

Coupon = £4 (4%)

7
Yield will fall to 1.5%

1.5% = 2.50/? × 100

? = 2.5/1.5 × 100 = £166.67

8
Possible points include:

•
Likely boost to consumption via savings disincentive, credit-financed consumption increase and increase in discretionary income via lower mortgage repayments

•
Likely boost to investment spending

•
Possible fall in currency via hot money outflows — and effect on exports

•
Likely increase in cost-push inflation if exchange rate falls

•
Possible demand-pull inflation

•
Possible fall in unemployment

Exam-style questions
Topic 12: Data response

9
a
1.8%


b

•
Yes, in that economic growth is no lower than it was in the 2000s

•
No, in that UK economic growth is lower in the 2010s than in the 1980s and 1990s

•
Yes, in that there has been no recession in this decade

•
No, in that interest rates have been historically low throughout this decade but growth has been no faster

•
Can’t tell because there is no information given about the support of fiscal policy


c

•
Tighter regulation is more likely to lead to less bank lending.
•
There is likely to be a fall in AD as less borrowing means lower levels of consumption/investment.
•
Possibly falls in LRAS if businesses cannot increase productive capacity via investment.
•
A diagram showing a fall in AD would be suitable.

d
Issues to include:
•
Interest rates affect many aspects of AD.
•
Interest rates can also encourage businesses to invest and expand the economy’s capital stock.
•
Interest rates affect multiple economic indicators.
•
Certain type of growth and unemployment can be better dealt with through other policies (e.g. supply-side policies).
•
Other policies must complement interest rate policy.

Points for evaluation:
•
Interest rates are often seen as the key policy instrument of a government.
•
Having multiple objectives means it is likely that multiple policies must be used.
•
There are trade-offs with other objectives so interest rates alone are unlikely to work.
Exam-style questions
Topic 12: Essay

10
Possible methods include:

•
Separation of investment and commercial activities of banks

•
Use of liquidity coverage ratio

•
Funding for lending

•
Quantitative easing

•
New regulatory authorities

•
Stress tests

•
Macroprudential and microprudential regulation

11
Issues to include:
•
The banking system is a necessary part of the economy.
•
A smoothly running institutional sector adds to the supply side of the economy.
•
Moral hazard may occur.
•
Support can take different forms — some may cost a lot.
•
Would there be unintended consequences of any support?
Points for evaluation:
•
Does support apply to the sector or to individual banks?

•
Some support is probably a good idea.
•
Moral hazard emerges if this occurs too often.
•
It depends what form of support is being proposed.

Topic 13
Fiscal policy and supply-side policies

Fiscal policy

Practice questions
AO1: Knowledge and understanding

1
Direct taxes: income tax, corporation tax, inheritance tax, capital gains tax, national insurance (allow)
Indirect taxes: valued added tax; customs duties on imports; excise duties (allow only one) on alcohol, tobacco and petrol

2
Changes in either rates of tax or government expenditure made by the government to affect the economy.
3
A tax that takes more from those on higher incomes (or less from those on lower incomes).
4
Any from:

•
Economic forecasting

•
Evaluation of fiscal policy

•
Analysing sustainability of public finance

•
Evaluation of fiscal risks

•
Analysis of tax/welfare costings

5
A tax that takes a higher proportion of income from someone on below average income/takes proportionately less of someone’s income the richer they are.
6

•
Any policy that reduces the level of AD in the economy

•
A reduction in government spending or increase in tax rates designed to slow economic growth

7
A budget balance that remains in deficit at all stages of the economic cycle (i.e. the deficit is not the result of low economic growth).
8
Where tax revenue exceeds government spending due to above average economic growth generating higher tax receipts and lower welfare spending.
AO2: Application
9
See worked example.

