' o Qa8 L% 308 ¥ .8 2R § SN O BN BN %
&g \\\‘5 A § svrand | Dl el & F 88T F SESMS

n XY Sans § e Sy & 3 =y ¥ Ry 8%

ECOI'IomICS Al oY & Lawe § LITNNCEY M § SR & RN

Theme 2: UK Economy:
Performance & Policies

Course Companion for AS and
A Level Edexcel Economics A

endorsed for

edexcel

Second Edition, 23" June 2016, Endorsed for Edexcel

4 POD

zigzageducation.co.u
5863

R

Publish your own work... Write to a brief...
Register at publishmenow.co.uk




Contents

Thank You for Choosing ZigZag EdUCation.........ccccueeiiiiiiiiiiiieieiiniis s asss s s s annnees ii
Teacher Feedback OPPOrtUNIty ......cciiiiiiiciiiiiii i s s s s s s s s s s s ssssssssssssssnssssssssssssanssnnnns iii
Terms and CoONditioNS Of USE ....ciiiiiiiiiiiiiiiiiiiiissieiiiiissssssssssss s ssssssss s s ssssss s s s ssssssssnnssssssssssssnsssnnnns iv
LICCE Lol o LT [ 1o T [T ot Lo T o Ut 1
INErOdUCTION 1O MACIOBCONOMIICS ...uttiieieeiiiiititees i e e ettt e e e e e sttt e e e e eee sttt et eaeeessassanbettaeeesaesaanbebeaeesesassnnseaeaeeesansans 2
Measures of ECONOMIC Performance (2.1)....ccooiiiiiiiiiiiiiiiisiisisissssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnss 3
X oleYa Vo] o o[ Tol € oV i o IR PSPPI 3
0] =1 oY o PP PPPPR 11
Employment and UNemPIOYMENT .......ooiiiiiiiiiiii ettt et e et e st tee e s e setbeeesbeee e sabbeeesebeeeesmbeeeens 18
Balance Of PAYMENTS ...ttt e e e bttt e et e e s aa et te e e e s e banteeeeeseaab bt eeeeeneeeaaan 25
Questions: Measures of ECONOMIC PErforMancCe. ... ... .. e ettt e eennennennennnnnnnnnnns 28
Exam-style Questions 1: Measures of ECONOMIC PErfOrmMantce ........ccoi i iiiiiiiiiiieee ettt e 30
Aggregate DemaNd (2.2) ........eeeeeeeeeeeeeeeeeeieeeeeeeeeeeeeeneeene————————————assteerttetrrttttttr . n_____sssssssssssssssssssssssssessssesees 32
(070 0 E U 4 o1 o 1T X () 34
INVESTIMENT (1) eeiiieiiiiiieee e ettt et et eeeee et e e ettt e eeeeee st e st e eeeesesasaataaesessesban naaeeeesessssntnaesessesssntanneesesssnsnnnsnnsens 35
GOVErNMENT EXPENAITUIE (G) ..uveiieiiiiiiiiiiiiitiitii i tataatautantantantensenssssnssnssnssssssnnsnnssnsnnsssssssnssnssnssnssnssnssssnsssnnnns 37
NET TFAE (X = M) ceeeeiiiieee ettt e ettt e e ettt e e e e e e e et e st e eeeeesesast b e sesaesban i eeeeessssssnnnsaesessesssntanneesesssnsnnnsansens 38
QUESEIONS: AGEIregate DEMANG ...cciiii ittt ettt e ettt e e e e e et teees s et bateeateetee s aaeeaeeesseaabastaaeaessnassnseens 40
ABEIregate SUPPIY (2.3) iiiiiiiiiiiiiiiiiiiiseiieii i ssssssssss s s s s sssss s s s s aas s e e e e e s e s e s s e e R aa e e e s e e e e s s aaa s e e eeea e aaaaes 41
ShOFT RUN @NG LONG RUN ettt ettt ettt ettt e et e e sab et e s et ee£e s sbt e e enbeee e eabbeeeseabeteesasbeessbbeeeenamebens 41
AAS CUIVES ettt ettt ettt e et ettt e e e e e et etta b e e e e e e et tae et e e e eetaeean seeeeetetbene e e e ee et e e nb e e e e ee et eet b e e eebeennaans 44
(07 TU T T oy a1 =1 o o PSR 46
QUESEIONS: ABEIEBAtE SUPPIY weeeieeiiieiee ettt et te e sttt e bbbt e e s te e e s sabteeesmtaeeeaneeens 49
Exam-style Questions 2: Aggregate Demand and AgEregate SUPPIY ....coevuriri ittt 50
NatioNal INCOME (2.4).uuueiiiiiiinnnnssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssses 52
INJections anNd WIhAraWals...... ... ittt e e e e ettt e e s e et e et e e e s e e baeeee e e s s et 53
THE IMURIPIIEE ettt e e ettt e e e e e bbbttt e et e e s b abt et e e e e e e e bmaeeteeeseaabbareeeaeeeeesann 56
QUESTIONS: NATIONAI INCOME ... ettt e sa e en s s s s snmsnsnnsmssnsnnssnsnnsnnnn 58
ECONOMIC GFrOWLI (2.5) . iieeeuueiiiieiiiieienneieieeteeeennnsseeeeteesssssssssssesseesssssnsssssssssssssnsssssssssssssnsnnssssssessssssnnnnnnnnns 59
Causes and IMPACtS OF GrOWLN ..........uuiiiiii bttt earearaaraasssnasensssssnsnsssssnssnssnssnssnssnsnsssssnssnnnnns 59
Trade (Business) Cycle and OULPUL GAPS c.eeiiiiiiiiiieeiieeieeieeieeeeeeeieeeeeereseeseeteaesaeaaeaaeaaseesteseeseessesesseasessesseaseaseeseaeeaeeans 61
QUESEIONS: ECONOMIC GIOWEN ....iiiiiiiiiiiieiie ettt e e e s s et be et e et e e sbabeeaeees s e babeeaeeesssnnssnseens 64
Macroeconomic Objectives and POlICY (2.6)......ccciiiiuiiiiiiiiiiiiinnniiiiiissessssssssssnssssssssssssssssssssssns 65
Possible MacroeConOmMiC ODJECHIVES ....ccoiuuiiiiiiiii ettt ettt e st eee e e e setbeeeesbeee e sabbeeeseabeeeesnbeeeens 65
DEMANG-SIAE POIICIES ...vvviiiieeieeiiiiiiiteee e ettt ee e e e e ettt te e e s s see bt e eeeesesattaeeaeaeeeessanssbaeeaessenasssnaeeaaesssnsssnnanneansensnns 66
SUPPIY-SIAE POICIES ettt ettt ettt et e e ettt e s et bttt e s sbt e e embete e eabbeeesaabateesambeeesbbaeeen sanbeas 72
Conflicts and Trade-offs between Objectives and POlICIES. ... ..coeiuiiiiiiiiie et 74
Questions: Macroeconomic Objectives and POLICY ........eii ittt 76
Exam-style Questions 3: Macroeconomic Objectives and POlICY.......cccouiiiiiiiiiiiiie e 77
4T T 79
Y I U=t ) il oo Ty o Ta Y [oll o= o o4 s o I o Tl = SRR 79
AgEregate DemMAaNG (AD) ..ooiii ittt ettt e e e e ettt e e s e et ee et e e e s e ea s et te et e e ee e b eee e et e e e e e are bt eeeeseeanrrae 82
ABEIEEATE SUPPIY e e e e e a e e e e e e e e e e e e e e e e e e r e e e e e e raaraaaaans 85
A To o F= 1 o Tole s 1= ISP PPPPPPPRN 87
ECONOMIC GIrOWLH (et ettt e e e e bttt e te et e e s abteteeeeseasbantaaeeesesabbabaaeaanseesans 89
Macroeconomic Objectives and POICIES........cocii i et e e e e e e e e e e e e e e e e e e e e e aeaaeaaeans 91
Answers to EXam-style QUESEHIONS ......cuvviuiiiiiiimimmimimmimiiimiiiimiiisiiiisisisssiiiitiiiiiiimimissssssssssssssssssssssssssssssssssssssss 94
EXAM-SEYIE QUESTIONS L...niiiiiieiiiee ettt ettt ettt ettt ettt e et e e e bttt e s e bt ee e ea sbtbeesabee e e sasbeeeseabeaeesmbeeeeeabbeeesansaeeeens 94
EXAM-SEYIE QUESTIONS 2.ttt ettt ettt ettt et e e e bttt e s e bt ee e ea sbtbeesa et e e sasbeeeeeabeaeesambeeeeeabaeeesaataeeeens 95
EXAM-SEYIE QUESTIONS 3 ... ittt ettt ettt ettt ettt ettt e e bt e e s e bt ee e ea sbtteeea et e e sasbeeeseabeaeesanbeeeeeabbeeesaabeeeeens 96
1€ o T T o 97
0= 11 T 1T X3 Y 99



Edexcel Economics A Theme 2 Course Companion: Marketing & People

A Note Regarding Endorsement

In order to ensure that this resource offers high-quality support for the associated Pearson qualification, it has been
through a review process by the awarding body. This process confirms that; this resource fully covers the teaching and
learning content of the specification or part of a specification at which it is aimed. It also confirms that it demonstrates
an appropriate balance between the development of subject skills, knowledge and understanding, in addition to
preparation for assessment.

Endorsement does not cover any guidance on assessment activities or processes (e.g. practice questions or advice on
how to answer assessment questions), included in the resource nor does it prescribe any particular approach to the
teaching or delivery of a related course.

While the publishers have made every attempt to ensure that advice on the qualification and its assessment is accurate,
the official specification and associated assessment guidance materials are the only authoritative source of information
and should always be referred to for definitive guidance.

Pearson examiners have not contributed to any sections in this resource relevant to examination papers for which they
have responsibility.

Examiners will not use endorsed resources as a source of material for any assessment set by Pearson.

Endorsement of a resource does not mean that the resource is required to achieve this Pearson qualification, nor does it
mean that it is the only suitable material available to support the qualification, and any resource lists produced by the
awarding body shall include this and other appropriate resources.

All rights reserved © ZigZag Education
Unit 3 Greenway Business Centre
Doncaster Road
Bristol
BS10 5PY

www.zigzageducation.co.uk



Teacher’s Introduction

This resource is designed to supplement and enhance your teaching of the 2015 linear Economics A Level. It has been written
to cover every aspect of Theme 2 of the Edexcel Economics A course as well as options for further research and study for
keen and interested students. As 15-20% of the exam will be quantitative, this resource has ensured all the relevant maths is
covered; however, it is assumed the students have a basic GCSE-level understanding.

These notes can be given to students before a lesson (to allow students to read ahead in preparation) or after a lesson (as a
revision tool to strengthen and build on current knowledge), or students can work through the resource in class.

At the beginning of every section is a list of content that the students will be learning. This is designed to prepare them for
the lessons that follow and it can also be used as a checklist, either after learning the section or during revision, to remind
students of the content they have studied and ensure they have learnt the points on the specification. Questions and
answers are provided at the end of each section; these consolidate and develop pupils’ learning.

Each specification point has complete notes with all the relevant diagrams clearly explained and examples given where
possible to help students relate their theoretical knowledge to real-life situations. Any key terms are defined either at the
beginning of a topic or in key-term boxes throughout.

Other boxes include:

®  Further Your Economic Knowledge: These boxes are designed for students who may want to expand their studies and
learn more about certain topics. The content in these boxes is relevant to the course and although not essential, they
can be used in the exam to gain A* points.

e  Activity! These boxes include a wide range of interactive or visual activities to secure and recap on knowledge, or
provide materials for reading around the topic. These can be used to break up lessons and to support various types of
learners.

e learn More! These boxes provide links to extra materials such as articles and videos, which will enable students to read
around a topic.

e  Evaluation Point Edexcel will reward marks to students who exhibit AO3 and AO4 skills. These boxes provide tips to
students that will allow them to analyse and evaluate topics.

®  Be careful! These boxes highlight common mistakes that pupils make and explain why they often occur.

® Link circles: The exam board wants students to be able to make connections across themes and sections, (‘\
for example using PPFs from Theme 1 to evaluate an economy when talking about migration in Theme 2. ‘ 114
These circles link students forward to topics they will study or backwards to topics they have already
studied that will relate to their current lessons. The numbering used relates to the specification numbering.

Specification note:

The order of the specification has been mirrored as much as practical, with just a few notable exceptions:

® ‘Causes of inflation’, 2.1.2e, is covered at the end of Aggregate Supply (2.3), after AD and AS have been introduced.

®  Some sub-topics have been reordered within the larger specification topics in order to give what | hope is one logical
teaching approach (for example, in 2.1 ‘Measures of Economics Performance’, economic growth has been dealt with
third rather than first).

The specification requires the students to have knowledge of the UK economy over the last 10 years. The main aim of this
companion has been to provide student-friendly explanations of often-complicated theory. While up-to-date information
about the UK economy has been provided in this companion, coverage of this element should be supplemented by further
UK-based case studies and examples to consolidate learning.

July 2015
Second Edition, Endorsed for Edexcel, 26th April 2016
Minor corrections and additions to meet Edexcel endorsement standards:
® Page 3: Clarified that economic growth is growth in real/ GDP.
® Page 6 and 62: Added more recent UK data to the graphs.
® Page 16: Clarified that QS make up 20% of A Level exams and 15% of AS.

Free Updates!

A webpage containing all the _ Arr— )
links listed in this resource is Register your email address to receive any future free updates

conveniently provided on made to this resource or other Economics resources your school
ZigZag Education's website at has purchased, and details of any promotions for your subject.
zzed.uk/5863 * resulting from minor specification changes, suggestions from teachers

and peer reviews, or occasional errors reported by customers

Go to zzed.uk/freeupdates
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Introduction to Macroeconomics

In Theme 1 we looked at microeconomics which focuses on individual ma
We thought about the supply and demand of goods and services: how mu
more will companies produce if they can get a higher price for their good
How will consumers respond? We looked at decision making at the level
individual people and firms. Does the demand for apples change if pears
become more expensive?

onomics and ta
S economy as a w
he national output of
pply and gggregate demand, w

We now turn our attention to macr
things. Macroeconomics %2
a firm's output, wethi
becomes ¢

On the maci? ,
supply and deggy
look quite different

In microeconomics we looked at how the government might intervene to
failure in a single market. Macroeconomics considers the role of the gove
in the entire economic system. We think about what causes an economy
why growth is important and the tools at the government’s disposal to pr

When looking at an entire economy we have to extend
economies too. Most countries have open economies
What’s the balance between imports and exports? Wh
change?

Macroeconomics might seem more relevant; it considers the big issues su
and GDP that politicians are invariably talking about on the news. Howev
the microeconomic principles which underpin a lot of macroeconomic the
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Measures of Economic Perforn

, ] s
By the end of this topic, you should understand... s
B
l .
Economic G.rowfh . . \\\\\\\
- What is meant by interconnectedness of economies i i,
- Economic growth as a change in the rate of real GDP §\§”§\:
SRS
- The difference between value and volume, total and per capita, real and n _\_::i_\_\_\_w
- The purpose of purchasing power parities \\\\\\\\E
- National happiness &‘@
- The limitations of GDP "‘\\QW‘N
i ¥
v Inflation R
- Difference between inflation, deflation and disinf \@%\\‘:\\
- The effects of inflation an consumers, fi niient and workers %\ \\\;\
- How inflatien is measured wsin ' k- \@
v Unemployment = &\\\\\%
- Difference ment, unemployment and underemployment R
- \\‘,\\\
_ %
. - S \\\
\\\\\\\e
B
v" Balance of Payments \\@%\‘
- The structure of the balance of payments \\\
- What is meant by a current account deficit and a current account surplus
T T T T T T T e T B L B B T L B B L B B B BB L B B L B BB L L L L B BB L L \\\\\\\\\
& \
\\

Ui

e
pd
P
// E
’»:/7,%'/’:/

Economic Growth

Economists and politicians alike are obsessed with growth. It’s the fundamental
is doing and arguably one of the most straightforward to interpret: growth mear
means more money and it means a better standard of living in general. In this se
growth is and how it can be measured.

\\ \\‘\\
s
\

\

\\\@ i

x:\\;:

S

Gross Domestic Product (GDP) and Economic Growth
The most common measure of growth is ‘real’ gross domestic product
(real GDP). GDP is the sum market value of all the goods and services
produced in one economy in one year". It can be calculated either by
finding the sum value of the economy’s income, or the sum value of
the economy’s expenditure. Remember the circular flow diagram!
Every time somebody spends money (expenditure), a producer has
earned that money (income}, ergo expenditure should equal income.

P shows the size
3es'shows the growth
onomic growth is the valu
GDP. This can be seenona P
PPF shows the maximum po
produce; if all its resources w
s 2.6%. A allocated. A shift outwards o

economy will ‘double in size every 27 years. economy has a greater capa
If this is increased to 3.2% a year then the goods and services and is mo
time it takes to double decreases to 22 increase its real GDP. There i
years — 5 years sooner! growth.

COPYRIGHT
PROTECTED

Did you know...?

Small differences in growth rate
can have big effects on
mainmined Logn v ¢
average

)

Qg

Education,

* GDP can be measured using various time frames, such as every month, or even every d
otherwise, GDP values use one-year time periods.

A Level Edexcel Economics A Course Companion Theme 2 Page 3 of 102




ACTIVITY

The technical definition of a recession is two consecutive quarters of

mind, think about the graph below which shows quarterly growth figures for th b
e
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QUANTITATIVE SKILLS

S

Percentage Change

In macroeconomics it's often useful to express changes in percentage terms. For
UK was £381,142,000,000 in 2005 (source: ONS). This rose to £396,566,000,
£15,424,000,000. On their own, these figures are hard to interpret — they are |

A much simpler way of expressing the increase in growth is to look at percentag
calculate this is shown below:

(new value — old value)
% change = X 100
old value

Putting our figures into this formula we get:

COPYRIGHT
PROTECTED

x 100 = 4.05

Y% over the course of the year. This is much easie
of s conomies. Make sure you're comfortable with calculatir
rebgoart of economics.

19
Volume versus Value
If GDP is the total value of products then the number of goods and services shou
‘volume’ of goods and services, but what is the value? Remember the function o
comparable value; to compare the changes in the GDP, goods and services need
such as prices! Therefore, we calculate the total price of all the goods and servic
monetary value of the economy —the GDP.

Education,
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Real versus Nominal
One of the main reasons to measure economic growth is to allow for compariso
how the economy compares to last year, the year before that — or even decades

However, as mentioned in the section on inflation, prices change over time. A p
worth as much as a pound today because inflation erodes the value away. There
distinction between real and nominal national income. Nominal national incom
services produced that year at that year’s prices. This means that comparisons w:
meaning. Nominal national income growth will look higher than in reality becau
grow, price levels increase too.

QUANTITATIVE SKILLS

Converting from money to real terms
Macroeconomists like to compare values over time to get a sense of the directio
heading. How has growth changed? Have wages increased?

The trouble is that the value of money changes too as a result of inflation. A pou
worth as much as it is today.

Measurements of prices from the time they were recorded are known as nominal
nominal values over time will be exaggerated because it will capture both chan
increases in the price level due to inflation.

To truly compare values over time, therefore, we must convert to real terms. This
of changes in the price level. To do this, we use a price index (such as CPIl) to ‘d

For example, suppose that the median wage increases from £25,000 to £26,00
which is an increase in nominal terms of 4%. However, the price index shows tha
over the same period of 1%.

100
We therefore construct a ‘deflator’ which is 100 divided by the index: o

This is then multiplied by the new valye to give it in real terms

%26,000=£25,743

So the new real median 43. This is less than £26,000 because the

removed.

We look at the ‘real’ change when comparing GDP over time — we need to look a

goods without the effect of rising prices (inflation). To do this we calculate the ve
produced in a country in one year and give them this same value they would hav
that is picked is called the ‘base year’ and it is the year that all subsequent meast;

Real GDP growth is one of the key economic variables that politicians will use to
economic policies, and which may even make front-page news when growth plu
the direction of the economy over the last period, giving everyone an indication
heading right now!
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Let's look at an example which illustrates the idea of real and nominal growth.
from the Bank of England. It shows real and nominal GDP in the UK between 19
figures use market prices from each year. The real GDP figures, on the other ha

about £30,000 million.

Note how nominal GDP looks as if it rises much faster. This is because prices are

Real vs Nominal GDP in the UK

2000000 -
1800000 -
1606000 -

£ million

600000 -
400000 | pmwme=m"""
200000 -

0

1957
1960
1963
1966 -
1969
1972

1948 -
1951
1954 -

level. So, in 1950 the national income was about £13,000 million. But in 2006 p

Total versus Per Capita
The USA is a large country, whereas somewhere like the UK is much smaller. Th
has less labour and fewer resources than the USA and will, therefore, be able to
produce far fewer goods and services. Comparing GDP across countries is diffic

because a large country may have much higher GDP levels than a smaller country

mean they are growing more. Instead, economists may look at GDP per capita w
country. it takes the GDP of the country (total GDP) and divides by the populati
GDP per capita. .

GoP ﬁér‘Capita
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QUANTITATIVE SKILLS

GDP per capita

The GDP of the UK was $2.678 trillion in 2013 while the GDP of Belgium was
economy is much bigger. But then the UK had a population of 64.1 million in 20
million. More people mean a higher level of output of goods and services.

