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Teacher’s Introduction

This resource consists of a set of Topic Tests that have been written to support the teaching of A Level Edexcel A
Theme 2. It allows teachers and students to check their understanding and consolidate knowledge of each part of
the Edexcel specification. In each Topic Test there is a mixture of numerical, multiple-choice, short-answer and
essay-style questions of a variety of different difficulties. There are 12 Topic Tests in this resource, following the
topics of the A Level specifications.

Importantly, each Topic Test is accompanied by a set of detailed answers that could be handed out to students as
a basis for ‘model’ answers in the examination. Note that although the Topic Test questions aren’t always in exam
format, the questions within have been written carefully with the intention of testing the range of Assessment
Objectives and often borrow aspects that are similar to those in the exam.

Most of the case studies in the Topic Tests include up-to-date economic data and scenarios that should place
economic theory in recent history, enrich students’ general knowledge of the subject, and prepare students for
the Data Response aspects of the examination. Moreover, the resource also includes plenty of opportunities for
students to practise the Quantitative Skills outlined in the Appendix of the Edexcel specification.

Most Topic Tests contain 30-40 marks worth of questions, although some tests are shorter to cover each
specification topic appropriately according to its scope. It is intended that the longer Topic Tests will take about
one hour to complete and should be presented to students after teaching the parts of the specification that are to
be tested. However, the Topic Tests could also be given to students as homework in order to consolidate their
knowledge outside of the classroom, or certain aspects could be used as a supplement to in-class learning.

It is important to note that this resource should be used as a complement to other resources such as textbooks
and practice exam papers, and not in isolation. These Topic Tests include plenty of explanation of the theory in
the mark scheme, but students should be encouraged to access information as widely as possible.

Notes on specific tests:

e  Note that although the title of this Theme is ‘The UK Economy — Performance and Policies’, at various points
in the resource we use examples from other countries. For these questions students are not expected to
have prior knowledge of the economies in question, and it is hoped that they can practise applying the
principles of macroeconomic theory without needing to stick solely to the UK context. This will also prepare
them well for macroeconomic themes in Theme 4 and in the exam for Paper 3.

e Test 2.1d (Balance of Payments) is very short; however if you are teaching the full A Level you may wish to
combine this with the equivalent Theme 4 test which covers 4.1.7 Balance of Payments. Alternatively it could
be paired with an earlier or later Theme 2 test, or simply set as a short task.

It is hoped that this resource, as well as offering support for teaching the essential elements of the Edexcel
macroeconomics specification, will help students fully prepare for their A Level examinations. The economic
environment is constantly in flux, and full of fascinating current issues. This resource attempts to share some of
these current issues as a basis for teaching in the most interesting way possible, meanwhile encouraging further
study from the next generation of Economists!

Happy teaching!
November 2019

Free Updates!

Register your email address to receive any future free updates*
made to this resource or other Economics resources your school
has purchased, and details of any promotions for your subject.

* 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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Mark Breakdown Test-by-test

Test
2.1a
2.1b
2.1c
2.1d
2.2a

2.6b
2.6¢
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Topic Test 2.3 Aggregate Supply (AS)

1. Whatis meant by aggregate supply (AS)?

2. In April 2016, the UK government introduced the ‘National Living Wage’ wh
wage by 50p. How would the introduction of the Natiorz ' Living Wage affe
supply (SRAS)?

3. Table 1 outlines various factors _1 affect macroeconomic equilibriu

Table 1

Scenario

r Increasing prices for a barrel of crude oil on international markets
demand from emerging economies such as India and China.

(i)

(ii) | Miners find a deposit of rare earth elements that can be used to pro

Increasing government expenditure on the NHS to improve the ge

(i) British public.

(iv) [ Firms’ confidence in the state of the British economy falls followin

Using AD/AS diagrams, individually evaluate how these factors can affect m

4. Explain, using one or more diagrams, the difference between a movement
shift of the AS curve. |

5. Explain, using an appropriate diagra
aggregate supply.

ence between Keynesian
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Topic Test 2.4 National Income

1. Explain the three methods of measuring national income.

2. Which of the following is not a form of income?
A Salaries
B Bonuses
C Realestate
D Wages

flow of income?