10
(£15,000 − £12,500) × 20% = £500

11
($50,000 − $10,000) × 25% = $10,000

12


a
(£18,000 − £12,500) × 20% = £1,100


b
(£37,500 − £12,500) × 20% = £5,000


c
(£70,000 − £50,000) × 40% = £8,000


(£50,000 − £12,500) × 20% = £7,500


Total tax paid = £15,500 


d
(£200,000 − £150,000) × 45% = £22,500


(£150,000 − £50,000) × 40% = £40,000


(£50,000 − £12,500) × 20% = £7,500


Total tax paid = £70,000

AO3: Analysis
13
See worked example.
14
Possible ways include:
•
Increase in government spending will increase AD.
•
It will increase the derived demand for labour (i.e. workers are needed to produce more output).
•
Increased spending on education/training may reduce occupational immobility.
•
Increased spending on transport or other infrastructure may reduce other forms of structural unemployment.

15
Possible ways include:

•
Increased use of progressive taxes

•
Increased tax-free personal allowances for those on low incomes

•
Increases in targeted welfare payments (e.g. to the unemployed, those who are sick etc.)

16
Possible effects include:

•
Increase in direct taxes on employment income will reduce consumption.
•
Lower disposable incomes may have reverse multiplier effect on GDP.
•
Increase in corporation tax may reduce business investment.
•
Increase in corporation tax may deter foreign direct investment (FDI).
•
Increase in taxes on workers may mean disincentive effects increase frictional unemployment.
17
Possible reasons for the tax increase may include:

•
To tackle inflationary pressure/positive output gap

•
To reduce structural budget deficit

•
To correct market failure caused by negative externalities/inflation failure
· A suitable diagram would be AD/AS, Laffer curve or market failure.

18
Issues to include:
•
A balanced budget may prevent demand-pull inflation.
•
It would ensure the national debt does not rise significantly and should fall over time.
•
Credit rating should improve and interest cost of debt should fall.
•
Prevents crowding out.
•
Governments should use deficits to prevent negative output gaps.
•
Part of balance is due to economic cycle, which is difficult to always correct.
Points for evaluation:
•
Need to balance budget may depend on whether any deficit is cyclical or structural.
•
Balancing over economic cycle might be more justifiable.
•
Deficit funding for supply-side improvements might be wise.
•
Depends on size of budget balance and duration.
19
Issues to include:
•
Decreases in direct taxation may boost consumption and/or investment and real GDP.
•
There are likely to be multiplier effects.
•
Unemployment is likely to fall.
•
Cuts in business taxes might increase inward FDI.
•
There are likely to be supply-side benefits on unemployment via changed incentives.
Points for evaluation:
•
Any improved incentives to work are difficult to measure and may not be significant.
•
There are trade-offs with other objectives.
•
The effect may be largely inflationary if taxes are cut too low.
•
Measuring economic performance depends on a number of different economic indicators.
Supply-side policy

Practice questions
AO1: Knowledge and understanding

20
See worked example. 
21
Any policy that attempts to deliberately increase the LRAS/productive capacity of the economy.
22
Examples of supply-side policies include: direct tax reductions, reduced trade union power, improvements in education and training, cuts in welfare.
Examples of supply-side improvements include: natural increase in birth rate, people becoming more entrepreneurial, private sector innovations.
23
A flexible labour market is one that has few barriers or distortions, which means it operates more like a product market — with the equilibrium level obtained where labour demand equals labour supply. This should make it easier for firms to hire workers (and to shed them when they are no longer needed).

24
Those policies that are designed to make markets work more efficiently (and with fewer barriers/distortions) to potentially increase LRAS.
25
Policies that are designed to increase the LRAS by intervening more in markets — and often accompanied by increases in government spending.
26
The relaxation of laws that prevent entry into a market by new businesses. This should attract new entrants, increase competition and improve the efficiency of an industry.

AO2: Application

27

•
Cuts in direct taxes increase disposable income (or retained profits of companies), which leads to an increase in AD through increased consumption (or investment).

•
Cuts in direct taxes make working more attractive as workers keep more of their gross income. This should lead to an increase in the potential workforce and an increase in AS.

28

•
Cuts in direct taxes on workers increase the incentive to work.
•
Workers find work more attractive and increase the hours they wish to work.
•
Those frictionally/voluntarily unemployed are more likely to accept jobs.
•
The potential productive capacity increases if the labour supply increases.
29
A change in either the level of government spending or the rates of taxes that leads to an increase in LRAS. Examples include: cuts in direct taxes, cuts in welfare spending, increases in spending on infrastructure etc.