Therefore economists sometimes look at GDP per capita (per person) to remove
populations. This is done by dividing the level of GDP by the population.

Let's do this with the figures from our example:

UK G . 2.678trillion $418
K per capita = —— = = ,

© 11.2 million

So although 'rhe UK's: f GDP is higher, Belgium has the higher GD

\ &

of living s o

(Gross Mational Income) per capita is often preferred to
s hetween countries.

Other Measures of Economic Growth

e  Gross National Income (GNI): This is similar to GDP but includes the incom
example from dividends from shares owned in foreign companies.

e  Gross National Product (GNP): This is GNI but excludes the income non-na
the World Bank uses.

Comparison of Growth Rates - see table overleaf Did you k
Look at the table overleaf. It shows the GDP of various countries An ﬁ:merlc
over time. Comparing £1.3 trillion to €2.4 trillion, it is difficult to an Americ
S American
know which is bigger and by how much because pounds and rillion is 1
euros are different measurements. So the data has been zeros) but
converted into one currency for easier comparison. zeros). Thi
of contine
The column named ‘GDP’ shows the total GDP of each country intermedi
over the four years. This gives very little helpful information. 109 (9 ze
Generally, all countries have increased over the four years. But it
is difficult, without further calculations, to tell whether each Nowaday
country’s growth rates have slowed or not (grown but not by as trillion is ¢
much the following year) and for policymakers it is difficult to is 107 and
new stand

analyse the effectiveness of policies. Equally, the USA has higher

GDP levels than smaller economies such as Sweden (about $15
trillion compared to 50.5 trillion), but this is biased ; -because the USA
no indication of how well the USA is growing g nd access to resourc

The column named ‘GDP per C
population size. A {arge
produce a | g9

a8 you may have guessed, the GDP
’ eans the economy has access to a large am
ods. In 2014 the US had a population of about 32
population L 10 million, 50 it is no surprise that their economy produced a
taking accoum' it this variable it can be seen that the USA, Sweden and German
per-capita levels.

The last column, ‘GDP Growth’, shows the percentage change of GDP level for e
years. This allows us to view whether the countries are growing, shrinking or si
growing by 1.7% in 2010, but in 2011 it had only grown by 0.4%. Italy’s econom
grew by was smaller. 2012 wasn’t a good year for Italy as its economy had nega
2013, showing it had shrunk ($2.196 trillion in 2012, to $2.013 trillion in 2013, t
looked better in 2013 where Italy’s growth rate was —1.9%; it was still shrinking
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Comparison of Growth Rates

GDP

Countries {current USS)

2010 2011 2013
Bhutan 1,585,396,256 1,840,841,618 1,883,654,335
Brazil 2,143,067,871,760 3,780,912,396 2,245,673,032,354
China 5,930,502,270,317 8,229,490,030,098 9,240,270,452,050
Germany | 28,110,015,053 3,425,956,470,874 3,634,822,579,319
Guatemala 47,654,789,735 50,388,454,861 53,796,711,129
Guinea " ,956, 47,654,789,735 50,388,454,861 53,796,711,129
Iceland 7 12,564,705,489 14,042,801,904 13,586,123,061 14,619,848,414
India 1,708,458,876,830 1,880,100,141,185 1,858,744,737,180 1,876,797,199,133
Indonesia 709,190,823,320 845,931,645,399 876,709,347,689 868,345,645,449
Italy 2,055,355,252,805 2,196,336,800,620 2,013,265,404,946 2,071,306,890,125
Japan 5,495,387,182,996 590,563,087,455 5,937,766,585,288 4,901,529,519,266
Kenya 32,440,133,261 34,313,315,840 40,264,403,585 4,410,114,724
Mexico 1,051,627,949,327 1,170,085,556,896 1,186,460,890,130 1,260,914,660,977
New Zealand 143,466,535,135 163,841,041,662 171,461,480,706 185,787,428,717
Peru 148,509,857,547 170,563,949,736 182,636,058,714 ,295,635,536
Romania 164,792,252,746 182,610,666,616 169,39¢ 2 ,638,162,013
Russian Fed. 1,524,916,112,079 1,904,793,021,649 ) 2,096,777,030,571
Sudan 65,632,237,471 67,3 : 29,562,337 66,547,789,474
Sweden 463,062,061,649 34 523,941,063,360 558,948,700,780
Tunisia ; Y 51,129,422 45,238,491,581 47,128,700,683
UK 2,462,484,285,580 2,461,768,284,868 2,521,380,958,035
USA 15,533,800,000,000 16,244,600,000,000 16,768,100,000,000
Rep. Yemen 29,207,296,703 31,992,801,303 35,954,502,304
Zambia 16,190,196,832 19,201,691,493 20,596,424,325 22,383,715,315
A Level Edexcel Economics A Course Companion Theme 2 Page 8 of 102
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Purchasing Power Parities Theory
Purchasing power parity means that when the ‘buying ability’ of different curreny
equal across countries, then the foreign exchange market is in equilibrium. The t
purchasing power parities states that any deviation from equilibrium is only tem
because in the long run the market will gravitate back towards equilibrium.

Imagine a good in two countries; let’s say tables in the UK and Germany. The purg
suggests that equilibrium is met when the table costs the same in both the UK ar;
: between the twois £1=€2,s0't
and €100 in Germany.

Learn More!

Look at the Big Mac Index created
by The Economist in 1986.
http://www.ecanomist.com/conten t/bzg
-mac-index

:0f £40, so UK consuni
vhany rather than the UK (igr
costs}. UK table producers woulg
able producers would find their demand rié
abie prices across both countries equalised.

their prices would fall
This would ;

N

Purchasing p¥ver pant:es can highlight whether a currency is over- or undervalu
currency will return to equilibrium in the long run, unless, like China, something
of an undervalued currency and the Chinese government deliberately keeps the
their growth heavily relies on export sales and their trade surplus. An undervalu
cheaper than foreign goods and encourages the sale of exports. However, an uné:
import prices to appear more expensive and Chinese companies that import gooff:

GDP, Living Standards and Happiness

Economic growth means that the total value of all goods and services in an econ
development is slightly different. It refers to an improvement in living standards
as health, environment, education and infrastructure.

ACTIVITY Increasing GDP and ott
Once you’'ve read this paragraph, used to show an increa

make a list of all the drawbacks to using measures happiness. The idea is
such as GDP, GNI and GNP. are more goods and se
people’s wants and ne
Can you explain why economists still use variables make people happier &
such as GDP to measure living standards and Also, as the economy g
happiness despite these limitations? This means more hous

afford the goods and s
growing economy will also have the opportunity for promotion and increasing in
will not need to work as hard to afford goods and serviza \ general idea is th

Barriers can 'prex?ent money tnckimg down to the poorest members of society an
even richer. There is no guarantee the money from economic growth is being iny
higher living standards or improve people’s happiness. Increased GDP shows an

goods and services, but it does not show how they were made or where the mor;

If population growth is greater than economic growth, then growth will not resu
This is because although the economy is expanding, the greater demand of a larg
public services, such as hospitals and schools. In order for economic growth to re
the least, economic growth needs to be greater than population growth.
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Another limitation of
use averages. Averag
Although the average
(for example}), there
are earning far, far Iesj
income inequality, suc
have high levels of gr
development and littl¢
can be seen in Brazil w
towns are adjacent t
photo). Any prosperity

buted to benefit

i ving Learn More!
sier to measure To find out more on t
. ‘ http://www.grossnat
happiness i s .
the amqun‘t A ncrfaase by maiy not t:e ‘ And watch
proportr_onate, thereis i;l generai correlation between https://www.youtube
economic growth, happiness and development.

National Happiness
The Gross National Happiness (GNH) Index attempts to steer policy objectives t
standards by measuring happiness rather than production and incomes.

The GNH Index originated in Bhutan and is a more ‘all-
inclusive’ approach to measuring an economy. Unlike
the typical views of happiness, the GNH looks above
and beyond that of a subjective understanding of
happiness. The four pillars of GNH are good
governance, sustainable socio-economic development,
cultural preservation and environmental conservation.

Learn More!

g-nationa/-we//-beingf
national-well-being
society.html

UK National Well-being

Well-being is the state of a person in terms of their satisfaction, health and hap
Well-being has been set up by the Office of National Statistics (ONS), which has
current economic statistics and current development statistics by including wh
individuals and as a wider society. A debate was carried out between Novembe
information was gathered across the country to determine what should be meas

: appiness
omes and happiness is an interesting topic in econ

‘Does money bring happiness?’

Research shows that generally countries with higher incomes have a happier po
incomes. Research has also shown this relationship exists within a country, i.e.

country are generally happier than those with less money within the same coun
because a lack of money can create a struggle to meet basic needs, whereas hav;
purchase the goods desired and countries with higher incomes can provide gre

A Level Edexcel Economics A Course Companion Theme 2 Page 10 of 102
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Some economists believe an increase in real incomes can mean a worker does n
purchase the goods they want, thereby making them happier. Some believe an
effect on happiness, and some believe it can make a person less happy due to t
related pressures. Another hypothesis states an increase in
real incomes will increase subjective happiness until a point.
This can be known as a ‘saturation point’, where any
increase in real incomes above this point will make no

Think about th
difference to happiness. The true relationship is still o If you mo
unknown; however, there is continuous research unchange
surrounding this field of economics. though,

breaks an
Why is Economic Growth a Measure of Economi rises furth
Performance? e The prod
A well-performing economy increases, e cause illn
Economic growth can bring with also adds
to lower un ¢ A country
Economic g, extracting
standards a\g§ rises as a
although this*#® ot always the case; nor is the benefit always not have
evenly distributed across all economic agents. are used

Inflation

Microeconomics talks about prices for individual goods in the context of individ
However, with macroeconomics the focus is on the ‘price level’ in the economy
prices for all goods in the economy. Economists are not concerned with the lev
but instead the rate of change of price level, i.e. by how much the prices have ri

Country A’s inflation rate was 3% in June, but in July its inflation was 2%. This
would be disinflation because the rate has fallen but there is still a rise in
general price.

Country B’s inflation over a four-year period is shown below...

Year Inflation
Year 1 2.0%
Year 2 1.4%
Year 3 0.3%
Year 4 —0.6%

For the first three years, Vienced disinflation. [t wasn’t until year

A Level Edexcel Economics A Course Companion Theme 2 Page 11 of 102
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Causes of Inflation
Inflation has three main causes. However, this will be covered further in Topic 2.}
learnt the relevant information. For those who like a very simplified and quick ex
box below... .

Can’t wait...?
Remember the supply and demand diagram! If demand or supply ¢
price changes. Price will rise if supply retracts or if demand increass

Do not use the simple supply and demand diagram when discussinsi
because this is enly a microeconomic concept —wou will be markec§
Inflation locks at prices from a macro |
sum change of all the dema
for all the goods/servi
appropriate,

: ail the consumers and a
Sonomy. A micro supply and dem

Effects of lnﬂatian
There is a variety of problems that arise from price changes. Inflation can
be associated with economic growth because, often, inflation follows
growth. The other causes of inflation will be discussed in Topic 2.5.1.
Deflation, therefore, is associated with negative economic growth.
However, deflation can also cause negative growth rates. If prices are
falling then firms and consumers know that if they wait, they can get a
better deal because things will be cheaper. If people stop buying goods or
investing their money, then the economy will stop expanding (think about
the circular flow of income diagram). It is generally believed that inflation
should be positive; however, high levels of inflation can still have
undesirable effects.

e  Diminishes the Value of Savings
Because inflation decreases purchasing power, money kept aside will los
usually diminished by inflation. High enough interest rates (the money re
money with them) can help mitigate the value-diminishing effects of infl
susceptible to inflation for the same reason.

®  Shoe-leather Costs
As a consumer, if you know roughly the relative prices of similar goods tt
a price is acceptable. Firms need knowledge of relative prices in order to
before determining a price. inflation means prices are.changing, which
price of a good. This idea of a ‘shoe leather’ cqutid s from the notion

more time travelhng to the bank to withdraw money. Travelling to and fr
withdraw money will wear down shoe leather.

e Menu Costs
Changing prices mean firms have to change their labels, print new menu
machines is costly, such as on tills, vending machines, etc. This is most re
experience extremely high inflation known as hyperinflation. Zimbabwe
peak of their hyperinflation problem prices were doubling every 24 hour:
less impossible to maintain price lists.
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e Disposable Income
If prices rise then the purchasing power of people’s income falls. By this
meant that money doesn’t go as far. Imagine you have £5; it costs £1 fo
bus to school, lunch is £1.50 and at the end of the day you still have £2.
do with as you please. Maybe you buy a magazine at £2 and buy a 50p
of crisps. Now, you still have £5 but inflation is at 20%. The bus to schoo
and you only have £2 left to do with as you please. But the magazine is
are unable to purchase the same items as before. This is of particular co

SR
RR\RR%

o .
Fe

income. Public-sector workers can find their wages are ‘frozen’ when th \‘g\\;

‘ ’ i i g
back. A ‘pay frgeze ‘means wages a're kept fixed at the same nominal va s
a pay cut as prices rise and purchasing power falls. BoE e

e  Costs of Living
if prices increase then people’s costs
groups living on or close to
wage-rate determi

P
R

i
s

i 4 J/"J
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#rease. This can be prob
ine. For workers with low barga
ay find themselves in a squeeze from r
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k\\\\\%
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change to incomes, people feel worse off.

¢  Government Taxation
If the government doesn’t raise personal income tax allowance with infl
society will be greater but the government will receive more tax revenu
amount workers can earn before being taxed. Equally, if specific taxes o
inflation then the government will receive less tax revenue than it could
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*  Unemployment
This relationship is discussed in detail in Topic 2.6.4. Phillips found an in
unemployment and inflation. He found that as inflation increases, unem
vice versa.

e

O

i
N

o
o

® International Competitiveness
As UK prices rise, UK goods will appear more expensive on the global m
goods, ceteris paribus. Therefore, inflation can diminish UK competitive
services appear relatively expensive.

e  Anticipated Inflation
If inflation is anticipated, firms and governments can include it in planni
from inflation and mitigating its effects. Unanticipated inflation can thr
which will lead to problems. If inflation is anticipated, people can take s
unanticipated inflation can create uncertainty in business planning and
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e acket. This means more people will be paying the higher inco
receive more tax revenue without having changed fiscal policy and t
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Measures of Inflation
Consumer Price Index (CPI) is a measure of inflation and is the measure used by

the name, is an index of prices and measures the percentage change in prices. A

frissa
level is the inflation rate. k\\\\i\@
o

o .
Fe

There are far too many goods and services in the UK produced by a variety
of suppliers and sold at a variety of outlets to measure all of them. Instead,
CPl measures the prices of a representative proportion of aggregate

consumption, i.e. CPl measures the price change for over 700 goods and &\g%
services tha:t are typically bought by an average household. These _ %‘;&\\\\:\a‘\\\é\g
goods/services are referred to as a ‘basket of goods’ and are found from the ‘Li 8 B

where households taking the survey record their expe
average household’s spending pattern. The relatiy
average price level change {inflation). P

survey is done regularly in ord

The Living et ifvey has another use as well. Inflation on expensiv
impact on t! 11- pomy than inflation on cheaper products. Equally, prices of es
such as ener-'-in"‘d food, will have a more significant impact on the economy th
bought too often. For this reason, some goods need greater importance attache
of inflation. ‘Weights’ are given to items to account for their various impacts. Th
by the Family Expenditure Survey.

Below is a chart of the CPI rates in the UK between 1997 and 2015. The Bank
as stable as possible and targets a rate of 2%. You can see that prior to the 2

tor a month and th;
anging price of this b
nge, meaning the basket
pasket of goods revised and up to
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doing quite well: inflation was just below 2% and quite constant. Since the crisis W\§
. . e . . N . oS
more volatile, rising about 5% and even becoming slightly negative in early 20 R\\%\
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CPl rates in the UK: 1997-2015
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Indexation and Measuring CPI
Let’s use an example to show how an index is calculated to show inflation.

S
Goods m\\\\\\:}
\ \'\\
Year Good Items bought as a \\3\\;\?\\\\\
Price percentage of total items L
name bought (weight) %\‘*&
Good A | £25 10% (0.1) .
2013 G
e GoodB | £150 65% (0.65) pogry
. | GoodC | £5.00 15% (0.15) BN
year) e
Good D ;. TORD § \3\;
: L S
0% (0.1) % \\*\
65% (0.65) \\\\\\\}
£5.50 20% (0.15) A

%‘\\‘.\\

“Good D | £7.50 5% (0.05) &
- s N
Good A | £26 O 10% (0.) S
Good B | £1.60 60% (0.6) %\\\z\;\\“*
\\\.
2015 | Good C | £550 20% (0.2) T -
Good D | £7.50 5% (0.05)
%\\\
Good E | £7.00 5% (0.05) &
Good A | £27 10% (0.1) W
LR
ro1e |-Go00B | _£160 60% (0.6) @“\\;
Good C | £560 15% (0.15) \‘“\\\\\
Good E | £7.50 15% (0.15) \\\\

1. First you need to select a base year. There may be particular reasons for a
but otherwise it can be any. In this example 2013 will be the base year bec
data for.

x:\\;:

2. From the survey, the goods bought by most households and their weights fc
the survey. The goods and their weights may change slightly according to pr.f?.;
years.

3. The price level for each year is then found from the representative sample c
each good by its weight and adding them together.

Price Levely.,, = (Prices X Weight,) + (Pricep x
Price Level,g s = (£25 x 0.1) + (£1.5 x 0.65)

COPYRIGHT
PROTECTED

+ (£75%0.1) =

This is done for all the yea on the table.

Price Value of Year
( ) x 100.

Price Value of Base Year

)11 would be (E ) % 100 = 101

£4.98 ig

5. The base year is always 100 [100 = (i: 28) X 100] Any index above 100

price level and therefore inflation, e.g. from 2013 to 2014 (index 101) ther E
to 2015 (index 108) there was 8% inflation. If the index was 98 then there w

Qg
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6. To find the inflation between years, you first find the difference between t

the base number. Inflation = M} X 100. So the inflation fro

[—“0‘;;0”] x 100.

Indexgase
s
RRR\R%

S .
Because the base year is always 100, finding inflation from the base year ca e

Inflation = Difference between two years

QUANTITATIVE SKILLS

e

3oy o

You need to know how to calculate amd interpret ind
element of the course. These skills account fo :
sure you're comfortable with the ideos

P
R

s
7z
w, e
k7

ssdlation process.
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and there has been talk of swapping from measuring inflation using CPI to RPI m

Both measures use a representative proportion of aggregate household consum
and they both record their prices for a variety of goods/services, suppliers and r
independent stores and large chains). They both use weighted prices and calcul
price change from a base year.
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i

The difference between the two measures is very complicated and does not ne
CPl uses a geometric average, whereas RPI uses an arithmetic average. But the
includes housing costs and CPI includes energy costs which will show a bigger im

e

o
o

s
Basket of The ONS’ Living . \\
imately 700 Costs and Food Weights are
approximate osts and Foo
PP . Y > . » calculated from
goods is created and Survey is sent
the surveys
updated annually out monthly

Consumer Price Index is
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Inflation and Income
The rate at which wages increase can differ from inflation (the rate at which pric
wages do not increase, then people will find their income cannot go as far and tk
paying their bills and weekly shop, etc. In some cases people may find they are u
they could buy beforehand and will have to cut back. This can have a severe soci
increase above inflation then overall they will be better off.

For example: If your income was £100, you spent £40 on the weekly shop for gro:
would have £10 to spend and/or save as you wish (that’s 10% of your income). H
your income stays the same. Groceries would rise to £44 and bills would be £55; §:

P

save as you wish. There is then disinflation, but prices have still risen by 5%. Groc
£57.75; this equates to £103.95 but your income is still ar:

However, if your income rose in line with |
rise to £110. You would have £11

would exceed thé margmaf increase in your spendmg Therefare you would be b

Limitations of using CPI to measure inflation

® Quality
If the quality of a good/service increases, then its price will
increase too. The increase in price will be recorded as inflation.

CPI has not accounted for the quality increase even though this
may improve lives. For example, cars are much more advanced than they
development of features such as air conditioning, parking assistance and c:
have become more expensive because these features cost money — but th
comfortable and faster.

e  Shocks
Shocks may cause a temporary price change and this may give misleading
overseas may interrupt trading which can cause shortages.

¢ Differing Measures
CPI generally gives a higher inflation level than RPI. Using different inflatio
results and so it is important to policymakers, budgeters and business plar:
they use.

e  Unrepresentative
A problem of using CPl to measure inflation comes frn
which could have potential amportance For ex:
not just because everybody is diffe
of people different genders

the maths. Avera

g each household cons
e in wealth levels. Inflation may
2 prices have increased by 6%. Varying k
caiculafw’ S : osts and Food Survey.

If the ¢ Le 'of a good increases, then people are {ikely to swap to a cheape

represented clearly in the measures of inflation. Equally, CPi may overstats

inflation if people may shop at ‘discount’ shops because they will pay lowe:

measured by CPI.

Why is Inflation a Measure of Economic Performance?