3. Whatis e

4.  Explain§ ference between physical and monetary flows in the context
income model.

5. Using an AD/AS diagram, identify macroeconomic equilibrium.
6. Suppose the UK government injected funds into the economy via infrastruc
differing effects this policy would have on macroeconomic indicators betwe

schools of thought.

7. Imagine a fictional economy in which households spend £80 each day out o
£150. If incomes rose to £200, the same households would spend £100 per

Calculate the marginal propensity to consume.

8. Table 1 gives information on a country’s m risity to save, tax, a

Table 1

Value

AdOO NOILO4dSNI

Marginal Propensity to Save 0.1

Marginal Propensity to Tax 0.1

Marginal Propensity to Import 0.05

Calculate the national income multiplier for this economy.
9. Explain one factor that affects the size of the national income multiplier.

10. Explain, using an AD-AS diagram, how the multiplier effect would impact G
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Topic Test 2.5 Economic Growth

1. Using a PPF, explain the difference between short- and long-run economic

2. Explain the difference between actual and trend rates of economic growth

i

3. Explain how economies of scale can be achiev ternational trad
4. Evaluate two potential causes,

5. (i) Hustzgd
(ii) E

diagram, both a negative and a positive out
son why it is difficult to measure an economy’s output

6. Figurel "clisplays a diagram of the business cycle.

Figure 1

AdOO NOILO4dSNI

(i) @S 1, which point (A-D) correlates to the recessionary stage of t
(ii) In Figure 1, which point (A—D) correlates to a ‘boom’ in the economic c

7. Imagine that you are an economist working for the Office for National Stati
England’s Monetary Policy Committee and have been asked to monitor the
you would tell whether the UK economy was in a boom or in a recession.

[China and India are among the fastest growing economies in the world. China COPYRIGHT
growth between 2005 and 2015 was 9.76%, and India’s 7.59%. GDP growt
astonishing for economies that within the last century were highly underdevelo PROTECTED

The World Bank has estimated that more than half a billion neople have esca
since 1981 as its poverty rate has fallen from 88% 1o
growth certainly has its benefits, there are asso
in the Chinese economy and India is the.z

\ controls 58.4% of the country’s

ence of India and China, evaluate the costs and bene

‘unequal economy on Eart
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Topic Test 2.6a Macroeconomic Objectives and Policie

1. Distinguish between fiscal and monetary policy.

2. ltis said that one of the core macroeconomic objectives for most governm
employment’. What is meant by ‘full employment’?

3. The Bank of England, the central ban
monetary policy to achieve th¢
macroeconomic polit

Explain two potential reasons why a government might wish to increase pub

6. Which of the following is an example of indirect taxation?
A  Corporation Tax
B Income Tax
C Property Tax
D Value Added Tax (VAT)

7. The United Kingdom’s Conservative government budget for 2016 outlined
£716 billion received in revenue, but a projected £772 billion in governmen

(i) Calculate the UK government’s budget position for 2016.
(ii) What is meant by a budget deficit?

Aments from 2010 operate
,a reason that some governments ha
alanced budget’.

8. Inthe UK, the Coalition and Conse
reducing the budget deficit
macroeconomic ohi

asing’ (QE) refers to which of the following explanations?

an economy’s monetary policy authority publishes economic fo
future interest rate changes in order to influence market expectations

B  When an economy’s monetary policy authority provides stimulus to th
money creation and the purchase of financial assets.

C When an economy’s monetary policy authority conducts monetary po
inflation target.

D When an economy’s monetary policy authority distributes money dire
handing out a citizens’ dividend.

10. Explain the role of the Bank of England’s Monetary Policy Committee (MPC

/On the 4t of August 2016, the Bank of Englan
historic low of 0.25% from the prev:ous 0.5%
which is below the MPC's inflati
were revised downwards f
the UK economy that

olicy Committee
lation rate around t
7o. Ifs predictions of the UK’s r
8% largely because of the uncertain
cu'from Brexit. The MPC is also considering cutt
sove, zero' if the economy performs as poorly as Ban
result has also resulted in a depreciation of the pound ste
ported goods.

of the UKW

11. Evaluate the MPCs decision to cut interest rates on the government’s macr

Topic Tests for AS / A Level Edexcel A Theme 2 Page 15 of 53
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Topic Test 2.6b Conflicts and Applications of Macroec

1. ‘Sustainability’, including the protection of the natural environment, is an i
many central governments. Explain why this objective might conflict with o
policy objectives.