30
Free market: (a), (c). Interventionist: (b), (d)

31

•
A high-speed railway would make it easier/faster to travel greater distances.
•
This would reduce geographical immobility and lead to lower structural unemployment.
•
This would lead to an increase in LRAS.
AO3: Analysis

32
See worked example.
33
Possible ways include:

•
Improved education and training will reduce occupational immobility.
•
Increased spending on transport links will reduce geographical immobility.
•
Research and development subsidies may lead to innovations and advances in technology.
•
Grants by government may encourage more business activity.
34
Possible limitations include: 

•
Long time for many of these policies to take effect

•
May lead to increases in poverty and inequality (e.g. cuts in welfare)

•
Often harm the position of workers and are unpopular

•
Disproportionately benefit the better-off part of the population

35

•
Free-market supply-side policies may lead to an increase in LRAS, which leads to increased real GDP.
•
Reductions in trade union power may mean the free-market wage falls to the market clearing level, which increases the number of people in employment.
•
Cuts in welfare spending may reduce voluntary unemployment.
•
A labour market diagram or an AD/LRAS diagram would be suitable.
36

•
Increases in spending on transport infrastructure will reduce geographical immobility.
•
Increases in spending on education or training will reduce occupational immobility.
•
Increases in spending on education or training will increase productivity.
•
Cuts in welfare spending will reduce voluntary/frictional unemployment.
•
Diagram is likely to show an increase in LRAS.

AO4: Evaluation

37
See worked example.
38
Issues to include:
•
Supply-side policies should increase LRAS in various ways.
•
They avoid the trade-off between growth and inflation.
•
They are slow to take effect.
•
Demand-side measures are often more effective in the short term.
•
Supply-side policies can create the extra capacity but may not fill the capacity.
Points for evaluation:
•
Supply-side policies generate long-run growth.
•
Some supply-side policies can also boost short-term growth (e.g. interventionist spending increases).
•
The time period matters — it could be many years before they fully work.
•
Growth probably needs a combination of different policies.

Exam-style questions
Topic 13: Multiple choice and short answer
1
D

2
A

3
C

4
D

5
B

6
(£35,000 − £8,000) × 25% = £6,750

7
(£48,000 − £15,000) × 30% = £9,900

8

•
Reduction in trade union power may ensure that cost-push inflation from higher wages is contained.
•
Cuts in direct taxes incentivise people to work more and this increases the labour supply, which reduces pressure on wage growth.
•
Removal of barriers on labour markets (e.g. unnecessary laws) increases the productive capacity of the economy and ensures there are lower inflationary pressures.

9
Possible causes include:

•
Taxes being high

•
Government spending being low/reduced

•
Cyclical surplus

•
Structural surplus

10
Possible reasons include:

•
Provision of merit/public goods

•
Welfare provision to minimise poverty

•
Changes in spending to manage overall level of AD
•
To fund improvements in infrastructure

Exam-style questions
Topic 13: Data response

11
a
40% × £10,000 + 20% × (£50,000 − £12,500) = £4,000 + £7,500 = £11,500


b

•
Deficit has fallen from close to £150bn in 2010 to just over £32bn in 2018 — so yes.
•
Deficit has fallen from 9.3% of GDP in 2010 to 1.5% of GDP in 2018 — so yes.
•
Was this a cyclical reduction that occurred without government action being the cause?

•
Still runs a deficit, which, based on projected spending plans, is unlikely to be eliminated — so no.


c

•
Cuts in government spending will lead to a fall in AD.
•
Cuts in government spending may also lead to a fall in LRAS.
•
Multiplier effects are likely.
•
Unemployment is likely to rise.
•
Some crowding in may occur.
•
Diagram may include AD/AS with decrease in AD. An alternative diagram may show a fall in LRAS as well as a decrease in AD.


d
Issues to include:
•
End of government cuts will ensure AD does not fall any further.
•
Likely to lead to increased GDP/employment.
•
Improvements may be made to the supply side.
•
May be inflationary consequences if government spending rises too quickly.
•
Budget deficit may not be eliminated — depends on cyclical/structural aspect.