Inflation can bring with it a variety of problems, as discussed above, and deflatio
growth, causing the economy to become stagnant. High levels of inflation are dis
and indicate a volatile market. Maintaining price stability can help maintain stab
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Employment and Unemployment

Unemployment is a crucial economic indicator. If lots of people want to work b
that the economy isn’t functioning as well as it could. In this section we will loo
definitions of unemployment, as well as what causes it. Let’s start with distingu
unemployment and underemployment.
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Underemployment occurs when 2
worker is able orwilling’

fiess of a worker than the
me or reduced hours when the
worker wishegaa: ut's, or the requirements of a job are less than
the skillset ‘%g i1 level a worker possesses. Underemployment in an
economy ca Xg®an the economy is producing within its production
possibility frontier {PPF) because, even if all resources are used, they are
not used most efficiently. Recent university graduates are often
underemployed as financial struggles can cause

s
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e

F \“:.\%.‘% o

ACTIVITY them to take jobs that are below F

The ONS define their skillsets. § ‘\g\\:}
underemployment as those who \\\\:\«4«4\%\?
are working fewer hours than Employment does not fall just QQ‘%\\\\\X\
they wish to work. Research the because unemployment has risen; they a \EQ\\\@
effects of the 2008 global independently of each other. For exampl \\\\\
financial crisis on number of people who are economically &&
underemployment. jobs, then the level of employment has r \;:\%\\

remained the same.

SR
%\N
Causes of Unemployment

e  Structural Unemployment
When the demand for labour is low and doesn’t meet the supply of
labour then people will find they are unemployed. This can happenina
variety of ways and is caused by the immobility and inflexibility in
labour. As economists, we assume the resources in an economy can
shift between markets to react to price change. We assume there are
no barriers to factor mobility. However, when industries; decline,
workers are unable to adapt to rising industries of a mismatch &
in skills. Structural unemployment ca ause the supply and COPYRIGHT
demand of tabour is distributeg across the country and PROTECTED
mismatched.

9

unemployment as a problem.

Education,

e Seasonal Unemployment
Workers in tourist-reliant industries tend to suffer from seasonal unempl
will find they are out of work during certain periods. Generally, seasonal
and high in winter.
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¢ Demand Deficiency and Cyclical Unemployment
Unemployment occurs when an economy is in recession. Recessions and
but for now, recessions are when the economy shrinks and has falling GD
production and reduce costs, firms will reduce of resources they use; one
people will lose their jobs and the level of unemployment will rise. This is

falls, whether in a recession or not, because firms will restrict supply by m

as labour) in order to meet the lower demand levels.

Below is a graph showing the recent history of unemployment in the UK. Observ
high of over 8% following the financial crisis to about 5.5
been seasonally adjusted so any seasonal varlcﬂm:‘
out. A rate of cbout 5% is quite good. Tl
slack — perhaps people prefer leis:
been in the UK was 3.4%

be 0% unemployment b
I(mg, or are ‘between jobs’. The

Unemployment rate for those aged 16+ in th
{seasonally adjusted)

the start of 2015
iined above) has b

%

0107 Je-uer
0T0Z Inf-Aeiy
0T0Z AON-03S
TT0Z Jeip-ver
110z If-AeiA
1102 AON-03S °
2102 4eIN-ver -
Z10Z Inf-Aey
2107 AON-d3S
€107 JeiN-uey
€102 Inf-ARA -

* Real-wage Inflexibility
If the actual wage rate exceeds the market equ

rate then there will be an excess sup
people would be willing to i
be willing to purch:

Iabouf‘féﬂ, for example, the actual wage rate may remain at
the same point rather than falling. This is because the labour
market is inflexible to changes and wages are ‘sticky’. Sticky

wages are explained again later in Topic 2.3.3, but for now,

sticky wages are wages that do not change or are slow to change. This hag:
accept falling wages because they are lower than their expectations. If the ;

then it would follow the equilibrium more closely and unemployment wo
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Further Your Economic Knowledge...

Natural Rate of Unemployment
The natural rate of unemployment is the level of unemployment tha
the labour market is in equilibrium. Any attempts to decrease unem
be temporary as the economy will gravitate towards this level in the E
those who want a job at the wage level and those who are willing a
of unemployment. This means it includes frictional and structural un
job at the current wage rate but are not working because they are w
do not have matching skills to the current structure.

inflation will increase if unemployment i

Effects o @
Workers N
¢ Unemployed workers are not receiving an income and will find they are les
services.
® Workers out of work will find their human capital falling as they forget skill
e Those who are unemployed for a long period of time will find it harder to a
for two reasons. Firstly, their human capital has fallen. Secondly, employer
shortlisting candidates because they take the stance that ‘if other employe
would they waste time coming to the same conclusions?’.
e (Claiming unemployment benefits has a stigma attached to it. Unemployed
esteem and higher levels of depression.

Consumers
e Consumers will reduce their spending if their income falls.

Firms

® Falling incomes and falling spending will mean firms will find demand falls
revenue.

® However, if firms did want to increase supply there would be a pool of unu
flatten their supply curves (make supply more elastic).

The Government

® Higher levels of unemployment mean there are more people claiming Jobs

spending will increase. .

* Lower employment means fewer people ar
revenue from incomes and nationak;

income and the g

The Economy and Society
¢ High unemployment can cause people to lose confidence in the economy
® Falling incomes means living standards will fall
® Because government spending is made possible by the collection of taxes,
on benefits is likely to be followed by higher taxes in the future.
e Higher levels of national debt are likely to cause higher taxes.
® Research has found that higher levels of unemployment can lead to increa
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e Communities can become run down if there are high levels of unemploym
can cause both local shops to close and a fall in living standards.

¢ Higher levels of unemployment can increase inequality and strengthen an
those without jobs lose their incomes and potentially fall into poverty.

* Unemployment, however, can have some advantages to it. Structural unem
is improving and evolving as resources are being reshuffled to more produ

¢ |[f there is lots of unemployed labour in the market, this means firms can ex
because there is a pool of readily available workers. Equally, there will be n
the cost of production remains relatively low.

The Benefits of Employment

If somebody becomes employed then they will gain a
easier to buy the goods and services that the '

to purchase the goods that make th
is that with increased income
audience to buy their

This increase in

spending on roads or hospitals, for example. Equally, as employment rises, ther
the government can reduce its spending on unemployment benefits.

If people have jobs then it gives them a chance to improve their skillset and incr
the worker but the overall economy will benefit from increased human capital b
in human capital will improve efficiency and allow the economy to increase its

Measures of Unemployment
There are two main measures of unemployment: ILO unemployment rate and ¢
claimant count tend to differ by a greater amount when the economy is success
economy is declining.

ILO Unemployment Rate
The International Labour Organisation (ILO) defines unemployment as ‘those wh::
seeking work but have not yet found it’. To identify the level of unemployment, 1
out to a sample of households. The survey asks whether people are in or out of
and whether they are seeking or not seeking work. From the sample an estimat
can be calculated for the economy.

Claimant Count
This measures unemployment by counting the number of pecale who have regi
‘unemployed’ and are claiming Jobseeker’s Allowance, ligible to claim Jo
must be, of course, out of work but also ec : ive (i.e. able to work a
The claimant count is quite a broad 7z nemployment as it counts all t
rather than just a sample of 2 r, itis inaccurate at measuring the
economy becayee i . eople who are economically inactive, i.e. thosg
or unwillin; '},‘f laimant count generally underestimates the level of u
it only counXEEgae®e who are claiming; there are many who are unemployed but
Allowance. For many there is a stigma attached to ‘being on the dole’ and they
looking for a new job.
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Migration and Employment

Migration occurs for a variety of reasons and its effects differ depending

on these reasons. Some may migrate to find work or for a specific job,
such as a foreign company headhunting a worker, or migrate because a company

help set up a new firm in a foreign market. Some may migrate in order to escape ¢
ucation, such as &

countries. Others may migrate for greater opportunities o

Those who immigrate t

Wage
rateg (£) not affect employment
number of people une
immigrated for a specif
find work will increase
W.R, unemployed will not b
immigration can fill shc
W.Rz

increase levels of empl

It can be argued that in
the labour supply curve
> of labour to fall. It shou
Quantity of labour isa minimum wageint
this level whatever the

Effect of Migration on the Economy

Increased immigration will increase demand in the economy, which will cause
the economy to grow and create more jobs. Aggregate demand is discussed
later in Topic 2.2. Economic growth can also occur from immigration because
the resources available to an economy have increased. If the volume of labour
resource available has increased then the economy can increase its maximum p
PPFs). Working immigrants will pay income taxes which means the government

Migration will carry human capital. Countries with high levels of

immigration will find there is an influx of skills and education. Learn
Economies with high levels of emigration, on the other hand, may Read K
find themselves in a ‘brain drain’ with their most skilled and 2003 o
educated workers leaving te work abroad. Some worry th fect http://
i brain-d
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Why is Unemployment a Measure of Economic Performance?
Low levels of unemployment are generally associated with economic

growth because as the economy grows and expands, new industries,
markets and firms are created which bring with them more jobs.
More jobs means more people are employed and so low levels of
unemployment can indicate the economy is expanding.

Learn
Search

Latest ¢
the moi:

Unemployment can also indicate high levels of poverty. This is
because those without jobs have no income. The economy is performing well if
(relative or absolute) and more people are able to afford the goods or services t

rces within an ec
ive potential and is

Most relevantly, unemployment means there are unusec
indicate the econeoiny is hot producing its maxim
room for improvement.

Research the Great Depression and
the effects unemployment had during this period
The two links below are a good place to start...

® http://thegreatdepressioncauses.com/unemploymen
o http://bigmateo0.tripod.com/id2. html
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Further Your Economic Knowledge...

The Exchange Rate

When a good is bought, an amount of money is given over ‘in exch
the good is shown by the amount of money swapped for it. The exc
one currency can be swapped (exchanged) for another currency, or,
in terms of another currency (e.g. $).

If a US consumer decides to buy a British good then they will need t
British currency (£) because the good is valued in £.

his transaction
raph on the left s
si0wn on the x-axis, ‘qua
£ is shown in $ as we want to k
s the demand and supply of $: the qua
s quantity of §; the price of § is shown on they
e want to know how many $ we can get for £.

Let's look at the exchange rate of £ and $ and
equilibrium in the foreign exchange mark
the quantity of £ in the global e "
on the y-axis, and the ng

As the American wishes to buy £, the demand for £ increases from
£in $ to increase by PA. The value of the £ has appreciated; this me
(the ability of the £ to buy) has increased; the £ can buy more $ tha
the supply of $ increases from S$1to S$2 and the price of $ decrease
value; this means the value of the $ has decreased so its purchasing
fewer £s.

. A . A
Price Price
of £ of §
(in$) (in £)

Sf;

o

X

Df;

1
| Df
1
|
I

v

A\

—> Quantity of £
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Balance of Payments

Fixed assets

AN

«—1 Capital Account

Transactions of migrants
(immigrants and emigrants)

|
Current Account /

International transfers

The balance of payments is a record of the international trade between one eco
balance of payments is made up of three accounts which are responsible for va
will only need to know about one of these: the current account.

The current account records three aspects of trade. International transfers refe
governments and international organisations. Income payments encompass em
profits, dividends and interest from overseas assets owned by nationals. The ba
current account you will study in most depth.

The Current Account Balance of Trade
This looks at the proportion of exports compared to the
(L;\ proportion of imports. Topic 2.4 discussed how an import is a
115 flow of money OUT of the economy. Therefore, an import
16 appears as a negative on the current account. An exportis a
flow of money INTO the economy and, therefore, appears as a
positive on the current account.

If exports > imports then there would be more money fle
economy; the '+ would be greater thanthe =, T a current account

If imports > exports then there
the ‘+'. This would be a =

deficit.
There are nt ?'L ngs that affect the current account trade balance by affectin
imports (M} 3 - exports {X). Relative prices of goods in the global market, just t
market, affect the demand and supply of a good. if there is high inflation in the

‘relatively’ more expensive than eurozone goods. This means the number of UK
consumers will fall, and the demand from UK consumers for imports (goods fro
consumers swap from buying the relatively expensive UK goods to the relativel
exports fall and UK imports rise there will be a current account deficit, a worsen
an improvement in a current account surplus.
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Be careful when talking about the trade balance. If exports increase and import
exports are now bigger than imports. Imagine three different companies who e

assume that the goods they trade have an equal monetary value. With all these ¢

will increase and their imports decrease; what will happen to their trade balanc

1. If company 1 exported 100 fridges but imported 200 TVs, they would have
increased by 30 and their imports decreased by 40, they would export 130
company would still have a trade deficit because, although exports have ris
imports are still greater than exports. Their trade deficit has improved.

2. Imagine company 2 export 150 office desks but import 100 dining room ta
Company 2's exports increase by 20 desks and imports dacrease by 20 tabl
change in exports and imports has resultedin a v
desks and import 80 dining room tables, :

3. Imagine company 3 export 97
120 and their impor

nd import 100 spades — a trade
y have now gone from a trade deficit t

deficit or su: X
much exports have changed in relation to imports, etc. It is much better to say *
deficit or improve a trade surplus’, or ‘this will either worsen a trade surplus or
typically has a current account deficit and so you can explain the results of a cha
describing their effects as worsening or improving a deficit.

Remember this, because exports and imports are important later for aggregate
of surpluses and deficits will be discussed in Topic 2.6.

The diagram below shows the UK Balance of Payments on the current account f
consistently run a deficit on the current account balance in recent years. This is ng
economy.

UK Balance of Payments: 1946-2014
current account balance, current prices, seasonall

20000

B B s

-120000

1951
1954
1957
1960
1563
1966
1969
1972
1975
1978
1981
1984
1987
1990
1993
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Balancing the Balance of Payments

The balance of payments must always equal 0; it must always balance. Any surp
offset by a deficit (—) in the other accounts. In UK history over the last few decad
account deficit, usually due to the balance of trade (M>X). This may be balanced
surplus in the financial account by selling UK assets overseas.

There is a balancing element to account for inaccurate data. This is called the ‘ne
which attempts to offset any errors in data collection and entry.

Interconnectedness of Economies

The buying of goods and services from abroad and the selling of our goods and se

(internationat trade) can affect the domestic economy. T
consumers will affect our economy just as the ¢«
countries’ economies. This highlights
‘interconnectedness’ or ‘interdg
are connected; they are

and effect’ between count
economies and means that countr
eptible to and supported by each other.

Because on! iry’s imports are another country’s exports, their balance of tr
ol
another. The W ically the sum of all the trade balances across the world should

Why is the Balance of Payments a Measure of Economic Performance?

behaviour of UK cong ;g

The balance of payments can be used as a measure of economic performance as
leaving an economy. An economy with a large deficit means more money is with
lead to a deflation. This can be funded by a surplus in another account, such as t
deficits or surpluses are unsustainable.
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1. What is the difference between inflation, deflation and disin

SRR
e
2. a) Listand explain four effects of inflation. \\\*\\
b) Despite these effects, why is deflation worse? %\;}‘\\\\\\
%\s@
3.  Whatis abasket of goods? -\\\\\\\
¥
4. These questions refer to measuring inflation. g\“i‘\\‘\
. . ) . =ooE &Z‘
a) How is inflation measured using the (. \ iy
b) What is another measure of i1 § ‘f@
¢) What are the limitati ting inflation? % @
d) Using the inf table below: @“\Rﬁ
iy ing columns. S
S
is the rate of inflation in Year 1, Year 2 and Yea] §\‘\\\
. A =
i) Using inflation, deflation and disinflation, can you deE \‘:\«\:\\\\@\*
years? s
\.
£ =
Goods
\\\\\
Year Good name | Price Items bought as a percentage Q‘\\? \%
of total items bought (weight) \\‘\\:\2 &
P
Good A | £5.00 20% 0.20 -
\\
Year 1 Good B £3.00 15% 0.15 gt
—_—
(baseyear) | GoodC | £0.50 35% 0.35 § \\\\g
R
Good D £9.50 30% 0.30 -
Good A £5.25 21% 0.21 - \\\x
Good B £3.50 15% 0.15
Year 2
Good C £0.65 35% 0.35
Good D £9.60 29% 0.29
Good A £5.75 21% 0.21
Good B £3.75 16% 0.16
Year 3
Good C £0.75 35% 0.35
Good D £10.00 28% 0.28
Good A £5.75 0.18
COPYRIGHT
Good B 0.14
Year4d Good C 35% 0.35 PROTECTED
27% 0.27
6% 0.06

5. What is the difference between employment, unemployment a

6. a) What are the five main causes of unemployment?
b) Can you explain these causes?

7. List and explain four effects of unemployment.
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8. These questions refer to the measures of unemployment.
a) What are the two main measures of unemployment?
b) How do these measures attempt to quantify unemployme
c¢) How accurate are these measures?

S
T

e
\\\\\\\

\\%}' \\\
\\\;\\‘% e
s
N@\
"‘\\QQX‘N
% &

\

\\

9. What is the difference between immigration, emigration and

f/

10. Can you explain some effects of positive net migration on the

11. a) Whatis GDP?
b} How effective is GDP in measurin
¢) How do real and nominal §;
d) How can GDF be ount for population size?

%,

standards and

P
K

e
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12. icory of purchasing power parity, when is ¢

,/

s

/

13. ' is meant when economists say there is a current account

14. What is meant by the interconnectedness of economies?

)

15. Why are inflation, economic growth, the balance of payments
measures for economic performance?
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Exam-style Questions 1: Measures of Econom

1. Describe the difference between real GDP and nominal GDP. s

T

\K\“

\\\\\\\
e
s

N@\
-“\\:\:&w
8 oE
\%\\“\\

\\

f/

2.  Which one of the following is correct?

A In the case of constant prices (0% inflation
Real GDP is adjusted using the 11
Nominal GDP ad]usts a '

zﬁ?ﬁ’f’fﬁzg,
’f/z/g

B
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6. Describe the process of creating an index for inflation.

nt count measure of unemployment fo

The table below sh
UK as a whole, in March 2015,

Northern g}f

-
' Total level of Claimant c¢
workforce Total level
(thousands) (thousands)
England 28,678 625.5
Wales 1,432 44.8
Scotland 2,704 78.1
Northern
Ireland 843 43.4
United 33,673 791.8
Kingdom

7. Define the claimant count measure of unemployment.

formation in th
jithan in Wales.
Nortthern Ireland were unem

8. Which one of the following cannot be inferred {
A More people were unemployed !

B A higher proportion of
Scotland or Wa

people in its workforce than Wales, Scotland
proportion of Scottish people were unemployed than

9. Which one of the following is correct?
A The CPI method of recording inflation aggregates price change
the economy.
B CPI and RPI are identical measures.
C  Some goods are given more importance than others when calcu
D  CPlis always positive.
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Aggregate Demand (2

By the end of this topic, you should understand...

The aggregate demand function (the components of aggregate demand)

The relationship between savings and consumption

Factors that affect the levels of consumption and their wider effects on aggrega
The difference between net and gross investment

Factors that affect the levels of investment and their wider effects on aggregate
Factors that affect the levels of government spending and their wider effects on
Facters that affect the levels of exports and imports {nat trade) and their wider

ASENENENENENEN

60%  15%  25%

The components of AD are consumption {C}, investment {1}, government spendi
imports (M), also known as net exports (NX). These are explained further in eac
demand curve, there is a difference between movements along and shifts in th
occurs when you move to a different point on the curve, whereas a shift occurs
another position. Shifts occur when the components of AD change.

Each component has a relative importance to aggregate demand. Consumption
aggregate demand, whereas investment only makes up 15%. An equal change i
have a disproportionate change in aggregate demand; for example, a 10% chan
have a far bigger effect on aggregate demand than a 10% change in net exports

The Aggregate Demand Curve (AD) 4
A movement along the AD curve occurs because of a Price
change in the price level and the economy simply moves to :'E)Vﬂ
another point on the same curve. A shift in the curve occurs

when there is a change in the components of aggregate

demand and the whole curve moves either inwards or \

outwards.

There are two reasons why the aggregate demand curve
slopes downwards.

. Real-balance Effect

As the price level increases, the p
people’s incomes fall. If pay:

* Internationai Competitiveness
As UK prices rise, UK goods will appear more expensive in relation to other
fewer people will demand UK exports, and more domestic consumers will
If demand for exports increases and demand for imports decreases, then a
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X-axis: Economic Growth (GDP)

In theme one, the x-axis was the quantity of goods produced. In macro we look
and so we look at the total goods and services that were produced in an econo
Domestic Product (real GDP) is the total amount of goods and services produce
what is used for the x-axis.

SR
RR\RR%

o
i
i

R

S
Some AS/AD diagrams may have National Income (Y) on the x-axis; this is becau
income. Remember Topic 2.4; it measures the income households receive from

production. Real GDP includes exports and imports so is a more intricate measu -
circular flow diagram. A rise in real GDP means an economy has increased the a \\é\:\f\

o . . . .\;\:\:\\:\:\\3
services it produces; this indicates econamic growth. This will be covered furthe §\§ §

Level/Inflation
rics talks about prices for
cividual businesses or markets. How
focus is on the ‘price level’ in the econ
the prices for-all goods in the economy
with the value, but instead the rate of
it has risen or fallen by.
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The y-axis can be labelled ‘Inflation’ or ‘Price Level’. At A Level standard, it
is most common for you to label the axis as ‘Price Level’. You may come
across some diagrams labelled as ‘Inflation’ and you will need to
distinguish between inflation, deflation and disinflation when presented
with data in written, graphical, tabular and numerical forms. So,
remember to think about the axis label before explaining the effects. To
see the difference between the three in graphical form, see below.

o Be careful!