Points for evaluation:
•
Welfare/standard of living is likely to be improved.
•
May generate conflicts with other objectives.
•
Does this mean the end of cuts or the start of rises in government spending?

•
Depends on what any increases in government spending are focused.

Exam-style questions
Topic 13: Essay

12
Possible points include:

•
Increases in AD if direct taxes are reduced

•
Increases in SRAS if indirect taxes are reduced

•
Increases in LRAS if direct taxes are cut

•
May have positive effects on growth but with inflationary consequences

13
Issues to include:
•
Supply-side policies should expand the productive capacity (i.e. increase LRAS).
•
They should allow non-inflationary growth.
•
They may improve the export performance of an economy.
•
Other kinds of unemployment can be reduced.
•
They are long-term policies.
Points for evaluation:
•
Supply-side policies can avoid many of the trade-offs that ‘demand-side’ policies create.
•
They may still generate some trade-offs.
•
The timescale is likely to be longer term.
•
Their effects are often uncertain — some may not work effectively.

Topic 14
The international economy

Globalisation

Practice questions

AO1: Knowledge and understanding

1
Globalisation means the increasing interrelationship and interconnectedness of economies across the world.

2
Where part of the operations of a business are moved to another part of the world, or to another business — usually to take advantage of lower costs/cheaper supplies/lower barriers obtained elsewhere (e.g. lower wages in less developed countries).
3
The use of standardised, uniform transport containers that can be used across multiple modes of transport, thus lowering the cost and speeding up the efficiency of transportation across borders.
4
Causes include:
•
Improvements in communication

•
Improvements in transport

•
Containerisation

•
Closer political ties

•
Increases in free trade agreements

•
Reduction/abolition of capital controls

5
Advantages include:

•
Boost to GDP

•
Increased employment opportunities

•
Tax revenue for government

•
Technology transfer

Disadvantages include:

•
Environmental exploitation

•
Avoidance of tax (via transfer pricing)

•
Low wages offered

•
Unethical treatment of labour supply

AO2: Application

6
The international transport of goods has become much more efficient through containerisation. This is where uniform containers are used to store and transport goods. These containers can maximise storage potential and can be used interchangeably on different modes of transport, making it faster and therefore cheaper to move goods across the world. This means that the benefits of specialising and trading are greater, given that transport costs will be lower.

7
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AO3: Analysis

8
Possible benefits include:

•
Generates a contribution to the GDP of the less developed economy

•
Employment opportunities

•
Tax revenue for government

•
Technology transfer

9
Possible benefits include:

•
Larger markets for businesses

•
Economies of scale

•
Lower costs of production via outsourcing

•
Greater sales due to larger market

10
Possible drawbacks include:

•
Exploitation of environment

•
Need to adopt restrictive fiscal and monetary policies to attract FDI

•
Competition from larger and more efficient MNCs may drive out smaller businesses

•
Poor treatment of workers

AO4: Evaluation

11
Issues to include:
•
Will contribute to the GDP of the economy — but may drive out local businesses

•
Will generate employment — but may exploit local labour

•
Will generate tax revenue for government — depends on tax avoidance measures

•
Harmful for natural resources/environment

•
Technology transfers

Points for evaluation:
•
Likely to be some benefits even with tax avoidance

•
Multiplier effects on local businesses

•
Depends on relative size of MNC compared with size of economy — on who has the power.

•
Issues such as corruption may prevent benefits being felt widely.
12
Issues to include:
•
Outsourcing by business in developed economies can be beneficial for both.
•
Low-cost competition in less developed economies can offer lower prices but drive out higher-cost businesses in developed economies.
•
Globalisation allows exploitation of comparative advantages, which should benefit all.
•
May be economically beneficial but carry a social or environmental cost.
Points for evaluation:
•
In theory, free trade should be mutually beneficial.
•
In reality, there are barriers that often benefit the developed economies more than the less developed.
•
There will be winners and losers on both sides.
•
Economic success may not be equally shared out within countries.
Trade

Practice questions
AO1: Knowledge and understanding

13
A tax on imports/customs duty designed to restrict the volume of imports into an economy.
14
A restriction on the quantity of a particular import into an economy.
15
A free-trade area between countries with no trade barriers but also a common external tariff on trade with countries outside the customs union.
16
Implementing policies that are designed to protect an economy from the effects of imports (or to encourage exports), such as to improve the current account balance or to maintain employment levels.
17
Absolute advantage exists when a country can produce a product at a lower cost than in another country.

18
A country has a comparative advantage if it can produce a product at a lower opportunity cost than in another country.

19
A method of protecting an economy by boosting exports (or discouraging imports) is used when a government provides money in the form of subsidies for industries that could produce exports. The subsidy allows the selling price of the potential export to be lower than it would be in the free market.

AO2: Application

20
See worked example.
21
Northron has an absolute advantage in capital goods, and Southattica has an absolute advantage in consumer goods. If each country fully specialised in its own absolute advantage, then world output would be as follows:

	Economy
	Consumer goods (units)
	Capital goods (units)

	Northron
	0
	400

	Southattica
	260
	0

	World
	260
	400


22
a
In Technolopia (in units): 1 computer costs 1/3 agricultural output and 1 agricultural output costs 3 computers

In Ruralia (in units): 1 computer costs 1 agricultural output

b

	Economy
	Computers (units)
	Agricultural output (units)

	Technolopia
	960
	0

	Ruralia
	0
	160

	World
	960
	160



c

	Economy
	Computers (units)
	Agricultural output (units)

	Technolopia (*)
	720
	80

	Ruralia
	0
	160

	World
	720
	240


(* ¾ of resources are used to make computers, ¼ to make agricultural output)

23
The developed country has an absolute advantage in both products. However, neither country has a comparative advantage in any product. The opportunity cost of making one product is exactly the same in both countries (1 unit of consumer goods ‘costs’ 7/4ths of a unit of military goods) and specialisation would not increase overall world output.

24
Possible changes include:

•
Greater trade with EU — though this may decline depending on exit deal with EU

•
China and India representing growing export markets for UK (though still small in total compared with EU)

•
Gradual decline of export of manufactured goods

•
Rising importance in trade in services (especially financial services)

25

[image: image13.jpg]Price

S (domestic)

World supply
+ tariff

N

I\‘ World supply T

D (domestic)

Q

Q3

Quantity




26

	Trading bloc
	Feature

	Free trade area
	No trade barriers between members

	Customs union
	A free trade area with a common external tariff

	Single market
	A single market with harmonisation of some regulations and freedom of movement for labour and capital


AO3: Analysis
27
Possible methods include:

•
Tariffs

•
Quotas

•
‘Red tape’

•
Export industry subsidies

28
Possible benefits include:

•
Low prices from less developed countries

•
Larger markets for businesses to supply

•
Larger pool of labour available

•
More choice available

29
Arguments used include:

•
Infant industry

•
Protect jobs

•
Strategic reasons

•
Prevent dumping

AO4: Evaluation

30
Issues to include:
•
Comparative advantage allows gains to be made from specialisation and trade.
•
Allows importation of products for lower prices.
•
May lead to job losses in industries where there is no comparative advantage.
•
Greater choice available — goods that are better quality may be available.
Points for evaluation:
•
Likely to be winners and losers in the country.
•
Good for those employed in industries with comparative advantage.
•
Jobs likely to be lost in other industries.
•
Currency value will determine how gains from trade are shared out.