Ifitis labelled ‘Price Level’, and the equilibrium level rises, this means there is
falls, this means there is deflation. Disinflation is when price level rises (inflati
previously.
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However, if it is labelled ‘Inflation’, any point on the positive side of the y-axis
point on the negative side of the y-axis would show deflation. If the equilibriu

A A

Price 4 Pri Price
Level rice Deflation Level
Inflation Level
(£) (£)
{£) P3

)
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Consumption (C)

When people buy goods/services, they are demanding goods/services just like w

Co . o S
Consumption is the total amount of spending by households, individuals and con

: . . . %\\\\\\3}
go out and consume more goods, this means consumption has increased, which \@\*
and push the AD curve outwards. On the other hand, if consumption falls, aggreg \\3\\\\\\\\

curve shifts inwards. Consumption makes up the biggest proportion of aggregate
most influential component.

-&\ \\%%
%\ﬁ‘ "

'\\\\\\\
. . e
The Main Influences on the Leve! of Consumption gy
® Disposable Income R
Disposable income is the proportion of their i income: \Q@\\\
. &
the income left over once taxes have beens §\\\ \@
: &
to spend this money on consuming N \w
%\\\\\N
a‘\?‘\?‘\?‘\?‘\.“\?‘\x
\&\\\\N
v A . Vg
Marginat propenmty to consume (MPC) is the proportion of extra m\\\\\\‘%
income that an individual spends on consumption. If incomes \\@w
increase by £1,000 per annum, consumption will increase but it is o
unlikely to increase by £1,000. People don’t tend to spend all their
marginal income (all their extra bit of income). They may wish to @%\\\\\
save or invest a proportion of their marginal income. MPC is the \\\\\Q r
. . . . 3 o
amount of their extra income they will use for consumption. @Qk\-«\\%
§ B
\;\ o
For example: The marginal propensity to consume is 0.3. This means that 3¢ g - \\
be used for increased consumption. For every £1,000 increase in incomes, cG: '\\\:\:\\:

/

o
\%\

\\\\ﬁ\\

/

f
o

Consumption Increase = Marginal Propensity to Consume X

® Interest Rates
In order to buy expensive goods such as houses or cars, people may have to
money is expensive because not only do you have to pay back the money y¢
pay back the interest which can be thought of as the cost of borrowing mon
the extra amount that somebody pays back. If interest rates go up, borrowi
expensive because you will have to pay back more. Equally, the interest raté

Consumption is likely to fall if interest rates go up. This is because it costs m
effectively, become more expensive. Higher interest rates deter people fron
borrowing and buying expensive goods so consury
be more tempted to save their money rath ‘
consumption. Aggregate dema

COPYRIGHT
PROTECTED

nding it, thus reducin
D curve shifts inwards.
Jomes less attractive and borrowing
goes up, aggregate demand goes up, and

The weann effect also comes into play with interest rates... i 9
®  Wealth Effect
Remember the difference between wealth and income. We've already spok
in income on consumption. Wealth, the stock of money somebody holds, fo
of a house. If house prices increase then people feel wealthier because thei
and they now have more wealth. If people feel wealthier, they are more lik
people feel wealthier, consumption goes up, aggregate demand goes up an

Qg

Education,
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If interest rates decrease and borrowing becomes cheaper, then
the demand for houses could grow because people are more able
to afford them. This will cause house prices to fall and thus make
people feel less wealthy.

¢  Consumer Confidence
Consumer confidence refers to the level of confidence people
have in the economy. If consumer confidence is low, then people
have little faith in the economy; they believe the economy is not
doing so well. If people believe the economy is unstable they are more likel
‘safety net’. They are less likely to spend their money if the future economy
consumption will fall if confidence is low, and so agg: e demand will fall
shift inwards.

If consumer conﬂdence is

ple believe the economy is doing wi
se they believe the economy is stable. This:;

Relationsh¥ of Savings and Consumption

There are only two things that a person can do with their income: they can eithe
that influence consumption can also influence savings. For example, if consumer
will save their money because savings provide a ‘safety net’ during rough times.
return on saving rises and so the opportunity cost of spending (rather than savin
rates rise.

The savings ratio is the amount the average household saves in the UK. It is calcu

save from their disposable income. The UK has a savings ratio of around 5%; this
China which has a savings ratio of 30—40%.

Investment (l)

Investment is like consumption for firms. Firms invest money either to increase t
they produce or to replace their old machines. If investment increases then this i
flow. Aggregate demand increases if investment increases and this will push the

Distinction between Gross and Net Investment
Investment is made either to buy more capital and increase production, or to reg
(production stays the same). Gross investment is the total amount spent on inve
capital or buy additional capital. Net investment is the additicnal gains of capital
replacement investment. Imagine a company had 50 ; originally and inv
which were to replace broken machines. They: nave 60 machines; the::
but their net investment would be 1 investment is greater than
“with economic growth,

Read about the
accelerator theory.
http:/lwww.economicshelp.org/blog/glos
sary/accelerator-effect/
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The Main Influences on the Level of Investment
. Rate of Economic Growth

The level of investment depends on the demand for the good. If people fin s

they are likely to spend more. This means the demand for a product will in R
this increase in demand, a firm will undertake net investment in order to in @\m%\“
. . . & 3
the rate of economic growth can influence the level of investment because %\\\\Q\\
B
incomes increase and employment increases, leading to increasing deman %\\\\ o
order to keep up. e
e  Business Expectation and Confidence: Keynes’ Animal Spirits - \:‘\:‘\\\
TR . . . s
This is similar to consumer confidence. investing money means firms are una §\§ §
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continuXginess with less ‘safety-net’ money in order to receive bigger ret S
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Keynes coined the term ‘animal spirits’ to explain economic agents’ behavic;
psychology teamed with economics in order to account for irrational beha
risky ventures despite logic or maths because of their irrational instinct or
avoid investing if they are hesitant, even if the maths shows it is a good inv
may be irrational or even reckless; animal spirits attempts to calculate and
investment decisions firms make.
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e  Exports
There is a variety of factors that increase the level of exports, as will be dis
demand for exports increases then firms producing exported goods will ne
production to meet demand. Increasing exports will boost the economy; th
incomes rising and will increase their demand. Firms will have to
increase production via net investment.

e

O

i
N

o
o

® Interest Rates
Firms may need to borrow money in order to invest. Interest
rates determine how much extra money a firm pays back when it
borrows money. If interest rates go up, the cost of borrowing
increases and firms are less likely to invest. Equally, investing money has a
firm gets from investing needs to outweigh the interest the firm would rec
Because interest rates affect the amount of money a firm gains from savin
investment is twofold. If interest rates go up, investing bscomes more exp
also increases, therefore investment levels fall. 2
Remember the Keynesian marginal effigi
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tal curve {Topic 2.4.3)!

Access to Credit

obtain t
investment will fall and aggregate demand will shift inwards because firms
funds they need to invest.

9
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¢ Influence of Government and Regulation
Because the government has a large influence on the economy and can ch
can determine the outcome of an investment. If the government creates re
particular investment then firms are less likely to invest. Equally, if govern
investments then firms are more likely to invest.
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Government Expenditure (G)

Government spending is mostly autonomous, i.e. it is unaffected
by other variables such as interest rates or confidence.

Government expenditure is determined by the government.
If net tra
. this does
The Main Influences on the Level of Government surplus. |
Expenditure was in a
e  Trade Cycle (Further explanation in Topic 2.5) much th
As the economy goes into recession, people lose their jobs compare
and firms find their revenues falling. This means there is less
It is bett
will decr
lead to a

@S likely to fead to {increasing) government d
5 expenditure.

As the economy goes into a boom, there will be more jobs for people, so u
employed people will increase their spending. Firms will find their revenue
receive more tax revenue as there are more firms and employed workers p
fall as there is less unemployment benefits expenditure. There will be a bu
receives more tax than it spends.

The Golden Rule justifies government debt as long as over the business cy
recession) the debt build-up in the recession is cancelled out by the budget

®  Fiscal Policy (further explained in Topic 2.6.2)
The government can directly change the amount it spends in the economy
as the interest rate is determined by monetary policy, the level of taxation
spending is determined by fiscal policy. Both policies are used to control, st
manipulate the economy; if the government decides to change its fiscal ap
government expenditure in the economy will change.
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Net Trade (X - M)

Net trade is the sum total of income flowing out of the economy from imports ar
flowing into the economy from exports. If exports increase and/or imports fall, n
which increases aggregate demand. If there is more money coming into the ecor
exports are greater than imports) then there is a trade surplus. This was discusse
Topic 2.1.4. If imports are greater than exports then there is a trade deficit. The ¢
imports bought not only depends on their price, but also the price of foreign goc:
goods are cheaper relative to foreign goods then we would say ‘UK goods are mr
foreign demand for UK exports would increase (as foreign consumers would swits
demand for imports would fall {as domestic consumers would
SWItCh from foreign goods to domestic goods). Exports W

If taxes de
spending i

and taxes,
and how b

w“

in the global Wdrket. Peopte are more hke!y to choose the good
that is cheaper. The important part to remember about this Instead it i
sentence is: it is the good that appears cheaper relative to other either a de
goods. There are many things that can affect the relative prices of | 3 pudget @
goods on the global market, as will be discussed in a minute. One
assumption we make as economists is that there are no transport costs. A good
cheaper than a good produced in France, but once the costs of posting have bee
more expensive than the French good.

e RealIncome
Normal goods are goods that increase in demand by a normal amount wher:
are normal goods, therefore as UK real incomes rise, the demand for impor
the UK trade deficit.

e  Exchange Rates
If the £ appreciates, then UK goods will appear more expensive in
comparison to foreign goods (assuming their currency stays the same;
ceteris paribus). This means demand for UK goods will fall and
demand for foreign goods will rise; demand for UK exports will fall
and demand for imports will rise. Exports will decrease, imports will
increase and 50 net trade and aggregate demand will decrease. If
exports fall and imports rise this could lead to a trade deficit.

If the £ depreciates, UK goods appear chejy
rise, and domestic consumers will

son to foreign goods. 1
m buying imports so the de
wrade rises and aggregate demand dog

A recessmn'usualiy resukts in falling price level {disinflation and potentially ¢
economy in recession is likely to have more competitive goods. Also, in a re
to falling consumption of both foreign and domestic goods.

If the world economy is in recession then domestic consumers will buy few
consumption of domestic goods falling) and foreign consumers will buy few
balance is unknown, i.e. whether imports fall more than exports leading to &
exports fall more than imports, because exports and imports have fallen, ne
does aggregate demand.
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If France is in a recession, but the UK is not, the UK will see exports to Fran
incomes have fallen. Equally, French goods will probably appear cheaper a
French imports. With decreasing exports and increasing imports there is lik
S
N

e  Degree of Protectionism o
P

Governments may put in place protectionism in order to protect the dome
competition. They do this by distorting the price of UK goods and/or the pr

By giving subsidies, the government can reduce the price of UK goods; dem K\%

. . . . . EHEEE
and the demand for imports will fall as domestic consumers switch to buyi s
imports decrease, meaning overall net trade increases and so too does de R

By taxing imports, governments can increase,
consumers will switch to domestic :
too will aggregate dema

oreign goods rel
demand for imports will
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*  Non-pg F N
The sa! ‘;l orfimodity would depend on its f\ \Q‘c

- . i o . - . E : .\ \\\

price beW®¥Se it is a homogeneous good. R
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However, some countries may sell
heterogeneous goods and therefore the sale of
these goods wold depend on factors other than
the price: ‘non-price factors’. Countries may sell
specialised equipment that has been patented.
The result of this is that no other country or firm
can make it, and therefore the export or import
of this good will depend on countries’ need to
carry out the specialised task the machine is designed for and the machine

i

S

i

U

)
|
o
i
ff/:é/

E:

e

i

ey
w
\\\\\\\\\ .

O

i
N
s,

e

o
o

ACTIVITY

The chart below shows the recent history of the UK’s volume
UK has consistently exported less than it imports in recent years; it has a ne
about the effects of this disparity with reference to the ideas mentioned abo

Value of UK trade in goods April 2013 — Aprii

30000 4 === T T N e et e e T
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diagram showing aggregate demand by labellir
" What has happened to this curve?

b) i) What four main factors can shift the AD curve?
ii) For each factor, explain 2-3 reasons why the curve we

2. Explain how rising interest rates can affect aggregate demand.

3. What is the wealth effect?

4. a) What is the relationship between savings and consumptio
b) What is meant by the marginal propensity to consume?

5. a) How does netinvestment differ from gross investment?
b) A firm has five machines; three of them are old and the fir
them. The firm has invested in five more machines.
i)  What is the firm’s net investment?
ii) What is the firm’s gross investment?

6. What does Keynes’ idea of animal spirits refer to?
7. Whatis the Golden Rule?

8. Draw a graph for the relati
on the x-axis).

1 consumption and r;

10. If Marcy’s income rose from £25,000 per annum to £30,000 per
for the year increased from £9,000 to £11,000:
a) What is her marginal propensity to consume?
b) If her marginal propensity to consume was instead 0.5, wl
consumption to?
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Aggregate Supply (2.

By the end of this topic, you should understand...

v' The distinction between movements along and shifts of the AS curve
v' The difference between short run and long run
v' The factors that influence short-run aggregate supply
v' The factors that influence long-run aggregate supply
v' The different-shaped long-run aggregate supply curves
v’ Different causes of inflation
- Demand-pull
- Cost-push
v Why the money supply grows

k at aggregate supply v

supply, ﬁrms would switch to producing the goods with the greatest price. Howe
macro looks at aggregate supply, firms switching from one industry to another m:
to the overall supply from the economy. Aggregate supply links with Topic 1.1.4 1
maximum productive potential were discussed.

There are various schools of thought within economics and some have conflicting
exam you need to be able to differentiate between the Keynesian AS curve and 1,
schools have different-shaped AS curves. Firstly, in this topic you need to unders::
short-run and long-run aggregate supply.

Short Run and Long Run

Be carefull Long run and Keynes said that the idea of the /long run w:

short run do not have a set famously explaining that ‘in the long run, w
length of time. They are instead | SETVesa purpose 10 us, as economists, to di
the names given to periods the short run. Let’s consider an example:

with differing variables.

He buys a better fishing rod that affows him to catch bigger fish: another factor ¢
and land are still constant; this is the short run.

He buys more fishing rods and asks his children to help him catch more fish: two }
changed (labour has changed and capital has changed again); land is still consta
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The river also runs through his neighbour’s garden. He decides to buy some of his
increase the amount of river that he can fish from. Now, all the factors of produc

long run.
S

e
Short-run aggregate supply is the total amount of goods and services supplied in @\\\‘
Firms are able to change most of their factors of production to react to price chay \\%\\\\\\\\

the total amount of goods and services supplied in the economy in the long run.;
factors of production to react to price change. If all factors of production can be

-&\ \\%%
%\ﬁ‘ "

able to increase aggregate supply to meet its maximum productive potential. A g \\\\\\\\Q
. . ) . . ey

supply (LRAS) curve means the economy is praducing at its maximum productive %WQ\K

E

Factors that lnﬂuence the Short -run Aggf o apply (SRAS)

\\\w
)

.4’

Short-run aggreuate supply can easil w
&\\\\\N
production.
: i‘\?‘\?‘\?‘\?‘\.“\?‘\x
X , s,
The short-r ply {SRAS) curve is upward sloping Price 4 @\‘ \
| Level -
because atl (EE)VE \‘}b&%\\@
upwards siopmg and when they all come together to create the m\\\\\\‘%
aggregate supply curve, it creates an overall upward-sloping \\\\w
curve. In the short run, as output increases, firms’ costs increase. \\\
This is because firms will have to pay extra (premium prices) to get s
. . . P
workers to stay overtime and increase their order of raw \@\ \\
materials. These increased costs are passed on to consumers in \3\\\; §
. . i o
the form of higher prices. 7 \\%@\-«\%\:\
&
The SRAS curve can be shifted up or down as shown in the - \\
diagram to the right. Shifts in the SRAS curve can be caused by '\\\:ﬁ\\:ﬁ'
. \
various factors: \‘\%‘
o e

\\\«:%:\
Raw Materials and Energy \\\
If the price of the raw materials used in the production of a good/service increas
will increase. Firms will reduce supply at each and every price level. The short-ru

inwards if the costs of the raw materials increased.

Energy is an influential cost within the economy because all firms need energy tg
Factories and offices need electricity to light and heat rooms, and for capital suc
computers, for example. If energy prices increase, firms may cut back on supply.
see the aggregate supply curve shift inwards.

Exchange Rates

The exchange rate will affect the prices of ex
table-making company may import
then aggregate supply will f
price level.
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exchange rate changes so ti:
Hot be able to produce the same numi

)

1.29 Trie gDvemment may change the tax rate on certain goods or add ta;
Topic 1.2.9; increasing a tax will increase the costs of production and

Qg
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Factors that Influence the Long-run Aggregate Supply (LRAS)
In the long run all factors of production will be changed. Therefore only factors

productive potential of the economy affect long-run aggregate supply. —
N

Technological Advances i
Py
S

Technological advances tend to mean there is an improvement in technology a
More productive capital means output per unit is greater, and therefore the ma
economy is greater and long-run aggregate supply will increase.

Relative Productivity
Productivity refers to the amount of output a single unit of a resource could pro
produce five units of a good in one working day, butt her training or
the worker could now produce eight units of ‘ orking day, the wo
increased. If the resources in an econp iiore productive, i.e. they ca
economy’s long-run aggregat ase.

g
3} grorkforce is a constant variable and can only really be improv
economy, such as school leaving age. If the workforce is more educated or obta
more productive. A more productive workforce will be able to produce more go
run aggregate supply curve will increase.
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Government Regulation
The government can add or remove regulations that will affect the efficiency of
increases the level of health and safety in order to protect workers, then this co
processes, making them less efficient, or stop potentially quick but unsafe proc
number of goods produced.
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Demographic and Migration

The labour supply available to an economy is often fixed. If all workers are emp
goods an economy can produce. Migration allows the supply of labour to increa
increase or decrease long-run aggregate supply respectively. The age of the pop
age is 18 to 65 by UK standards, and so if migration or simply time means the ec
above working age, then this will cause little increase to the maximum producti
people, either from a previous baby boom or immigration, is likely to increase |
because this has increased the supply of workers.

O

i
N

o
o

Competition Policy
If there is greater competition within markets then firms will have to attract mo
that are cheaper and/or better than their rivals. This will drivefirms to find mor
of producing in order to cut costs to obtain lower pric
encourage productivity gains and thereby i
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AS Curves

How do Classical Economists and Keynesians Differ?

Classical economists believe that in the long run markets will always find
equilibrium. In the labour market a fall in demand for labour (D.} would lead
to a fall in the wage rate and employment; the market adjusts. The diagram
shows the demand and supply for the labour market with wage rates (price
of labour) on the y-axis and employment (quantity of labour used) on the x-
axis. If the demand for labour falls, the D, curve shifts into Dy, and
employment falls as fewer firms are willing to pay this wage rate for
workers. There is an excess of supply of workers and unempl

employment rises again as
these new (lower) wages for w
same level, but'there is no une
employed are not willing to su
wages.

Keynesians instead believe tha
falls to Dy, workers will not adjust their wage expectations and the wage rate wi
wages’. The excess supply of labour remains (unemployment) and will only shrin

These two schools of thought and their differing assumptions create two differet
curves (LRAS).

Classical LRAS Curve (C.LRAS)

Classical economists believe that aggregate supply is fixed. If all resources are
being used efficiently, then the economy is on the PPF curve and it is not
possible to produce any more goods. At this point aggregate supply is price
inelastic. The economy cannot produce any more goods/services and so
aggregate supply will not change with change in price. If aggregate demand
goes up but aggregate supply cannot increase to meet this, then the rationing
function of the market comes into play (Topic 1.2.7). If demand increases
then more people will buy goods; supply can’t increase so there will be a
shortage of goods. Some consumers would be willing to pay higher prices to
ensure they get the goods. Firms, assuming perfect knowledge, will increase
prices but their supply won’t change.

The diagram shows that any increase in AD will only result in nrice-level

ve the economy to be wor
1ation of the natural rate of unemploy;
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Keynesian LRAS Curve (K.LRAS) 4
John Maynard Keynes built a new long-run aggregate supply
curve, which could explain a market that had reached equilibrium (£)
but was below full employment. The Keynesian AS curve assumes

wages are sticky.

Section A of the curve shows an inelastic aggregate supply. At any
point on this curve, the economy is at full employment (aka the
economy is at full capacity) and any increase in AD will only result
in increasing price and no increase in output. This is because, in
order to increase output, firms must offer higher wages than
existing wages fo encourage workers to teave the:r;obc &

has simply moved from producmg o)
but prices have gone up.

increasing priges. This is because there is no competition for resources and a firn
gain more. Overail output of the economy will increase but price level will not.

Section C, the middle section, is the part that brings the two extremes together.
trade-off between increased GDP and higher price level. This is a well-known rel:
inflation will increase if there is economic growth. This will be discussed later in 1

Classical economists believe equilibrium would always gravitate towards full em
they believe everything will adapt to the changes, such as workers accepting low:
believed there were frictions within the market that would prevent it from adjus
meant that the market could be in equilibrium (where AD meets AS), but this cot
employment. Unemployed workers won’t accept lower-paying jobs and so rema
to increase their consumption and AD is unlikely to move. Prices stay low, costs
there is no increasing demand to meet, so firms are unlikely to change their sup;
spare resources.