31
Issues to include:
•
May restrict imports, which means consumers switch to domestic alternatives.
•
May save jobs if domestic substitutes are chosen after protectionist measures are used.
•
If quality of output is higher on imports, then measures may be less effective.
•
Higher prices for imports may reduce spending power elsewhere and lead to job losses in other sectors.
Points for evaluation:
•
Retaliation is likely to follow any imposition of protectionist measures.
•
Jobs saved in one industry may result in jobs lost elsewhere.
•
Depends on extent to which high wages/prices matter in producing output.
•
Protectionism may promote inefficiency, which doesn’t save jobs in the long term.
The balance of payments

Practice questions
AO1: Knowledge and understanding

32
A record of all the transactions that take place between the UK and the rest of the world — consisting of the current account, the capital account and the financial account.
33
There is a current account deficit when the outflows of income between the UK and the rest of the world relating to trade, investment incomes and other transfers are greater than the inflows.
34
Three components:
•
Current account

•
Capital account

•
Financial account

35
The net difference between income earned on investments located outside the country of ownership and income paid on investments located domestically but owned by overseas countries.
36
Transfers of money received in the UK from abroad, less transfers paid out abroad relating to non-productive transactions (e.g. gifts, donations).
37
Any three from:

•
Devaluation

•
Deflationary policies/Decreased AD
•
Supply-side policies

•
Protectionism

AO2: Application

38
Current account balance
= exports − imports + primary income balance + secondary





income balance






= (£165m + £46m) − (£194m + £39m) + £7m − £4m






= £19m deficit (i.e. −£19m)

39
Trade balance
= current account balance − primary income balance – secondary




income balance




= (5.6) − 0.9 − (0.2) = £6.3bn deficit
40
Trade in goods and services: (a), (d). Primary income: (b), (e). Secondary income: (c)

41
Increase UK exports: (c), (b), (e). Increase UK imports: (a), (d)

AO3: Analysis

42
Possible issues include:

•
Reductions in trade union power mean that the cost of employing workers decreases therefore improving price competitiveness of output. 
•
Improved educational performance may improve productivity, which leads to improved price competitiveness.

•
Incentives for businesses to invest may lead to increased efficiency and increased price competitiveness of exports.
43
Possible points include:

•
It is a good indicator of sound export performance.

•
It is unlikely to lead to inflation.
•
There will be less chance of structural unemployment.
•
There will be higher living standards (as long as imports aren’t being suppressed by low growth).

44
Devaluation may improve the current account balance by making exports more price competitive in international markets — which should lead to an increase in volume. It should also lead to a lower quantity of imports, as they will become more expensive to purchase in the domestic market.

In the short term, devaluation may worsen the current account balance. This is because the demand for exports and imports is more price inelastic in the short term. This may mean that the increase in export volumes is slow to be achieved. However, although the demand for imports may not change much in the short term, the price of imports rises immediately after the devaluation. This means the value of imports rises. This leads to the J-curve effect as the current account balance worsens before it improves (as demand becomes more price elastic over time — hopefully).

AO4: Evaluation

45
See worked example.
46
Issues to include:
•
A current account deficit means an outflow of currency over time.

•
Foreign currency reserves may eventually be depleted.
•
The exchange rate floats, which may allow adjustment to the current account balance in the longer term.
•
A surplus on the other parts of the balance of payments would ensure the outflow is dealt with.
•
Interest rates can be used to attract hot money if necessary.
Points for evaluation:
•
If the deficit is small, it may only mean a small outflow.
•
It is the overall balance on the balance of payments that generates the overall outflow.
•
The UK can usually borrow money to generate an inflow.
•
The adjustment mechanism via a floating exchange rate is unlikely to be very effective.
Exchange rate systems

Practice questions
AO1: Knowledge and understanding

47
See worked example.
48
Where the government intervenes in the foreign exchange rate market to stabilise the currency’s value around a central rate.
49

•
Where the exchange rate is subject to government intervention.
•
Interest rates and open market operations may be used to influence the exchange rate’s value.
•
It is usually somewhere between a fixed and a floating regime.
50
This is where the government intervenes in the foreign exchange market in order to influence the value of the currency. This is done by artificially manipulating the demand and supply of a currency through purchases and sales of the currency by using foreign reserves as appropriate.