LRAS and SAS Curves (Adapted Classical)
Classical economists believe the market will gravitate towards equilibrium at full
believe this will happen straight away. Some classical economists believe there n
the market will find equilibrium. Friedman is a famous economist from the mone
not agree with Keynes and created this mode!l as a response.

P.L (£)

»\u‘{y’w
are produce- %o meet this increase of demand (Y. to Yi) T
Production is above fuil employment. This can be done temporarily P,
by, for example, paying overtime to workers to encourage them to T

work more hours. However, overtime pay for ‘out-of-hours work’ PsI
is more expensive and it is unlikely firms will stay at this point.
Workers will increase their wage expectations and the wage rate
will increase. This means the costs of production will increase and
the SRAS curve will shift back in until it meets the equilibrium point —
C on the LRAS curve. °

Pi}
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Causes of Inflation

Now that you have learnt about the AS and AD curve, it is possible to explain th
AS/AD diagrams (see overleaf). Factors that cause inflation can be separated int
affect aggregate demand and those that affect aggregate supply.

Demand-pull Inflation
Demand-pull inflation occurs when aggregate demand increases and pulls up th
diagram 1 where AD; shifts out to AD, and prices rise from P1to P,. This happen
supply, producers will find they are running into shortages. In order to ration th
pulled upwards with demand. it is more prominent when the economy is near f
people have an income and can therefore go out and

Demand-pull inflation occurs when any
rise, maybe because income t
outwards. If confiden
and investr; .l}f

n consumption will increase and
tions are high then firms and consumers ar
ush the-AD curve outwards and pult up price level.

o
Cost-push’inflation
Cost-push inflation occurs when aggregate supply decreases and the price level
seen on diagram 2 where AS; shifts into AS, and prices rise from P1to P,. This ha
increase. In order to cover these new costs, firms will push the costs on to the ¢
higher prices.

Cost-push inflation occurs when any of the factors of production increase in cos
materials such as oil are one of the most common sources of cost-push inflation
rates — perhaps due to trade union pressure — which increase firms’ costs and p
rises can also cause cost-push inflation if firms have to pass the tax onto consum

Growth in Money Supply
Another cause of inflation is an increase in the supply of money. This causes infl
demand or supply. Remember the circular flow of income diagram; if there was
economy would inflate.

If the money supplies increase then there is more money around to purchase g
exceeds the number of goods and services in the economy then this can cause i
‘there was too much money chasing too few goods’. By this, it is meant that if pe;
there are goods and services available to purchase, consumers will end up offer
ensure they can have them. Firms will then rise their prices to meet their increa
to meet increased demand). Also, the demand for labour will increase as firms a
meet this increased ability to purchase goods and se will cause a rise
costs of production.
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Diagram 1: Demand-pull inflation
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Diagram 2: Cost-push Inflation
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Price Level

(£)

AS:  AS;

Further Your Economic Knowledge

Wage-price Spiral

demand-pull inflation, prices have
risen again to P4. To cover these
rising prices, workers will demand
higher wages, causing the
aggregate supply curve to shift
into ASz. Now the economy is
preducing at Point E and therg
has been cost-push infls
pushmg the pri

rice Level (£)

\Key‘r.wes ian AS/AD curve (above)
and a classical AS/AD curve
(below).

The wage—price spiral is a process that occurs when demand-pull an
tandem. Let's start at Point A. Here, prices are at P1. Demand in the
whatever reason and so the aggregate demand curve shifts from AD
Point B and prices have risen to P,. The cost of living has gone up ar:
wages from the employers. The aggregate supply curve now shifts in
Point C and there has been cost-push inflation, prices have risen to E;
money from their increased income, they can increase their consumpf
curve pushes out again to ADs. Now the economy is producing at Po
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SR
e

b) What factors could affect long-run aggregate supply? - \Q\\‘
c) What factors could affect short-run aggregate supply? b\\\\\
G

. . - W
2. a) How do Keynesian and classical assumptions in the labou gy

b) i) Draw a classical aggregate supply diagram. N
iiy Explain what the curves show. \\“i‘\\‘\
¢) i) Draw a Keynesian aggregate supp! pr " g

S,
ii) Explain what the curves sbn. \

\\

1. a) Whenis afirm in the long run and the short run?

f/

%,

zﬁ?}’f’fﬁ;f;
’f/z/g

; inflation? &\\\\\%
plain these causes. B
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Exam-style Questions 2: Aggregate Demand anc

1. Define the term “disposable income’. o ™

T

\K\“

\\\\\\\
\\\;\\*\i‘ @\
s
N@\
"‘\\QQX‘N
% &
\

\\

//

2. Anindividual receives a windfall of £1,600. Their marginal propensit
Calculate how much of the extra income the ind;

al will use for c«

zﬁ?ﬁ’f’fﬁzg,
’f/z/g

m\\\\\%
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\\\\\w
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3. Suppos'éwﬂ'lat the individual chooses to save all of the extra income an:
the MPC be?
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h
F3
P
// E
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4. Explain one factor that may influence the level of aggregate investme

S

5.
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6. What type of inflation is shown by the diagram below?
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National Income (2.4,

By the end of this topic, you should understand...

The multiplier

The idea of real national output

The difference between wealth and income

The circular flow diagram

The difference between an injection and a withdrawal
The three injections and three withdrawals

SNENENENENEN

Remember: National income is the total amount of income flowing around the e¢:
used to purchase goods and services, national income can also be used to show t:;

or the total amount of output.

Wealth can create income; the money and items stored can generate a flow of
example to think of is a house. The house is wealth, it is a stock/store of wealth,
to other people you can receive an income back from it in the form of rent.

With this in mind, let’s look at the diagram that shows the circular flow of incom
assumes a very simple economy (remember the importance of assumptionsin T
and no interaction with other economies, there are only households and firms.
people of any amount, one individual or a family. Households receive income frc
and spend this income buying the goods and services produced by firms. Firms r
as labour, from households and produce goods and services that are bought by
and round the economy from firms to households.

Expenditure &
(for
products)

e
Prodiftaon

Households

A Level Edexcel Economics A Course Companion Theme 2 Page 52 of 102

S
T

e
\\\\\\\
i @&‘\%
v I
s

&@\
"‘\\QQX‘N

8 oE
&&%

\\

f/

zﬁ?ﬁ’f’fﬁzg,
’f/z/g

%\\\\\%
R
\\‘,\\\
'
L \\\
\\\\\\\

k\\\\\\?}

\\\\‘*‘"

e

\\\\

\.
\\

,/

s

S

/

%%%%%
=
fizzﬁ/ P

i
././

\\ \\‘\\
s
\

\

\\\@ i

x:\\;:

S

COPYRIGHT
PROTECTED

)

Qg

Education,




Injections and Withdrawals

This is a very simplified model of the economy. In reality, firms do much more t
produce goods; similarly, consumers do more than spend their wages on goods
that may intervene and we do interact with other economies.

Think of the circular flow of income diagram as a circular flow of water. Waters
income, but you can ‘inject’ more water into the system and the system will gro
water from the system and the system will shrink. If the total sum of injections i
withdrawals, then more money will be flowing into the economy and so it will g
withdrawals is bigger than the total sum of injections, then more money will be
so it will shrink.

Injections and withdrawals can be grouped together into opposite pairs:

e  Savings and Investments
Savings are a withdrawal because instead of spending income and keep
economy, people may instead put it into a savings account. This takes it
however, are injections because they put money into the economy in o
production. The level of savings and investments can be influenced indi
interest. If interest rates go up, people are more likely to save because t

their savings account. If interest rates go up, investment is likely to fall bg

back more money when they borrow it. To further your knowledge and
marginal efficiency of capital curve that follows later.

¢ Taxes and Government Spending
These injections and withdrawals can be directly influenced by the gove
because instead of letting income flow around the economy, a proporti
system and given to the government. Government spending is an inject
government puts into the economy in order to provide things such as sc

e  Imports and Exports
In reality our economy does interact with other econgmies. When
we buy foreign goods we send money from o’ My to the
other economy and receive a good riomy into ours.
The good is an imported dney foritisa
withdrawal. We may, hat is bought by an economic
5 n this instance our economy receives
Ction and our good is exported to their economy.
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A circular flow diagram of two economies with injections and w;

Government

Investment

Spending

Savings

Productlon Income Expenditure

_______

-
_________________

___________
- -

_____

Income Expenditure :

Factors of
Production

Households

Spending

Government
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Real National Output

Using diagrams 1 and 2, this section will explain how changes in
aggregate demand and supply will change the national output in an
economy. This concept is similar to the micro demand and

supply diagram.
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Diagram 1

i

w
5
.

Real national output is the output of the economy once inflation has been acco
above inflation (the value of the total number of goods is greater, even includin
indicates an increase in amount of goods and services produced, i.e. economic

E:

=

e

i

\\

\\\\\\\\\ "

i

o
x:\\;:

e

o
o

Equilibrium levels of real national output occur when planned aggregate deman
supply and the two curves intersect. A change in aggregate demand or aggregat
equilibrium level of real national output.

If aggregate demand has increased from AD; to AD,, then firms within the econ
meet this new demand for their goods. This results in a movement along the AS
where the new AD curve intersects it. At this point the market is in equilibrium
has increased.

If aggregate demand falls from AD; to ADy, then firms within the economy will d
excess unconsumed products they would be left with from the lack of demand.
the AS curve until it meets the point where the new AD ¢ tersects it. At th
equilibrium again and real national output has d '

COPYRIGHT
PROTECTED

e tax rates have been cut or techno
eipply goods at a cheaper price. This is more
market a5 the increase irf customers may increase

Lt ef prices more consumers are willing to buy the good, which
AD curve unt™\ reaches the new AS curve. The market is in equilibrium again a
has increased.

If aggregate supply increases, b
production, then firms 2
levels of o ,gf L

9

Education,

If aggregate supply decreases, perhaps because a natural disaster has damaged
then costs of production will increase and as a response firms will increase pric
consumers are willing to buy the good, which results in a movement along the A
AS curve. The market is in equilibrium again and real national output has decrea
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The Multiplier

Let’s start with an example to illustrate the idea of the multiplier:

The government decides to build more colleges and sixth forms to encoura
education. They have £20 million that they give to various building contrac
£20 million into the economy. The economy grows by £20 million. The cont
builders in return for their labour. The income flows from firms to househol
households will then spend their incomes on bills to buy electricity for their
from households to firms.

instead of d'*‘
g

will be taxe ‘11

withdrawn.

The size of the multiplier depends on two things: the amount of income that is i
be withdrawn each time. If injections are large, then the economy will grow by
are large then the economy won’t grow by much each time. This creates the m
relationship between leakages and withdrawals and the proportions of each.

A formula for the multiplier can be derived to give policymakers an idea of how
with an injection. Something multiplied by 1 equals the same amount. The mult
but by a little less than the original amount because some income has been lea
1 divided by the amount of income that is likely to be withdrawn. This is shown

1
marginal propensity to withdraw

Multiplier =

Marginal propensity to withdraw (MPW) is the proportion of income that will b
The income withdrawn from the economy will be spent differently on each with
different marginal propensity. The higher these marginal propensities, the mor
the multiplier will be smaller and the economy won’t grow by as much.

_ goods and services — the proportion of income that w
take away ti\G#®, then what is left will be the proportion of income that is wi
through elther taxmg, saving or importing.

Below are the two formulas you need to know for your exam to work out the m
economy will grow by from an injection.

MPW = 1-MPC = MPS+ MPT + MPM
1

MPW _ (1— MPC)

Multiplier =
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Households

\ ﬁ'tiplier would be about 3. The economy would increase outpu
injection. £20 mitlion would go round the economy and for every £1, 5p would b

Rio Lot

saved and 10p would be spent on imports. So 30% of the £20 million would be |
£14 million to be circulated round the next time. Then 30% of the £14 million wc

leaving about only £10 million to circulate round the next time. This goes on and
leaked and the economy would have grown by £60 million.

So how does this link with aggregate demand? Every time the income flows arou:
demand curve is shifted out. Using the same example, the Keynesian AS/AD diag:

ﬂh
Price
Level
AS
(£)
i
1
! 1
1 ' |
i ' .
! ADo; AP
! 1 1 1
1 1 . 1
! 1
L : L -
© Yo Y. Y2 Y3 RealGDP
(+£20m) (+£14m) (+£10m)

~
7

A Level Edexcel Economics A Course Companion Theme 2 Page 57 of 102

S
T

e
\\\\\\\
i @&‘\%
v &
s

&@\
"‘\\QQX‘N

8 oE
\%\\“\\

\\

f/

zﬁ?ﬁ’f’fﬁzg,
’f/z/g

%\\\\\%
R
\\‘,\\\
'
L \\\
\\\\\\\

k\\\\\\?}

\\\\‘*‘"

e

\\\\

\.
\\

,/

s

/

Ui

e
pd
P
// E
’»:/7,%'/’:/

././

\\ \\‘\\
s
\

\

\\\@ i

x:\\;:

S

COPYRIGHT
PROTECTED

)

Qg

Education,




SR

N—

k\\\\&\;&
S

A

2. a) Whatis an injection and what is a withdrawal? §‘§‘}‘3\‘3\‘~‘\‘~\1‘3\‘§
. . e . . H oo

b) List and explain the six injections and withdrawals. \%\x &

1. What is the difference between wealth and income?

3. a) Draw acircular flow diagram with all the injections and w T
b) Explain how income flows around the economy. %‘\*\\\é\“\\%

¢} What would happen if injections were bicizer than withdra R

dy What would happen if the gov ased the tax r

P
R

i
s

i 4 J/"J

Bt

o

. o %
4. What is the multiplis A

i
Y
3 o
i

5 A
o
o

5. allis 7 the marginal propensity to...

i

s

y

e

c) import? \:\%\\@.\_@,
b
6. If the marginal propensity to save was 0.1 and the marginal pr \\\\\Q\X
. . . . S
a) What would the marginal propensity to tax be if the margi § \\g\
0.5 AR

Lo p SR
b) What would the multiplier be? \%%“ \\X\:
c) If the government injected £10 million into the economy. B
i)  How much would the economy grow by? e
. . . . Ly
ii) Draw a circular flow diagram to show the path of this %ﬁ\
th i

e economy.

i

N

e
e

iii) Show this using an aggregate demand and aggregate
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Economic Growth (2.
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By the end of this topic, you should understand...

The factors that cause economic growth

The distinction between actual and potential growth
The distinction between actual growth rates and long-term trends in growth rate
The effects of economic growth on consumers, firms, the government and living s
The positive output gap

SNENENENEN

- The characteristics of a boom
V' The neggaitive output gap

- Where this is on the trade cycle

- How this can be illustrated i

= How this can be

- The charor

=
- Where this is on the trade cycle &@\\\\
- How this can be illustrated on an AS/AD diagram S

/ e
- How this can be illustrated on a PPF §\§ §
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We have already introduced the idea of growth and national income, and how i

this section we will think about changes in growth rates. Growth is not constant \\@\\&\k
S )
consecutive quarters, let alone years. We will talk about the general pattern tha § _\

time and offer explanations for the variations that we observe.
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Potential growth is also shown on a PPF diagram and the classical economic vie
Because the PPF shows the maximum productive potential of an economy, whe
shows the economy has changed all factors of production (is in the long run) in

its resources available to produce as many goods/services as it possibly can and
maximum potential growth.
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Factors that Cause Growth

Factors that cause the long-run aggregate supply to change or The level of
shift the PPF will cause economic growth to change in a similar from an mcre
fashion. All these factors are summarised below. In a nutshell, depends on i:

however, anything that increases the number of goods and the position
services in an economy or improves the ability of factors of diagram. If t
production will cause economic growth. capacity, a g
in alarge in
* Technological Advances increase inr
if technology improves, it improves the ability of
factors of production. This improves an economy’s productive potentia
grow as it can produce more goods and servire; the resources av
e Education and Skills
This is an investment in hu

or Create new goods that need fewer inputs. This will allow an econom
services, bringing the potential to grow economically.

¢  Demographic and Migration
Migration and changing the demographic of an economy will change t
economy. Generally, populations grow over time and so the economy

® Investment
Positive net investment will create economic growth, whereas gross in
maximum amount an economy can produce. This highlights the criteri
growth-related investment. Investment in research and development,
will increase the efficiency in resources.

¢  Natural Disasters or War
Natural disasters and war will cause an economy to lose resources as t
taken out of production and instead used for war.

e  Export-led Growth
For some countries, such as China, the high levels of exports are what f
called export-led growth. For these countries, international trade is hig
income from their foreign trading partners is what boosts their econon
the injections would cease and the economy would not grow.

Effects of Economic Growth
Consumers and Workers

. Increased growth means the economy is expand; there willbe ac

®  Economic growth indicates firms have increased production or new firm
®  Withincreased production, firms will gain more revenue and higher pro

e Firms will have taken and are more likely to invest in improving and incre;
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The Government and Economy

* High employment means expenditure on benefits has fallen.

®  The government will also receive more tax revenue from income tax.

®  High levels of consumption mean the government will receive more tax
and services.

®  More firms or increased production means the government will receive

®*  Expectations and confidence will be higher.

®  Higher expectations and higher confidence will increase investment and &

®  Economic growth usually entails inflation. This means UK prices will app
goods. UK exports will fall and imports will rise; this is likely to worsen the
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Trade (Business) Cycle and Output Gaps

In order to follow the trend growth rate, an economy needs to have economic s
measures of macroeconomic performance remain steady and there should be n
price, unemployment, growth and balance of payments. The economy should ha
run equilibrium. However, in reality it is difficult to keep these variables unwave
swing above and below this trend rate.
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The diagram below shows this idea, known as the trade cycle or business cycle, i
average, or trend, growth is a ‘line of best fit’ through the middle of the wave:
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ACTIVITY

Compare the diagram of the trade cycle with the real observed
between 1971 and 2014: (the dotted line shows the average annual growth rate

% change real

UK Real GDP growth

1983 1987 1

ey e

1 1995 1999

In Recovery In a Boom In Re
Confidence and Remain low, but High Remain h
Expectation begin to rise g begin to f&
Unemployment Starts to fall Barely any Starts to
. Remains low, but o . . .
Inflation ! W, bu High inflation Disinflati

begins to rise

Exports and Imports

UK prices are high,
exports fall and
imports rise

Gov. Spending on
Benefits

Begins to fail as
employment rise

Taxation ' ‘}:f

e

mption,
investment and job
creation increase

High
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An output gap occurs whenever there is a difference between trend growth and
measure these output gaps for a variety of reasons. Firstly, measuring actual gro
Topic 2.1.2 to remind yourself of the difficulties of measuring economic growth.
a theoretical concept and much like the AS and AD curve, they are hard to place
equations have been constructed to eliminate the fluctuations in actual growth i

Some equations attempt to count the number of resources that exist in the cour
productivity in order to find an economy’s maximum productive potential. How
the output of every individual resource, the results can only be an estimate. The

complex to collect accurate figures.

Booms: Positive Output Gaps

A positive output gap is when the economy is producing
economy is praducing beyond its PPF, i.e. itist {iasdurces than it curre
capacity. An economy can do thisint
often associated with high le

A
Price LRAS
Level )
. AS
B
* B
/ Recover
AD
Consumer Goods Real GDP

Recessions: Negative Output Gaps
A negative output gap is when the economy is producing below its long-trend gr
economy is producing within its PPF, i.e. there are unemployed resources within
with spare capacity. Recessions are often associated with low levels of inflation
This is because resources are not being used and confidence is low.

A LRAS
Capital Price

Goods Level

)\/\ Recessio

4

Real GDP
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1. Distinguish actual and potential growth.

2. What factors cause economic growth?
3.  Why is international trade important for countries with an ex

4. Draw a business (trade) cycle diagram.
a) 1) Label the positive output gap(s)
ii) Tllustrate this gap using a
iif} Using the conce : ' explain what is happe
iv)

ghout the output gap?

¢ Label the negative output gap(s).

" i) Illustrate this gap using an AS/AD diagram.

iii) Using the concept of capacity, explain what is happe

iv) What is happening to inflation, unemployment, conf
budget throughout the output gap?

5.  What are the effects of economic growth on consumers, firms
standards?
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Macroeconomic Objectives and |

S

By the end of this topic, you should understand...

¥v" The seven macroeconomic objectives of the government
v" Monetary policy
- The monetary instruments used
- The Bank of England as the operator of monetary policy
v' Fiscal policy
- The fiscal instruments used
- What is meant by fiscal deficit and surplus
The USA's response to the Great Depression
The UK's response to the global finandial crisis of 2008
The difference betweesn market-bassd and m'rervey
\/orlous supply-side polices that are used
ow the policies can be illustrated
The strengths and weak
The confhds ond t

S NENENENENE NENEN

t:policymakers strive for growth; they want the country to be
look at how governments aim to achieve this objective, and others, and what to
when the economy starts to shrink.

Possible Macroeconomic Objectives

The government is tasked with steering the economy with the aim of making th
and raising living standards. Higher growth and stability are the keys to this but
other factors too. The main objectives of government economic policy can be s

1. Economic growth
Economic growth indicates more jobs, increased income and greater oppo
sustainable level of economic growth.

2. Low unemployment (less than 5%)
The government aims to have full employment because this indicates the e
productive potential. In the UK, 5% is considered the natural rate of unempfz
level the government aims for.

3. Low and stable rate of inflation (less than 2%)
Price stability is important for economic agents to function properly. As dis
create a stagnant and potentially diminishing market; therefore the govern
levels of inflation at around 2%.

4. Balance of payments current account equili
A balanced current account means the
than the other it can cause t

e of injections and with
boom above or deflate below i

recessiornas highhghted in order to have sustamable government finance
need to equal spending.

6. Protect the environment
In order to meet growing demand from infinite wants and population grow
resources are used up, leading us to a bottleneck. Without a healthy enviro
cease to function, whereas a healthy environment is beneficial for well-bei
Therefore it is imperative to protect and maintain it.
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7. Greater income equality
A more equal distribution of income creates a fairer economy and allows t
more efficiently to increase living standards; however, a gap is still needed
Reducing relative poverty will create greater income equality.

The main government objectives can be achieved using various policies. Each po#

instruments’; this means variables that the government can control in order to
achieve the various policy objectives. These instruments control the economy b
demand or aggregate supply.

Policies that use instruments to influence aggregate supply are called ‘supply-si

Supply-side Demand-side
'a
Monetary Policy Fiscal Policy
\.
,_I [
~
Quantitative Interest Government
Easing Rates Spending
/

Demand-side Policies

Fiscal Policy

Government spending is an injection into the economy
and taxation is a withdrawal from the economy. These two instruments work in
and come together to create an expenditure ratio. The government can directly
tax at a different level or choosing to spend a different amount.

Indirect Taxation
Indirect taxes are taxes that are imposed on an economic agent but are not pai
imposed on a producer but are passed on to a consumer. The tax is indirectly p
party does not have to pay the tax, i.e. they can choose not to buy the product
taxes on fuel, or other goods and services, are indirect taxes; VAT is an indirect
because there are very few goods/services the tax doesn’t apply to.
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Direct Taxation
Direct taxes are paid directly by the economic agent that they are imposed upo
inheritance tax, student loans or poll tax are imposed on an agent and are paid

. . . s
government. These taxes cannot be avoided through consumption choice. &\\\\\
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; « o1 things that 4 § \\
affect the W#®tiveness of fiscal ?E")'CE Level S
policy; it is a good idea to *\\\}\:\}\
mention some of these as you %\\\\\
will gain ‘evaluation’ marks in the
exam. S SN

e The size of the multiplier will
determine how effective
fiscal policy is because it will
‘amplify’ any changes made
by the government. A large

Dol

.

/4’%’,
o
A
2

%5/ ’

/
e

{\\\

multiplier means the \\\§§
government needs only \\i\\
make small changes in order Po b - - \\\\&\\\
to have large effects, $

whereas a small multiplier LS A ——

will not bolster changes to
tax or spending and
therefore larger changes are
needed.

e The economy is complex and
hard to measure. It is difficult to
determine whereabouts the economy
is on the business cycle and where the AS and AD

‘are, Therefore, th
d cut/increase sp

COPYRIGHT
PROTECTED

/ dUgh this doesn't determine the effectiveness
cy and can create issues in the future.

el problem with fiscal policy is that there are time lags betwee
and the actual implementation of the policy because it takes time to pass
bureaucracy and to hire more public workers. However, once implemente
felt pretty quickly. This time lag is problematic because the government ¢
fluctuating market regardless of its severity. Equally, even if the governme
changed their instruments in accordance with the economy, there is no te
future. External shocks that occur after policy implementation can cause t
to policy predictions or the remnants of the policy and the new state of t
further failures, especially if the government’s attempts are slow to correct
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Monetary Policy

Quick Explanation of the Finance Market

Banks lend to others because, although the borrower is currently without
money, they will pay back this money plus interest. Therefore the lender
(the bank) will make money in the long run.

SR
T

\\\‘\ #

%&x\\\\\\\
-&\ \\%%

, .
If the lender needs money, they of course can’t use their own because they have %\\%\ \\\\\\

must then find money elsewhere; rather than borrowing themselves, they will ‘s

) i '\\\\\\\
work? Shannon lends Tom £50; in return Tom will pay Shannon £60 next month. \@\
money and cannot wait until next month. She tells Hannah that Tom owes her £ %&\\\\\
£55, Tormn will owe Hannah £60. This way, Shannon has received the money she | Lo
Hannah will have earnt £5 from lending Shannon £55 T @\\\\\
The financial system is complicated and with n nsactions, it can be hg %\\\ @
whom, especially when the borrowe &k the loan (defaults on their - ‘\\\
: m\\\\\&
Cash (notes and coms . Liguidity is the ease with which somethin i‘\?‘\?‘\?‘\?‘\?‘\?‘\x
cards are 1 you can get cash from them quickly from a cashpoin @\\\\
go to a paw Ry and exchange it for cash; however, there is difficulty in finding §\ \Q
hours and fmng a shop who will buy the ring. A house is more illiquid than a rir; S
to find someone to buy a house since people need longer to make a decision on k\\\i\\%
\\\\\
bureaucratic procedures that slow down the sale of a house. Loans can be turne E -
when she sold the loan to Hannah. Some loans are more liquid than others. Govz
and are fairly liquid. When a government needs to borrow money, it will sell a bc @\\\\\
that says ‘I, the government, owe you £££’. Say Tom was the government and Sh %\\x\: \\§
have sold a government bond to Shannon for £50, with the bond stating that Tor \\\\\:
owner of this bond £60 next month. The UK government, for example, is a very t § \\;\E{\:
unlikely to default on its loan. Therefore, being a low-risk loan, the bond would & % g \\
S
e
£50 i
\\\«:%:\
Tom: \\\
Gained: +£50
Owes: —£60 I
Net: —£10 Tom Owe £60
> v
Hannah:
Lost: —£55
Will Gain: +£60 Hannah COPYRIGHT
Net: +£> PROTECTED
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Monetary policy is set in a different way to fiscal policy and this is mainly becaus
not directly controlled by the government. As discussed before, interest rates af
investment; however, there are a few more steps in between.
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. Further your economic knowledge...

* The responsibility for setting interest rates was passed from the gove:
1997 under the leadership of Gordon Brown as Chancellor and Tony i

Previously, there was the suspicion that governments had been manis;
political purposes. By reducing the rate close to elections, aggregate:;
economy would boom. This would increase the chances of re-electios;
— but also increase the peaks and troughs of the economic cycle, lea:
uncertainty and deeper recessions.

Now the Monetary Policy Committee (MPC) of thi Bank of England s
independent of political pressures and log
the country.

Firstly, you need to understand the role o

ACTIVITY tasks a central bank can have, including c¢
Read the recent .

reserves, maintaining the exchange rate,

inflation control. The Bank of England is t

to maintain the exchange rate but in 1992

rate market. It still holds the stock of fore

coins (via the Royal Mint). Its main role is:
(inflation control), which is done by setting

X

letters from the Governor
explaining why the 2% inflation
target has been missed.
www.bankofengland.co.uk/monetar
ypolicy/Pages/letters.aspx

The base interest rate is the rate of interest the Bank of England charges to comt
from them. Commercial banks are those that you see on the high street; they are¢
businesses use to borrow money from and store their savings. If the Bank of Eng
then commercial banks are likely to raise their interest rates to cover their increg
then mean the cost of borrowing for businesses and consumers will increase ang
their spending and investment.

The Bank of England was given the role of inflation targetmg Lacause the govern
interest rates during times of election in order to boo; ner confidence an
democratic disruption to the economy, inflati Wwas given to an indep
England, specifically the Monetary P {MPC). If the Bank of Englat
targets, then it must report ‘ rernment with an explanation as to wi

The Bank of England may also use ‘quanti

Bank of Japan to lend money and create greater ease of

was the first to use a program of does this by effectively printing more mo
quantitative easing in the early physical money, it assumes it has more m
2000s. Research why this was the Bank of England is able to buy corpora
necessary: read about Japan’s commercial banks. This means banks will &
"Lost Decade’. transaction rather than exchange of physi

they gain from their sale of bonds means
lend money to economic agents. Quantitative easing is used when there is a lack
economy.
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Monetary policy is seen as a blunter policy than fiscal policy because it targets th
fiscal policy could be targeted to selected markets. However, interest rates can
quickly than tax rates.

e Commercial banks may not pass the change in the base rates on to consur;
businesses. Therefore, effectively, the interest rate has not changed and th
activity.

e |f confidence or expectations are out of sync with the economy, then econg
respand in the same way regardless of the changing instruments.

e There can be time lags between when monetary polic :s implemented anc:
because it may take economic agents time 1o, ) T consumption an
interest rates.

e There may be a credit crunch
and consumers.

crcial banks may not have the fung

\ii

Demand-sii ‘Pohc:es (Monetary and Fiscal)
Similarities and Differences

Monetary
Policymaker Bank of England’s Monetary Policy Committee | Governn
Instruments Interest Rates and Quantitative Easing Governny
Time lags 6—12 months due to adjustment in habits and | Up to 18
expectations impleme
Trade Cycle Better in... worse in... Better in

History of the Use of Demand-side Policies
To boost an economy, the government should reduce interest rates (monetary p.
spending on infrastructure (fiscal policy). The money that is in the economy coul
investment; if there is a low supply of money, then little can be lent for investme
determined the level of investment rather than the interest rate because savings
more people saved their money in banks, banks could lend more money to inves
increasing the money supply to boost the economy would work during normal ti
during a depression.

Great Depression in the 1930s

United States of America

During the Depression, US exports fell heavily as foreign trad
unable to afford US goods. In response, the USA a
agricultural and industrial items. The aim
imports and thereby shifting do
a ‘tit-for-tat’ retaliation fro;
between the Lo a:: .

oot-Hawley tariff;:
and protect domestic p::
: p‘tlon from foreign goods to dome
antries that imposed a tax on US imported
ally, Europe owed reparation money to the US

inflow of i mcome and the economy was becoming stagnant. The US government
projects such as road building. This was not only an attempt to inject money intc
attempt to tackle the high unemployment problem by providing jobs. The effecti
injection is debated; some believe it helped end the Great Depression, whereas
production from World War Il was the main contributor.

A Level Edexcel Economics A Course Companion Theme 2 Page 70 of 102

S
T

\\\‘\ #

%&x\\\\\\\
-&\ sl

o
%\‘*‘&
s

\@\
S
- \
B3 kx

\\\w
)

\\\

.4’

e
R
r///

R

2
%\\\\\N
a‘\?‘\?‘\?‘\?‘\.“\.“\x

\\\\
i i

A
f
R

\\\\‘*‘"

e

e
o

"

(”/Z/'Zz;f

%

%

2
%f:f

\ \\
'\\\:\:\\2\: 2
\%\

\\\\ﬁ\\

//

f
o

COPYRIGHT
PROTECTED

)

Qg

Education,



Although the job-creation policy was more successful than the import taxing, it
still slow and gave very little improvement. Their monetary approach was equal
unsuccessful. Interest rates were already close to 0 and this did not seem to bo
aggregate demand. The government provided S2 billion to the banks in order to
promote consumption and investment which would trickle down through the e
jobs and wages. The outcome of this is controversial; some believed it helped t
the money was mainly lent to large businesses who didn’t spend it on plans tha
During the Depression people were not spending or investing their money, but
they were not depositing their money into bank accounts. This created a liquidi
Roosevelt decided to insure the wealth people stored in their bank accounts, w
the banks and encouraged them to put their money back into accounts rather t

United Kingdom
In the UK, the government took def!
unemployment benefits a
2.5%). This redaeed.:

countries th\‘__,. ®o not in the British Emp:re.

The abandoning of the gold standard in the early 1930s improved UK competiti
to fall by 25% to its natural position. This increase in international competitiven
and increase aggregate demand. On top of this, the Bank of England decreased
drop in interest rate helped to recover the UK economy.

Global Financial Crisis of 2008
The 2008 global financial crash was the worst recession the world has seen sinc
was triggered by the sub-prime mortgage crisis in the USA. The sub-prime mort
began issuing mortgages to high-risk household owners (homeowners that wer
These high-risk mortgages were then split up and mixed with other loans that w
create a ‘mixed bag’ of various parts of different loans, so that as an average, th
when the risky borrowers started defaulting on their loans, nobody could track
financial system started to unravel, especially as speculation meant people bec
loans. The financial system dried up, lots of people lost a lot of money and it lef
interest on customers’ savings accounts. As in the 1930s, the global economy fo
which means that monetary policy became ineffective.

United States
At the start of the crisis in 2008, the USA followed an expansionary fiscal policy.
the economy to promote aggregate demand. Later, in 2009, the economy was s
so the US government opted for an approach that was spread over a longer per
the USA spent a larger $787 billion in the economy.

g creaée the money sup
and no one really knows the tr
© from 5.25% in 2007 to almost 0% by

The USA also used quantitative easing in
The effectiveness of this policy is m
Federal Reserve reduced

es in an expansionary fiscal policy movement and reduced V
the govemment spent £3 billion on investment in the economy to boost it out o
tax cuts and spending caused a severe budget deficit. By 2010 the UK governme
attempts to reduce it.

The Bank of England reduced its interest rates from 5.75% at the start of the cri
This had little effect and by the following year the Bank of England had reduced
to a record low. Despite having rates close to O, there was little change in borro
their money. To compensate, the UK government tried quantitative easing of a
banks the liquidity to lend again.
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Strengths
* Although demand-side policies have a time lag of about a year, they are
policies and are therefore used to respond to changes in the economy.

SR
RR&RR@

o .
Fe

Weaknesses
®  C(lassical economists believe any increase in aggregate demand will only &
®  Although the government can manipulate the economy, the global mar

government has no control over. The government policy is weak to exte
®  Data collection is slow and long-winded. The information provided to go

inaccurate but also out of date, causing the government to react slowly o
G
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i
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Supply-side Policies
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There is a wide range of things that affect the aggregate supply, none of which t \\q\\s\
level of control over as it does with demand-side policy instruments. The main § Q\@
R Y

i
e

aggregate supply is through spending on supply-affecting investments or by cha \ﬁ\\\\\\\\

BOE

i

o
N&

Let’s remind ourselves of AS/AD analysis. If aggregate supply shifts outward the
being equal:

o
o

A AS;

Price Level

(£) AS;

COPYRIGHT
PROTECTED

9

Education,

Below are some conditions that affect aggregate supply and explanations of ho
policies to affect those conditions.
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e  Promote Competition
If there are lots of producers in a market, then there is more competitio
will give producers an incentive to find ways to cut production costs bec

. - . s
goods at a lower price, thereby gaining more customers. To do this the

loans to start-up companies, reduce barriers to entry (obstacles that ma k\?::@:\\
market’), or enforce laws that prevent monopolies (large firms that oth \%\\\\\\\\
reducing taxes on imports or subsidies for domestic firms, there will be @ @*\\%
will increase competition within the market. By both reducing taxes on LA
enter a market and providing subsidies to domestic firms, an economy ¢ \\:\3\@
allowing domestic firms to remain. This will boost LRAS because domes \\\\\\
replaced with foreign production, but the competition drives the firms t g B o8

! @‘\‘\*‘\:

R\\\\\%
e
s

‘\\\\‘.\\
\\

forca__,_ »a'gfreety within this market Structural unemptoyment is aresult i
labour. Trade unions are another barrier to the free market system. Trade %\\\z\:\\
an individual worker by uniting them together as one large body. This gives \\\Q\\\
when it comes to wage and working conditions negotiations. By opening u

gain workers and thereby increase its ability to produce goods. Because thi \\\\
around migration are supply-side policies. By increasing minimum wage, m \\
work. Equally, by reducing unemployment benefits, this would disincentivisé
benefit and encourage them to work. However, unemployment benefits ar

incomes and so there is a trade-off between protection and incentive.

/

/.r/;//
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\\\\\%
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* Quality of Workforce (Skills and Education)
If the government invested in schools by, for example, buying new lear
have a better education system, creating a more productive workforce.
provide financial assistance for pupils to continue into further educatio
Educational Maintenance Allowance (EMA} was granted to students fro
has now been scrapped in England. Investing in training courses for wor
human capital of an economy. This is particularly useful if there are struc
because it will help the mobility of workers between markets.

f
o

* Infrastructure

Spending on infrastructure means investing to improve the
physical conditions or organisation of the economy — for
example, investing in transport systems such as railwiys and
roads, or investing in buildings for factories ¢ houses.
By improving these factors, society vidiibe rand the
econamy will function m there were adequate
‘be happier; if the roads

COPYRIGHT
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e Quality of Capltai and Production Processes
Investment into research and development will create a technological ac:
machines are invented and more efficient methods of production are cr
curve out because a more productive and efficient economy can produc
positive net investment will indicate increased capital stock. Greater qu
means there is the possibility for more production.
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Strengths

®  Shifting the aggregate supply curve outwards will not cause inflation as
prices through competition and improvements to production.

® Increasing aggregate supply is an increase in production, as long as it is
demand (movement along the AD curve). This indicates a rate of econo
as resources are generally improved or increased in the long term.

®  Increasing production and economic growth will mean there is job creat
level of unemployment.

® By improving the productive capacity of an economy and reducing the c
will become more competitive in the global market. This will mean expo
trade deficit.

Weaknesses
*  Supply-side policies have long ti
education can take 13

oving the guality of the wo
‘en start aged 4-5 and finish aged
stly, which would have a negative impact o

inaccurate but also out of date, causing the government to react slowly

Conflicts and Trade-offs between Objectives and Polic

Macroeconomic Objectives

There may be conflicts between macroeconomic objectives, i.e. in the process of
objective is impaired. The most famous trade-off is the one that is shown by the P
trade-off to be explained because your syllabus requires more in-depth knowledg

Economic Growth versus Inflation
Economic growth usually results from an increase in aggregate demand. An incr
only increases growth but also increases the price level. Therefore, as an econo
growing rates of inflation too. One way to increase growth without increasing p
supply; classical economists believe this is the only way to create economic gro
LRAS curve, any increase in aggregate demand will only result in price increases

Economic Growth versus the Current Account
As the economy grows and people’s incomes rise, people will spend more onim
worsen a trade deficit {or improve a surplus). Equally, as the economy grows an
will appear more expensive in relation to foreign goods. This means exports wil
imports could create a negative current account {defiz:

Economic Growth versus Enviro
Pollution and environmental.s
Polluting the enuircn:nd

they grow, ‘},‘f

social cost. Remember negative e
counted for in the market system. Economie
& up more of the finite resources. With more productio
fuels, and wEGH#® expansion of new factories, offices, hospitals, etc. comes the
may currently be inhabited by nature. China is a clear example of the trade-off
economic growth and their low rates of clean air and healthy environment. Cou
the environment during their industrialisation stage, where environmental conc
the rapid rise in growth rates, and countries switch to more capital-intensive fo
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Inflation versus Unemployment (Phillips Curve)

In 1958, Bill Phillips hypothesised a relationship between unemployment
and inflation. He believed that if there was high unemployment in an
economy (spare resources), then firms could offer relatively low wages
as most people would be without an income. Another way to look at this
is in terms of competition; there was very little competition within the
labour market as the supply of jobs was low relative to the supply of
available workers. On the other hand, when the economy was near full
employment, attempting to expand would be more costly because firms
would have to offer wages that were much higher than the market
equilibrium in order to tempt already employed workers away from
their current jobs. So, as unemployment fell, expanding prasd iiction
would become more costly and prices would inc : miensate.

Inflat

Long-run and Short-run Phillips

,' e "her than a compromise between the two. It was
instead theor;sed that expectations had adjusted to the high levels of
inflation and these new expectations of inflation were incorporated into
wage negotiations. Equally, the strong union power in the UK at the time
meant the market was restricted from adjusting to the market
equilibrium, resulting in high unemployment (remember the Keynesian
idea of sticky wages).

With this idea the theory of the short-run Phillips curve was created. The relatior:
true to Phillips’ relationship; the curve may simply shift in the short run so that di
results in increasing inflation but at high or low levels. In the long run, howeve
relationship and therefore the Phillips curve is a straight line in the long run. It is
curve lies at the natural rate of unemployment.

Macroeconomic Policy
Fiscal Policy Conflicts
Increased government spending may help to boost an economy out of a recessic
will be likely to result in increased taxes in the future. This tax increase not only ¢
approach, but will reduce incentives to work and could worsen income distributi
is implemented.

Reducing government spending may mean cutting benefits or reducing investme
can have a negative impact on the }iving standards within an.cconomy. After the

pay a mortgagé Thls could worsen weaith distribution. Monetary pohcy can also
If interest rates are high then this will discourage new start-up businesses and re
the market.