51

•
A group of countries joining together and adopting a single currency between the members.
•
Monetary policy is the same for all members of the currency union — i.e. a single interest rate policy.
AO2: Application

52
£1 = €1.25 = $1.50. Therefore €1 = $1.50/1.25 = $1.20
53

•
Germany: income per capita in £s = 57,000/1.10 = £51,818

•
USA: income per capita in £s = 62,000/1.20 = £51,667

•
Germany has higher income per capita.
54
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55
Factors increasing the exchange rate: (b), (c), (d). Factors decreasing the exchange rate: (a), (e)
AO3: Analysis

56
See worked example.
57
Benefits:

•
Monetary sovereignty (i.e. control over own interest rates)

•
No need for reserves

•
Exchange rate adjusts to correct current account imbalances etc.

Drawbacks:
•
Difficult for businesses to plan ahead (e.g. with future budgets)

•
Exchange rate may lead to imported inflation

•
Loss of competitiveness if exchange rate remains high

AO4: Evaluation
58
Issues to include:
•
The UK has maintained an independent monetary policy.
•
Uncertainty exists for businesses caused by currency volatility.
•
In a currency union, a lack of competitiveness may emerge, which isn’t easy to restore.
•
There is no need to hold large currency reserves if exchange rate can float.
Points for evaluation:
•
Depends on how significant trade with the eurozone is.

•
The UK is now out of the EU — it would have been a very odd move if this had still occurred as a eurozone member.

•
Forward market purchases may alleviate exchange rate uncertainty.
•
The UK might be forced to ‘bail out’ other countries if it became a member.
•
The economic cycles of the eurozone and the UK are not sufficiently aligned.
59
Issues to include:
•
Means interest rates can be used for achieving other objectives.
•
Exchange rate can adjust to correct current account imbalances.
•
No need to hold foreign currency reserves.
•
Exchange rate uncertainty is bad for business.
•
Exchange rate may remain at ‘wrong’ level (i.e. overvalued or undervalued).
Points for evaluation:
•
Difficult to fix the currency even if desired.
•
There are arguments for and against floating — it’s not perfect but may be best.

•
Depends on how open an economy is to foreign trade/investment flows.
Economic growth and development

Practice questions
AO1: Knowledge and understanding

60
Economic growth is measured by the change in national income (e.g. GDP) over a period of time. Economic development is multidimensional — although it includes economic growth, it also includes a number of other factors such as access to education/health, freedom of individuals and so on.
61

•
Income per capita (based on PPP exchange rates)

•
Life expectancy — as a measure of health

•
Mean and expected years of schooling — as a measure of education

62
Features include:
· Low income per capita
· Low median age for population
· Reliance on primary sector output
· Fast-growing population
· Larger than average informal economy
· Poor infrastructure
· High rural population
· Poorly developed financial markets

63
Any policy or set of policies designed to move a country closer to attaining development that relies on removing obstacles which prevent markets working as freely as possible, such as removal of subsidies for import-substituting industries.

AO2: Application

64
Market-based: Removing maximum prices; Trade liberalisation; Policies to attract FDI

Interventionist: Debt cancellation; Overseas aid; Increases in state welfare

65
Market-based: Tariff removal; Decreased subsidies; Privatisation of state-owned businesses

Interventionist: Investment in education; Construction of transport network; Policies to maximise aid

66
Possible ways:

•
Apart from oil and some other commodities, the average price of primary products is falling over time in real terms. This means that the level of earnings from exports of primary products will fall. They are largely income inelastic as well, which means that as the world gets richer, the demand for primary products will not rise quickly, or by much at all.

•
The price of primary products is more volatile than that of other types of products. This means that the earnings from primary products in terms of foreign currency earnings will be unpredictable, making it difficult to plan potential investment in other areas of the economy, such as infrastructure. Given that infrastructure is a long-term investment, this makes it hard to attain development.

AO3: Analysis
67

•
Investment adds to AD and this increases GDP in the economy.

•
There is a potential multiplier effect.
•
Investment in education can help reach developed status by increasing productivity.
68
Possible ways it may prevent development include:

•
Makes businesses less efficient.

•
May represent a waste of government money that could have been used more effectively.