Supply-side Policy Conflicts
Supply-side policies that improve infrastructure will improve the efficiency of the:
damage the environment. Areas of forests, for example, may be cut down in ord
supply-side investments will come out of the government’s budget which may c¢
fiscal policy.
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o B
1. a) What are the economic objectives of the government?

o R
b) Why are these the objectives of the government? L
- -
-&\ \\b\
2. a) What are the three macroeconomic policies? %\Q@
b) What are the demand-side policy tools and how can each -\\\\\\\
manipulate the economy? \*
Tho is in che £ the < molicies? T
¢)  Whois in charge of the three policies? § o }

.4’

\\\w
)

] &
N

W
%\\\\\N
a‘\?‘\?‘\r‘\?‘\.“\.“\x

\\\\

o

E &
-
o

e
o

6. buppl y-side policies are better for the economy than demand-side po s
not used is because the time lags mean politicians won't see results i; x\\\“"
. ; e
extent do you agree with this statement?
‘3\\\\\\\
. . . . « . Ry Wy
7. How does fiscal policy conflict with other policies and the gov \‘gk\\:: §
¥ W
How d licy conflict with other policies and th G
8. ow does monetary policy contlict with other policies and the %\ \\\;:
g o
9. How do supply-side policies conflict with other policies and tk g
. \%\?
10. What are market-based policies? \\\‘\ﬁ\\

11. What are interventionist policies?

12. a) Draw ashort-run Phillips curve.

b) What does the Phillips curve show in terms of meeting all
c¢) Draw a diagram to show how the Phillips curve might log
d) Name and explain four other conflicts that might arise in ¢
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Exam-style Questions 3: Macroeconomic Obje:

1. Which one of the following can be inferred from the chart below?
A The UK’s economy shrank between Q2 2014 and Q1 2015.
B Between 2010 and 2015 the UK’s economy had consecutive qua
C  The highest growth during the period was in 2014.
D The UK’s economy grew overall in 2010.

s
k\\\\}\&@
Fe
Gl o
it

R

GDP: quarter-on-quarter growth \“%\“\EQ

Constant prices, 2010-2015
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2. Which of the following statements is not true?
A Inaboom an economy produces above its long-term trend rate ¢
B An output gap is the difference between actual growth and the
C  Inthelong term, the trend rate of growth is always 0%.
D  During a recession there is spare capacity in an economy that is

3. Describe the idea of loose monetary policy and how it can be used to
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4. Look at the chart below which shows the interest rates in the UK set
Committee (MPC) of the Bank of England between 2000 and 2015.

UK Interest Rates
2000-2015

interestrate %

Source: The Guardian / Ban

Describe the main trends shown in the graph.

5.
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Answers

Measures of Economic Performance

1. What is the difference between inflation, deflation and disinflation?
Inflation is a rise in general price level, whereas deflation is a fall in general p:;
inflation, meaning general price level has increased, but the increase is less th

2. a) Listand explain four effects of inflation.
Any four of the following

e Dummshes the Value of Savmg A

the vatue of a good incre

e  Shoe-leather Cost:

less able !

Discontent: People become discontent and unhappy if prices are g
going up at a similar rate. :
*  Government Taxation: Workers can earn a certain amount before t
doesn’t increase at the rate of inflation, then, in real terms, the amos:
they are taxed will fall. So they are taxed more heavily.
¢ Unemployment: The Phillips curve relationship states that as infla
e  Anticipated Inflation: If firms have not prepared for increasing pr

budgets. Equally, firms” expectations will fall if they experience hi
are less likely to invest.
b) Despite these effects, why is deflation worse?
Because inflation follows economic growth, deflation is associated with
expectations and confidence. Equally, because prices are falling, people
before making a purchase, which will lead to a stagnant economy.

3.  Whatis a basket of goods?
1t is a list of items that are bought by the average household.

4. These questions refer to measuring inflation.

a) How is inflation measured using the CPI?
First, a basket of goods is created. Then the ONS sends out the Living C
calculate the weights and average prices of each good in the basket.

b) Whatis the other measure of inflation?
Retail Price Index (RPY)

c¢) What are the imitations of me
Neither CPInor RPY
is hkdv to coc

thev ’dempt to, CPLand RPI can be Lmrepresentatwe for some cohorts.
substitutes.
d) Using the information in the table below:

i)  Fill in the missing columns.
See table.

11) What is the rate of inflation in Year 1, Year 2 and Year 3?
Year 1=4%, Year2=5%, Year3=4%

iii) Using inflation, deflation and disinflation, can you describe the
Between 2000, 2001 and 2002 there is inflation; in 2003 there is disi
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Jucation

Goods
Price Value Index
Good name | Price Items b.ought asa percenjcage
of total items bought (weight)

Good A £5.00 20% 0.20
Good B £3.00 15% 0.15

£4.48 100
Good C £0.50 35% 0.35
Good D £9.50 30% 0.30
Good A £5.25 21% 0.21
Good B £3.50 15% 0.15

£4.64 104
Good C £0.65 35% 0.35
Good D £9.60 29% 0.29
Good A £5.75 21% 0.21
Good B £3.75 16% 0.16

£4.87 109
Good C £0.75 35% 0.35
Good D £10.00 28% 0.28
Good A £5.75 18% 0.18
Good B £3.75 14% 0.14
Good C £0.75 35% 0.35 £4.64 104
Good D £10.00 27% 0.27
Good E £2.00 6% 0.06

ference between employment, unemployment and underemployment?

i when somebody has a job, whereas unemployment is when somebody is willing and able to
V't have a job. Underemployment is when somebody is in employment (has a job), but is
hours than they would like, i.e. they are in part-time work rather than full-time work.

the five main causes of unemployment?

frictional, seasonal, demand-deficient and real-wage inflexibility

xplain these causes?

tural: This occurs when demand and supply of labour do not match or when the skills of a

er do not match the requirements. This is known as geographical or occupational immobility.
onal: This occurs as people change jobs.

mal: If people are employed in seasonal work, then when the seasons change, they are without

and-deficient: If the economy is in a recession, then firms will cut back on production and there
e little demand for labour.

wage Inflexibility: If the actual wage rate is below the market equilibrium, then there will be
cess supply of labour.

n four effects of unemployment.

for a full list of effects.

15 refer to the measures of unemployment.

the two main measures of unemployment?

iployment Rate and Claimant Count

1ese measures attempt to quantify unemployment?

Jnemployment Rate: The ILO sends out the Labour Force Survey to determine the number of
le who are in/out of work and who are seeking work. From this, they are able to calculate an
ated percentage.

aant Count: This counts the number of people who are claiming unemployment benefits as a
ntage of the working population.
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¢) How accurate are these measures?
Neither measure is completely accurate as they only calculate the statis
claimant account generally underestimates the number of people in un _
R
e

9. What is the difference between immigration, emigration and migration? r
e

Migration is a movement of people between countries; immigration is an in
emigration is an outward flow of people.

10. Can you explain some effects of positive net migration on the economy? \\§§
. \:\:\‘:\\

demand and supply diagram. g

If net migration is positive, i.e. immigration is greater than emigration, then .
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11. a) Whatis GDP? &j \\
. . . W g

Gross Domestic Product: the total number of goods and services produ S

b) How effective is GDP in measuring living standards and happiness?
Economic growth generally has a correlation with living standards, alt
Because GDP doesn’t account for any happiness or development indic
living standards. However, because GDP measures more quantitative
more qualitative, it is an easier measure to collect.

¢) How do real and nominal GDP differ?

Real GDP accounts for inflation, whereas nominal inflation is merely t

d) How can GDP be adjusted to account for population size?

By dividing the total GDP of a country by the population, GDP can be

e S

i

o
§§§§§i}
x:\\;:

o
o

12. According to the theory of purchasing power parity, when is equilibrium
When the purchasing power is equal across countries.

13. What is meant when economists say there is a curr
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14.

connected”.

3

15. Why are™ (Hlation, economic growth, the balance of payments and unemp
economic performance?

9

Education,

¢ Inflation: High levels of inflation are associated with instability.

¢  Economic Growth: Economic growth is linked to a stable and improvi

¢  Balance of Payments: A deficit indicates more money is leaving the ec
unsustainable.

¢ Unemployment: High levels of unemployment mean resources are not
economy and so it is underperforming. Equally, if people are unemplo
income and so are not spending money to boost the economy.
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Aggregate Demand (AD)

1. Complete this diagram by labelling the curves, the x-axis and the y-axis. _
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a) What has happened to this curve?

k\\\?\:\\?}
The curve has shifted to the right indicating an increase in aggregate de \\\:\\\
b) i) What four main factors can shift the AD curve?

Changes in consumption, investment, government spending, net eh @\\\\\
ii) For each factor, explain 2-3 reasons why the curve was caused to \:‘\3\\\\:; \\§

¢ Consumption: (1) If disposable income has increased, then pe :\Q\\‘\\;\
and so will increase consumption. (2) The government might ] \%‘5 i:\;:

in turn lowers the cost of borrowing and reduces the opportur - \\

This will encourage people to spend their money rather than s -\\\;\;\\;

/

o
\%\

\\\\ﬁ\\

to consume large, expensive goods. (3) Another cause might r¢;
house price. If people’s assets increase, then people will feel w
increase their spending. (4) Lastly, if people have high levels ¢
they will feel happier about spending their money and won't £
they are more likely to increase their consumption. Increased ¢
aggregate demand (AD) and push the AD curve outwards.
¢ Investment: (1) Increasing economic growth will increase peog:

/

f
o

consumption is likely to increase and there will be greater derr;
response, firms will invest in expanding their business in orde:
increased demand. Hence, investment increases with economi
increased, perhaps because the exchange rate has fallen, or beg
have increased, then exporting companies
match their supply with the increased

ay invest in expat

nd; investment ha
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; .;1mpkmented conecﬂy
" Government Expenditure: (1) If the economy is in a recession
increase its spending in order to stimulate the economy. (2) Ec
to an expansionary fiscal policy approach, then their spending
changes in the budget.
e Net Trade: (1) If UK incomes fall, then UK consumers are likel
of imports. This could lead to a positive net trade, which will i
the pound depreciates, then UK goods will appear cheaper in
will fall as UK consumers switch to consuming domestically g3

)

Qg

Education,

increase as foreign consumers buy UK goods. This will mean ‘r

A Level Edexcel Economics A Course Companion Theme 2 Page 82 of 102




increased aggregate demand. (3) If there is a world economic E;
will rise. Exports will increase as foreign consumers can purcl‘
Alternatively, UK consumers will also be more able to purcha:§E
outweigh the increase in exports. However, because the aggrezi5

S

. . %\\\\\\:}*
out, this indicates that exports are greater than imports. (4) 1 S
level of protectionist measures implemented on UK goods, th \\\\\\3
their consumption of UK goods. Increased exports will increa %\% @“\}\*\\

\\\\\;\\\ﬁ
N@\
'\\:\:w:y

UK produces high-quality goods, then the relative price will n
consumers will increase their consumption of the UK export b:
will increase aggregate demand.

2. Explain how rising interest rates can affect aggre&a
If mterest rates increase then the cost of borrcs the opportumty cost

P \\
k\\\\\%
b

\\‘,\\\
'

L \\\
\\\\\w
k\\\\\\?}

'N\“

= -

,/

s

/

The wealth effect is that people wiil feel weaithier if their assets or houses pr:

4. a) Whatis the relationship between savings and consumption?
Firms and households can either save their money or spend/invest. If ar:
more, then their spending will decrease, ceteris paribus.

b) What is meant by the marginal propensity to consume?

.f/w

o \\

%’/

,,
e
P

./ //J/,/ k:

»/7,%, %

% /%9’

The proportion of an amount of additional income that a person choose

\\ \\‘\\
s
\

\

\\\@ i

x:\\;:

5. a) How doesnet investment differ from gross investment?
Gross investment is the investment to replace old or used machines. Th
resources has not increased. Net investment is the total investment min
net value of additional capital.
b) A firm has five machines; three of them are old and the firm have pla
has invested in five more machines.
1)  What is the firm’s net investment?
Two machines
i) What is the firm’s gross investment?
Five machines

S

6. What are Keynes’ animal spirits?
Keynes uses the phrase “animal spirits’ to describe a:mix of confidence and e
decisions of both consumers and producers. During
means that consumers spend less and prog

nomic downturn
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7.  Whatis the Golden Rule
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8. Draw a graph for the relationship between consumption and real income
X-axis).
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10. If Marcy’s income rose from £25,000 per annum to £30,000 per annum and
increased from £9,000 to £11,000:
a) What is her marginal propensity to consume?

) , Change in g
Marginal Propensity to Consume = ——————.
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( 11000 — 9000)
(30000 — 257

b) Ity
£110
top of her initial consumption of £9,000. This takes her total consumpti

9
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Aggregate Supply

1. a)

b)

)

b)

o)

When is a firm in the long run and the short run?
A firm is in the long run when it is able to change all their factors of proé;;
when it is unable to change one factor of production.
What factors could affect long-run aggregate supply?
Technological advances, relative productivity, worker human capital, g
demographic, migration and competition policy

What factors could affect short-run aggregate supply?
The price of inputs (costs of production); for example, raw materials anc
tax rates

How do Keynesian and classical assu
Keynesians believe in stick
‘stick” at the same level
wages will fall

Ani increase in aggregate demand will only increase the price level

supply does not change.

i) Draw a Keynesian aggregate supply diagram.
See diagram below

ii) Explain what the curves show.
The level of spare capacity in the economy determines whereabout
the flatter end of the AS curve, then it is likely to be in a recession v
firms will be able to increase production with ease. Increasing aggt:
increase GDP with very little increase in price level. If the economy
curve then supply is inelastic and it will be costly to increase prodt
capacity. Any increase in aggregate demand at this point will only
with little increase in GDP.

A

Price Level
C.LRAS (£)

Real GDI
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3. a) What are the three causes of inflation?
Cost-push, demand-pull, growth in money supply
b) Using a diagram, explain these causes.

A A
Price AS Price
Level Level
(£) (£)

Price
Level

(%)

“AD

[

Real GDP

¢  Cost-push Inflation: If the costs of production increase because, fo
or oil prices have risen, the firms will increase their prices to comp
will increase.

¢ Demand-pull Inflation: If, for example, the minimum wage is increas
risen and consumption will increase. This will push out aggregate de
increased. This happens because as demand exceeds supply, produce
shortages. In order to ration their goods they allow prices to be pulled
s  Growth in Money Supply: The phrase ‘too:much money chasing t
inflation phenomenon of growth in money supply. If the amount o
goods and services available for purchase t
money to buy goods.

ices will increase
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National Income

1. What is the difference between wealth and income?

, , , , S
Wealth is a stock concept, whereas income is a flow concept. A stock is a tot

. . . . . . R
point whereas a flow is a variable quantity measured over a defined period &\%
. -
2. a)  Whatis an injection and what is a withdrawal? o \\l\x
An injection is money is being added to the economy, whereas a with %\\\
the economy. \\\\\\\E
b)  List and explain the six injections and withdrawals. &\\\
o , - A o e
Injections: Exports, Investiment, Government Spending % . 3

Withdrawals: Imports, Savings, Tax

3. a  Draw acircular flow diagram v ections and withdraw

RN \
k\\\\\%
a‘\?‘\?‘\r‘\?‘\.“\.“\x

\

L
\\\\\\\
k\\\\\\?}

\\\\“

e

O

Government

/

Spending

;,’/3%?7

Savings 4\

Factors of
Production

Firms

By

e
i
i
i
7/%/ 4

././

\\\\‘\\

\

Households

/

Imports/Exports

x:\\;:

b) Explain how income flows around the economy.
As firms purchase factors of production from households, they provi
purchase goods and services from firms, they provide expenditure.

V] What would happen if injections were bigger than withdrawals?
The income coming into the economy would be greater than the inco
so the economy would grow.

d)  What would happen if the government increased the tax rate?
The income coming into the economy would be 81
and so the economy would shrink.
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4. Whatis the multiplier?
The multiplier is the :

original amount

s after an injection into the economy

}t by the marginal propensity to...

™ It is the proportion of people’s income that will be saved.

b) tax? It is the proportion of people’s income that will be taxed.

¢ import? Itis the proportion of people’s income that will be spent on i

)

Qg
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6. If the marginal propensity to save was 0.1 and the marginal propensity to
a) What would the marginal propensity to tax be if the marginal prope
MPW = 1-MPC = MPS + MPT + MPM
1-05 = 0.1+ MPT +0.2 0.5 = 0.3+ MPT
0.2 = MPT
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b) What would the multiplier be?
1

Multiplier = — = MPW = 1—MPC = MPS+M
MPW (1- MPC)

(MPW)0.5 = 0.1+ 0.2+0.2 o ™
1 3 —_— 1 —_— 1 _— P AR
Multiplier = el e %\\\}\*&\\\\&
or, e
S
Itipli : : - \i\\@\é
Multiplier = aoMPO — a0s) - 08 - 2 o

c) If the government injected £10 million into the economy...
i}  How much would the economy grow by?
£10 million x 2 = £20 million

gy

P
R

i
s

i 4 J/"J

Bt

i1}  Draw a drcular flow diag
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(+£10m)  {+£5m) {+£2.5m)

T
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Economic Growth

1. Distinguish between actual and potential growth.

S
Potential growth is the maximum amount of growth that an economy could

. %\\\\\
the factual real amount of growth that an economy has achieved. \@v
. S S
2. What factors cause economic growth? \\}\\\2‘\{
Technological advances, increasing human capital, government regulation, %“\\\ Q\\&&
migration, investment s
woOE
3. Why is international trade important for countries with an export-led gro L
Because countries that take this approach are relying on sdhng their export Q\‘\\\‘\
R R
to bring money into the economy. Therefore, the econo b e
R \‘R}»‘ R
of the international trade market are important § \\‘5\«}
: H \\~

4. Draw a business {trade) cycle diagy
a) i) Label the positiv R\\\\\\§
s

‘\\\\‘.\\
\\

\\\\\w
k\\\\\\‘\

\\\\‘*‘"

e

\\\\

\.
\\

Positive
Qutput gap

/

/.r/;//

Ui

,
e
P

/ ////,/ k s

‘f//f’/f

Negative Output gap

\\ w
\\\\\%

\
\%\

Tim

ii) Illustrate this gap using an AS/AD diagram.

f
o

4 LRAS \““\
Price I = \
Level
\ AS
B
AD

Real GDP
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" Confidence increases; however, there is often a time lag with
government budget deficit wili begin to fali as increased cons
increases tax revenue and falling unemployment means less

* At the height of a boom, inflation is very high, unemploymen
very high. The government’s budget is likely in a surplus at t

¢ Asan economy leaves a boom and heads towards a recession
and unemployment will begin to rise. Confidence will begin
time lag with consumer confidence. Any government budget
become a deficit.

)

Qg
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b) 1) Label the negative output gap(s).
See diagram on previous page

i1) Illustrate this gap using an AS/AD diagram. _
SR
R
B \\\\\\
=
«:\% \\\\31‘\

&
\\\\\‘Q\\%

¥
e
1

N LRAS

Price
Level

AS

,//

Real GDP

P \\
k\\\\\%
b

\\‘,\\\
'

L \\\
\\\\\w
k\\\\\\?}

'N\“

= -

city, explain what is happening within

re are a lot of spare/unemployed resources as the e

he spara capacity is very high.

R at is happening to inflation, unemployment, confidence and

throughout the output gap?

¢ Asan economy enters a negative output gap, inflation falls an:
Confidence decreases; however, there is often a time lag with
government budget surplus will begin to fall as decreased con
decreases tax revenue and rising unemployment means more

1) Using th

,/

s

/

.f/w

o \\

.
gl

*  Atthe height of a recession, inflation is very low, unemploymsg .
’ e 1 . TR - \\%& N
very low. The government's budget is likely to be in a deficit a \%\ o
. \\ &
* Asan economy leaves a recession and heads towards a boom, \é\\ \\“

unemployment will begin to fall again. Confidence will begin
time lag with consumer confidence. Any government budget
possibly become a surplus.

\\

\

\\\@ i

x:\\;:

S

5. What are the effects of economic growth on consumers, firms, the governn:
¢  Consumer and Workers: Increased growth means the economy is expai
of jobs, meaning more people will have incomes and the negativities as

fall. This means people can increase their savings and increase their we
goods. Economic growth indicates firms will enter the market or increa

are more goods available for consumers with the potential of new good

¢  Firms: Economic growth indicates firms have increased production or n
market. With this increased production, firms will gain more revenue ai

are more likely to invest in improving and increasing capital and/or lab

¢  The Government and Economy: Higher employ
on benefits will fall. Equally, the gove
high levels of consumption m
services. Further to thi
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als0 receive more tax
ovEnment will receive more tax
or increased production means the
ecta’cmns of the ec:onc:my and confidence wi

1ikely to worsen the current account deficit.
¢ Living Standards: Economic growth is associated with increased living
always the case. Economic growth indicates higher employment which
poverty in an economy. If more people have incomes, then this should

)
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Macroeconomic Objectives and Policies

1. a) What are the economic objectives of the government?

Sustainable, positive economic growth; low unemployment; law and s
current account equilibrium; balanced government budget; environme
inequality.

b) Why are these the objectives of the government?
Sustainable positive economic growth can bring about greater living st
improve well-being and help boost the economy through increased inc
bad for well-being and a drain on resources so the government aims to
Inflation is disconcerting for an economy and diminishes people’s savin;

the three macroeconomic policies?
Flscal, monetary and supply-side poiicies.
b) What are the demand-side policy tools and how can each of these be
the economy?
¢  Fiscal Policy: Tax: Tax is a withdrawal from the circular flow of e
economy which affects aggregate demand, inflation and growth.
¢  Government Spending: The government can inject money into the

levels and stimulate an economy out of recession.
*  Monetary Policy: Interest Rates: The Bank of England is able to se
as it influences consumption and investment.
¢  Quantitative Easing: Banks are unlikely to lend to people if they d
lend. Quantitative easing helps liquidity traps and enables greater
stimulate consumption and investment.
®  Supply-side Policy: There is a variety of things a government can

aggregate supply such as deregulation, reducing income tax or lo
c¢) Who is in charge of the three policies?
The government is in charge of fiscal policy and supply-side policy, w
charge of monetary policy.

3.  Whatis meant by a fiscal deficit and why is this problematic?
A fiscal deficit means that government debt is increasing. A larger debt me
less money for the government to spend providing services and infrastruct

4. What is the difference betiveen direct and i

6. ‘Supply-side policies are better for the economy than demand-side polici
used is because the time lags mean politicians won't see results in time fo
you agree with this statement?
Unlike demand-side policies, which typically cause inflation, shifting the ag
has downward pressure on prices through competition and improvements
of economic growth that can be sustained as resources are generally improv
Equally, increasing production and economic growth will mean there is job

the level of unemployment. By improving the productive capacity of an eco
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production, an economy will become more competitive in the global market:
increase and which will improve any trade deficit.

However, supply-side policies have long time lags; improving the quality of b

education can take 13 years. Data collection is slow and long-winded. The in: T
1 1 \‘\\.«\'\\\
gove?rnm.ents may not only be maFcurate but also out of date, causing the g0 %\\\\\\\
possibly incorrectly. Further to this, although the government can manipulat; & \;\&
has some influences that the government has no control over. The governme; %\\%\
shocks. Supply-side policies can also be very costly, which would have a neg s
government budget. \@\
e

7. How does fiscal policy conflict with other policies and #

x

\\\\
F \

Increased govemment spending may help to bo & |
R\\\\ﬁ%
S
\‘,\\\
$\ \
on education quality. Cutting benefits also has the potential to worsen incon} s
those who may need the benefits for survival. i
= -

8. How does monetary policy conflict with other policies and the governmen i,
The Bank of England has independent control over the interest rates in ordes \%? o
increasing interest rates can be damaging to some people; for example, new § ‘\‘\\:\2 &
pay a mortgage. This could worsen wealth distribution. Monetary policy cari SR

. . . L . &
policy. I interest rates are high then this will discourage new start-up busing ‘§\ \\\\‘:
within the market. S \\

s

/

o
\%\

\\\\ﬁ\\

/

9. How do supply-side policies conflict with other policies and the governm¢
Supply-side policies that improve infrastructure will improve the efficiency
damage the environment. Areas of forests, for example, may be cut down in
Equally, supply-side investments will come out of the government’s budget
deflationary fiscal policy.

f
o

10. What are market-based policies?
Market-based policies aim to work alongside the market forces to manipulat

11. What are interventionist policies?
The government has a direct role with interventionist policies and intervene:
the economy.
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12. a) Draw a short-run Phillips curv

Inflation “Short-run

Phillips Curve
N !9
Qg
S Education,
Unemployment
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b) What does the Phillips curve show in terms of meeting all the govern
The Phillips curve shows that an economy cannot have both low inflati
there is a trade-off between the two.

. eyye . . frissa
¢) Draw adiagram to show how the Phillips curve might look in the lon =

g
H \\\\\

Long-run Phillips Curve \\\\\\\
.*ﬁ \\\QQ\
%\\\\b\\%

W
..

8o
\%\\“\\

\\

Inflation 4

f/

zﬁ?ﬁ’f’fﬁzg,
’f/z/g

. %\\\\\%
Long- Unemployment R
: \\‘,\\\
run \\\\\\ \
trend & Qw
\\\\\\_\~
k\\\\\\?}
\\\\‘*‘"
d) Name and explain three other conflicts that might arise in the govern s
There is a conflict between economic growth and inflation. Economic g
. . . . e \
increase in aggregate demand. An increase in aggregate demand not on; \%\@ \\
increases the price level. Therefore, as an economy grows, it will tend tc \\

Ui

too. One way to increase growth without increasing prices is to increas

economists believe this is the only way to create economic growth becat §\ i:\;:
. . . . . . S S
\\ S

curve, any increase in aggregate demand will only result in price increa \\\ i

There is also a conflict between economic growth and the current accou
people’s incomes rise, people will spend more on imports. As imports r
deficit (or improve a surplus). Equally, as the economy grows and inflat;
appear more expensive in relation to foreign goods. This means exports::
rising imports could create a negative current account (deficit).

\\

\

\\\@ i

x:\\;:

S

Lastly, economic growth also conflicts with the government’s environm:
failure of negative externalities. Pollution and environmental degradati
environment is not accounted for in the market system. Economies gen
grow, which will use up more of the finite resources. With more produc;
fossil fuels and with the expansion of new factories, offices, hospitals, e .
space, which may currently be inhabited by nature. China is a clear exar
their high rates of economic growth and their low rates of clean air and
are particularly damaging to the environment '
concerns are quickly forgotten with the
intensive forms of production

their industrialisa;
‘owth rates, and
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Exam-style Questions 1

Answers to Exam-style Que

1.

Describe the difference between real GDP and nominal GDP.
The key point here is that real GDP adjusts for inflation so that values can be comp
is correctly interpreted.

Which one of the following is correct?
A In the case of constant prices (0% inflation), real GDP will rise faster
B Real GDP is adjusted using the unemploymen
C Nominal GDP adjusts all values relati ;
D If inflation is positive, nominal
Answer D is correct: if inflation ;

: aster than real GDP.
nominal GDP will rise faster than
mark for the correct gnswer.

mark ﬁm the comzct mterprefatzan
Explain one limitation of using GDP as a measure of growth.

®  GDP does not take into account equality and how the growth is distributed.
e GDP does not factor in resource depletion or environmental degradation.

e [f something is destroyed and then replaced it counts as growth.

e GDP does not take into account happiness or well-being.

Name and explain briefly three different effects of inflation.
The effects include diminished value of savings, shoe-leather costs, menu costs, disc
international competition. Award one mark for each that is mentioned and explaine

Describe the process of creating an index for inflation.
Award amark for each correct point made:
e Selection of a basket of goods and services which represents the consumption c
® Lach good is assigned a weighting based on its respective importance
e Price increases are multiplied by the weight for each good and summed togeth
® Price changes are analysed respective to a base year

Define the claimant count measure of unemployment.
The claimaint count measures the mmber of people claiming uvemployment benefi
mark-for the correct definition.

The answer z;'D A higher ,moporizon of Scottish people were unentployed than We
are 2.8% for Scotland and 3% for Wales. Award 1 mark for the correct answer.

Which one of the following is correct?

A The CPI method of recording inflation aggregates price changes for all
B CPI and RPI are identical measures.

C Some goods are given more importance than others when calculating
D CPIis always positive.
The answer is C. This refers to the method of assigning goods different weights. Aw
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Exam-style Questions 2

1.

Define the term ‘disposable income’.
Disposable income is the money available to people once taxes have been subtracted
can choose to save or spend the income. Award 1 mark for a correct interpretation

An individual receives a windfall of £1,600. Their marginal propensity to
how much of the extra income the individual will use for consumption.

0.4 x 1600 = £640 will be used for consumption.

Auward 1 mark for the correct answer.

Suppose that the individual chooses to save,
MPC be? '
In this case MPC would be

a income and n
“ibove it would be £0 out of £1,600 =0
ect answer.

Explain®®¢ factor that may influence the level of aggregate investment.
Factors mentioned in the text include: the rate of economic growth, business expect
rates, access to credit, and government regulation. Award 1 mark for correctly iden

explaining it briefly.

Define the term ‘aggregate supply’.
The most simple definition is the total amount of output in an economy. It is the su
specified time period. Award 1 mark for a correct interpretation.

What type of inflation is shown by the diagram below?
Demand has shifted out and “pulls’ costs upwards. This is demand-pull inflation. A
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Exam-style Questions 3

i i : S
1. Which one of the following can be inferred from chart above?

%\\\\\\:}*
A The UK’s economy shrank between Q2 2014 and Q1 2015. i
B Between 2010 and 2015 the UK’s economy had consecutive quarters “3‘\\\\\\5
C The highest growth during the period was in 2014. i@b\\
D The UK'’s economy grew overall in 2010. \\\\\\\\\\ _
The answer is D: The UK’s economy grew overall in 2010 despite the fact that gro . }
th t N@
ecorrect gnswer.

2. Which of the following statements is not true?
A Inaboom an economy produces abo ‘

- R \\
owth is always 0%. k\\\\\%

s spare capacity in an economy that is not R
10n signifies a negative output gap during which resourc \\3\\\\
ward 1 mark for the correct answer. §\ x\x
j \\\\\_\
3. Describe the idea of loose monetary policy and how it can be used to stim k\\::\t\\\\*
By decreasing interest rates the central bank hopes to cut borrowing costs. This shot; \\\;\

incomes and promote spending, thus boosting the economy. It may cause inflation
(0.5%) then it becomes impractical to lower them further and monetary policy may
3 relevant points.

e

By

. Q‘%\&\;\:\
4. Describe the main trends shown in the graph. § \\\%
The key point is the sharp decline in interest rates following the 2008 financial crisi \‘3‘\:\\ \\\\\

near-zero rates (0.5%). Prior to the crisis rates were higher and tended to vary year
correct observations.

\

5. Explain the difference between direct and indirect taxes.
Award 1 mark for a correct definition of each. In the case of a direct tax, the taxpay
An indirect tax is paid by a middleperson who does not bear the burden of the tax.
tax. An example of an indirect tax is VAT.

x:\\;:

6. Calculate the multiplier if Marginal Propensity to Withdraw (MPW) is 0.
The multiplier =1/MPW=1/0.4=2.5

Award 1 maark for the correct answer.
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Glossary

Aggregate Total, the sum effect of the individual parts

Basket of goods The name given to a list (basket) of items (goods) bought by an
accumulated from the Living Costs and Food Survey.

Brain Drain Emigration of highly skilled or educated workers that causes a c¢

Commodity A good that is common. Usually simple goods, such as milk or w
is very little difference between each product, i.e. milk from one
another farmer. This inability to distinguish between the goods i
‘homogeneous goods’,
Goods that can be differentiated are ca!
considered heterogeneous goo
tariff, camera specific ;

terogeneous; for
iach smartphone has

Deflation

iment tries to ‘deflate’ or reduce the economy
of currently in a boom. To deflate the economy, the go
nding and/orincrease taxation. This will decrease the AD cur
fallen {deflation) and GDP has fallento Y,.

Deflationary fiscal
policy 3

Disinflation A fall in inflation, i.e. a fall inthe increase of general price level

Economic Shock An event that upsets the dynamics and the equilibriums in an ec
change can happen within (internal) or outside (external) an eco

Economically Active  People who are willing and able to work whether they are empl

Economically People who are of working age (16—64) but are not available or |
Inactive unable due to a disability, those who have chosen to stay at hon
retired early

Emigration An outward flow of people (people moving away from a country

Employment The name given to a used resource; a worker who has a job and
employment

Expansionary fiscal Where the government tries to ‘inflate’ or boost the economy, u
policy inflate the economy, the government will increase government

This will increase the AD curve from AD; to AD,. GDP has risen b
Factor Immobility The inability of factors of production to change or move
Fiscal Instruments Government Spending and Taxation
Geographical The inability of resources to move geographically
Immobility

Government Budget When the money coming into the government is less than the m
(Fiscal) Deficit revenue and government spending. A fiscal deficit is not the sami

linked to the idea of stocks and flows. The averall debt is a stock
owed. The deficit is a flow, a variable amount measured over a
need to borrow money to finance a deficit.shich in turn creates

Government Budget  When the money coming intothy t {tax revenue) exc

(Fiscal) Surplus spending;.
Human Capital The value or er, such as their skills, knowledge,
Investica

viasan investment in human capital. It increases the ed
‘eased wages a degree offers is the return on the investment

Immigration Y An inward flow of peopte {peaple moving to a country)

Income The money that a person receives in exchange for something, e.
from letting a property. It moves from one agent to another; it i

Inflation A sustained rise in the general price level :

Injections Things that outside economic agents do with their incomes that 3

the circular flow. There is now more money going around the sy

Interventionist Interventionist policies are the opposite of market-based policie

Policies an active role within the economy. Its role is to intervene in ordeg

market may generate and to guide an economy to a better equil
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In economics, investment means firms have spent money in order to increase their ability to produce
more consumer goods/services in the future. Investing increases a firm’s ‘productive capacity’ and
will thereby increase profits.

All factors of production can be changed

When inflation is expected to fall below target rates; the MPC will loosen its monetary policy by
decreasing interest rates and/or increasing money supply. This will cause the AD curve to shift
outwards to AD,; price level has risen and so has GDP.

additional/extra bit

The proportion of the additional bit of income that goes to consumption

There is very little government intervention with market-based policies. The idea of these policies is
to support and use the forces of the free market to increase efficiency, productivity and aggregate
supply. Market-based policies try to boost aggregate supply by improving the ability of the free
market to function and removing any barriers.

Movement of people between countries

Interest Rates and Quantitative Easing

The end sum of immigration minus emigration (positive net migration = more people have entered a
country than left; negative net migration = more people have left a country than entered)

the inability of resources to swap from one industry to another

Equal

Per person

Ability

Portion

Rules and regulations put in place to protect the domestic economy from foreign competition.
Import taxes, subsidies to domestic firms and quotas are all examples of protectionism.

Buying

The ability (power) to buy things (purchase)

At least one factor of production is fixed, they are not all variable

Currency that is pegged to the value of gold.

The proportion of income that will be leaked by buying imports

The proportion of income that will be leaked by saving

The proportion of income that will be leaked due to taxes

The process occurs after an injection into the economy and causes it to grow beyond the original
amount injected.

Implemented when inflation is expected to exceed targets. The MPC will attempt to restrict
aggregate demand by increasing interest rates and/or decreasing the money supply. Using the
diagram from Fiscal Policy, this will cause the AD curve to shift inwards from AD, to ADy; price level
has fallen but so has GDP.

A worker is employed, but this differs from employment because the job does not fully utilise their
human capital

The name given to an unused resource; a worker who is economically active but without a job

The money that a person holds. It may have built up from wages or investment returns, but it does
not go anywhere. Itis seen as a stock as it is money that is kept stored. Wealth can be savings
accounts or items such as houses (assets).

Things that economic agents (within the system) do with their incomes that result in taking money
out of the circular flow. By taking money out of the circular flow it is no longer going around the
diagram.
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Exam Tips!
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Edexcel has designed this specification to create critical and broad-thinking

. o . g
economists. Try to remember the objectives when you write your answers \@\»
because these are the skills they will be looking out for when they mark your \\%\\\\\\\\

-&\ oo
exam papers. o
%ﬁ*‘&
e
Edexcel wants you to... ® \\§
s R
e Becritical T o
e  Understand the economic concepts and be able to apply them to various sit % § gj
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)

.4’

W
° %\\\\\N
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The Struc "
E k:s
e -

Paper 2: ThW®'< econcmy performance and policies S
" i

& Time: 1 hour 30 minutes v Total Marks: 80 I b \\\\ﬁ\:\:\\

Paper 2 looks at Theme 2, so it is a macroeconomic paper. Do not confuse micro \\\

try to keep them clear and differentiated in your mind! (Paper 1 is similar in stru
\\\\\

4/

Within both papers there are two sections which require slightly different skills..
e  Section A includes both multiple-choice questions (1 mark) and short-answé
section tests a broad spectrum of your microeconomic/macroeconomic knc
knowledge (AO1) and application (AO2), but note that there are also a few
e  Section B uses real-world examples and provides data for you to analyse — g \ \\
. . . . . . . . S
is one question which is broken down into sub-questions. This section requis: \%\
the ability to use higher-order skills (such as evaluating, comparing and cont: o ;\
this section, you should focus on providing not only AO1- and AO2- but alsof \\\\\&\\\
e Finally, at the end of Section B, there are two long-answer questions, of whic
answer both! They are ‘open response’ questions, which means they require:
questions are usually in the form of ‘evaluating’ a topic or point, or ‘to what
statement. This question will require answers showing the full range of skills

i
i

i

%/

%

%

i
%5’7

/ /

f
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The Structure of the Exams: A Level

Paper 1: ‘Markets and business behaviour’ and Paper 2: ‘The national am

g Time: 2 hours per paper ¥ Total Marks: 100 per paper

Paper 1 looks at Themes 1 and 3, which are microeconomi
macroeconomics. Do not confuse micro concepts:
in your mind!

rooncepts; try to ke
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Section B Uses real-world examples and pm\ndes data for you to analyse —
is one question which is broken down into sub-questions. This section requis:
the ability to use higher-order skills (such as evaluating, comparing and cont: Qg

this section, you should focus on providing not only AO1- and AO2- but also: EdUCQtiOﬂ ‘
e Section C provides two questions; you have a choice as to which one you an ' '
are ‘open response’ questions, which means they require an essay-style ans
in the form of ‘evaluating’ a topic or point, or ‘to what extent do you agree’
question will require an AO1 and AO2 response, but do not focus too highly
mainly be looking at higher-order skills and AO3- and AO4-level answers.

)
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Paper 3: ‘Microeconomics and macroeconomics’
Z Time: 2 hours v Total Marks: 100
Paper 3 looks at all four themes. This means that the questions test a mixture o

SR
RR\RR%

i

The paper is split into two sections, and you will need to answer questions from e

a ‘data-response’ question which will be split into sub-questions. Also in each se Shens
response’ questions and you can choice which one you answer. Each section be @ §1\§
which you should remember to analyse and refer to in your answers, as require %\\\ &
questions asking you to refer to the data, and references in the questions such ““%“%

. . . i
make sure you only answer questions you need to where there is an either/or c k‘“

How the Examiner Awards Marks

P
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Show the examiner you know your stuff and. sie it easy for them to giv

o

s

present your answers in a way that th .

This section will guide yo

knowing what the wooking for, what the question is asking and what @\\\
student wil 'l}f etter able to demonstrate you know your economic & ‘Q\:;

% A
marker to av %, OU more marks! \&\\@
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- . . . P
Some of this stuff may seem like common sense — but read it and remember it L
will help you to organise your thoughts and get into the mindset Edexcel are loo

e
\x.\\%
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Assessment Objectives

Assessment Objectives, or AOs, determine the level of your answers and show t
should award. Not all questions will require all the levels; make sure you have f
gain the highest marks, without wasting time on answers that go above and bey ;
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Meaning of the Command Words (Taxonomy)

It may seem obvious to some of you that when the question asks you to examin

kind of answer they are looking for. But the exam board have tried to stick to th S

questions to suggest the structure and answers on the mark scheme. This sectiog *\\\}\‘Q\“}
meaning of the words, but about ensuring you know exactly what Edexcel are ge:: \\\\\\\

ey
same wavelength. :\ @%
\\\;\\‘\\ &

%\\\\b\\%

f/

These are the key command words for the longer questions:

e ‘Examine..’ §@\
This kind of question is locking for you to answer, ‘why does the topic of th g\\g\\%
an informed judgment, which is a chance for you as a st.:dent to express yo @\\\
opinion. But you will not need to give a decisign & \

e  ‘Assess..’ ; f %\%\\
This kind of question wants v - sxdes of the topic. You will nee %\\\\\%
points and concepts b wnich are most relevant. Provide your jud S
de_cision " . \\\\\\\

e  ‘Discu ‘11 8 \\\
This quXse®®® will require you to identify the topic in question, consider and \\\\\\‘
then debate the relevance or importance of these ideas. Again, you will neé K\\\}\z\\‘\‘
decision is not needed. \\\Q\\\\

e  ‘Evaluate...’ / 'To what extent...

For this question, you will need to consider the information provided, then \\%\\\\
relevant concepts and the provided data. You should give your judgment an & \\

the topic in question, in an all-inclusive conclusion.
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Be Careful and Remember

How to Tackle a Question

It’s a good idea to underline the key words while you’re reading a question. This
points and skills the question is testing. This also means that when you come bac
quickly recognise what you’re supposed to be checking for.

Essay-style and long-answer questions will require an answer that is succinct, stri;
seem like a waste of time, but spending just a few minutes brainstorming and plq
your response, save time in the long run and make it easier for the examiner mas
examiner’s life easy by showing them what you know — remember that this is yo
knowledge! By planning what you are going to say and in order, you will mg
Equally, this gives you a chance to trawl through yrurati -and draw upon re -
through writing and forgotten the other p omg to mention, or thc
have to tack on? If you have a pl eyou through all the points you th

Timing

In the A Lex ‘;}f“‘w you have two hours (120 minutes) to answer the questions
time up and W®iating how long you should spend on each question will mean )
and give y‘oursehC time to check. Equally, if you know you have a limit, and keep t:;

going too in-depth on a question that won’t reward you for it.

Split the time using the marks as a weighting:

e 2 hours =120 minutes

e  Take out 20 minutes for reading the data, planning and checking at the end;
minutes to write 100 marks (20 minutes is only as a guide, you can adapt th
calculation more rounded and easy).

e 1mark=1minute
So, if you have a 5-mark question, spend 5 minutes answering it. If you have
minutes answering it.

If you have extra time:

e 2 hours+ 25% = 150 minutes

e 150 minutes to make 100 marks, excluding checking time, isn’t such an easy
minutes for checking and this leaves you with 120 minutes to write 100 mar;

e 1 mark=1.2 minutes, or, 5 marks = 6 minutes

So, if you have a 15-mark question, ( ) X 6, spend 18 minutes answering i
spend 30 minutes answering it.

In the AS exams, you have 90 minutes for 80 marks, so roughly 10 minutes plann
mark again.

Things to Always Check Before F

. Calculatsons are correct. Start with the end number and work through the ¢
checking to see whether the number you then end with, matches the origin

®  You have answered all the questions you need to answer, all sub-questions
looking for
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