•
FDI will be harder to attract.
•
May be difficult to generate movement of workers (for poor transport infrastructure).
69
Possible policies that can be used:

•
Trade liberalisation

•
Removal of subsidies

•
Attracting FDI

•
Removing protection from markets

•
Aid

•
Better education and training

•
Infrastructure development

•
Better financial markets
AO4: Evaluation

70
Issues to include:
•
Development will depend on a number of criteria being attained.
•
Economic growth can move an economy closer to development.
•
Trade would be associated with an increase in exports and an opening of markets.
•
Aid is an alternative policy to use to attain development.
Points for evaluation:
•
Trade may mean an opening up of markets, which is damaging to some local businesses.
•
A combination of approaches is most likely to work.
•
Non-financial factors may well prevent development being attained even if trade is encouraged.

Exam-style questions

Topic 14: Multiple choice and short answer
1
D

2
C

3
B

4
D

5
D

6
$1.35/1.10 = $1.23
Therefore $1 = 1/1.23 = £0.81
7
(96 – 106)/106 × 100 = −9.4% (i.e. a fall)

8
£811,212m + £231,241m − £787,979m – £98,010m = £156,464m

9
There are a number of solutions:

•
Tariffs/quotas/other protectionist measures

•
Deflation (i.e. contractionary policies to rescue AD)

•
Devaluation

•
Supply-side policies
•
A tariff diagram (demand and supply) is the most likely, but an AD/AS diagram with a decrease in AD leading to reduced imports, or one showing an increase in LRAS improving the price competitiveness of UK exports, are also suitable.

10

•
Countries have a comparative advantage if they can produce at a lower opportunity cost.

•
Even if a country has no absolute advantage, it may still be worth specialising.
•
Specialisation in the comparative advantage means total global output can be increased.
•
Trade then becomes worthwhile as countries can consume beyond their own internal production possibility curve (PPC).
•
An appropriate diagram is with PPCs — one for each country, showing differences in opportunity cost of production through differences in gradient, or a numerical table showing differences in what can be produced in each country (again, it would have to show differences in opportunity costs).

Exam-style questions
Topic 14: Data response

11
a
GDP = £90,897m/0.05 = £1,817,940m, i.e. £1,817.9bn


b

•
Some evidence that current account deficit increases as economy grows (deficit increases from £32.2bn in 2011 to £102.8bn in 2016, and GDP growth is positive throughout this period).

•
Deficit falls in 2011 and in 2017 despite economy growing.
•
Largest growth in GDP is 2.3% in 2015 but deficit peaks in 2016 at £102.8bn.

c

•
Should increase LRAS and lead to lower inflationary pressures.
•
Should make exports more competitive.
•
Increases in productivity should lead to lower unit cost for output.
•
Lower cost production should reduce reliance on imports.

d
Issues to include:
•
A deficit may indicate a structural weakness in UK industry.
•
A deficit may deplete the foreign currency reserves.
•
A surplus elsewhere on the balance of payments may compensate.
•
A deficit may be an indicator of other objectives being attained (i.e. high growth and low unemployment).
•
Exchange rate adjustment may occur to reduce the deficit.

Points for evaluation:
•
Depends on the size of the deficit both in absolute terms and as a % of GDP.
•
Depends on whether the exchange rate is floating or fixed.
•
Depends on the duration of the deficit and trend in size.
•
Depends on the ability of the country to attract other investment flows.
Exam-style questions
Topic 14: Essay

12
Possible factors include:

•
Relaxation of import controls

•
Faster domestic growth in GDP, which would increase imports

•
A slowdown in the world economy leading to lower demand for exports

•
Worsening efficiency of industries (in terms of productivity and general price competitiveness)

13
Issues to include:
•
It should boost export performance.
•
Imports should eventually decline.
•
Jobs and growth may be boosted by the increase in exports.
•
Likely to be inflationary.
Points for evaluation:
•
It will help with some of the economic objectives but not all.
•
There will be a J-curve effect.
•
Depends on Marshall–Lerner condition being satisfied.
•
Depends on response of other economies.
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