2.  What is meant by the Phillips curve?

= potential for a trade-off betwee

3. Explain, using an appropriate 4 _
¢y to stimulate the economy.

growth when using p

ions to the effectiveness of monetary policy measures.

(i

n 1929, America was confronted with an economic downturn more severe tha
by an industrialised nation. It was dubbed the ‘Great Depression’ by comment
consumption fell dramatically and this had a subsequent impact on the behavi
including their employment and investment decisions. Nearly 20% of the Amer
themselves unemployed in the years following the Wall Street crash. John Ma
modern macroeconomics, believed that this phenomenon could have been expl
rigidity of wages.

5. Evaluate, using an appropriate diagram(s), whether the Great Depression p
inflexibility of nominal wages.

spending for causing the crisis and were
ability for their economies to recover
increased taxation — was
such as Paul Krugma

_y —="d policy of decreased gover
der to improve these governments’ fin
concerns about the effect that austerity coul

AdOO NOILO4dSNI

6. sing an appropriate diagram(s), the effect of austerity on econo

onset of the 2007-2008 financial crisis.
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Topic Test 2.6¢ Supply-Side Politics

1. Explain, using one or more examples, the difference between market-based
supply-side policies.

2. Explain the difference between supply-side polices and s pply-side improve

3. Which of the following is not an exa side policy?
Reforming the social seci:r "
Immigration
Quaras

OO w >

4 Assess one policy that a government could employ in order to improve labo

In London, Crossrail 1’s ‘Elizabeth’ line is set to open in 2021. Crossrail 1 is set
economic benefits in London and the South East by bringing in an additional 1.

minutes travel time of the City. Crossrail 2, which will travel from London’s Nort
similar benefits and should be completed in the not-so-distant future.

5. Explain, using one or more diagrams, how investing in Crossrail 1 and 2 will
of the economy.

6. Evaluate the capacity of supply-side policies to achi e government’s m

full employment.

AdOO NOILO4dSNI
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Answers

Topic Test 2.1a Measure of Economic Performance: Ec

1. Economic growth refers to increases in the real GDP of an ezonomy over time.
between short- and long-run economic growth, un growth refers
output and long-run growth refers to chang: tial output of an eco
between short- and long-run ec i

e concept of economic growth; 1 mark for a

[2 marks for a clear

output and expenditure calculations of national GNI/GNP.

[2 marks for a clear explanation of what is measure by gross national income (G
less clear but which conveys the general meaning]

3 Nominal GNI is the value of an economy’s total income. Real GNI is an econom
effect of inflation.

[2 marks for a clear distinction between nominal and real GNI; 1 mark for a disti
conveys the general meaning]

4. - If an economy’s growth rate falls but is still positive (e.g. a change from 10%
1ncrea51ng If an economy’s output was £100 million at the beginning of 2016, t
would be £108 million - hence output has increased |

[1 mark for correct response]

1,940,000—1,873,000

adange in Nominal GDP =
1,873,000

5. (i) Nominal GDP Gro

(i) Real GDP (2016) = 1.8% increase in Real GDP (2015) = 1,832,000 X

[1 mark for correct answer; 1 mark for showing working]

(iii) Nominal GDP per capitq = “2naloP O = £29,846

Population

[1 mark for correct answer; 1 mark for showing working. Note that a comm
not converting each figure into the same units]

6. Between 2007 and 2010 the UK economy was experiencing a recessionary pha
has been a sustained period of negative economic growth (and, hence, declinin
Recessions have the consequence of increasing unemploy Jf,nt because firms a

engagement and analysis; 0 marks for answers that are off-topic]

Topic Tests for AS / A Level Edexcel A Theme 2 Page 18 of 53
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7. The Easterlin Paradox is an economic theory that suggests that there is no cor
prosperity and levels of self-reported happiness between countries, while with
a correlation between happiness and higher income, creating a paradox betwe
measurements. Income, therefore, is only one factor that determines our happ

[2 murks for a clear explunation of the Easterlin Paradox; 1 mark for an explana
conveys the general meaning]

ri,at current prices.
economy during a sp
s total population, w

8. (i) Nominal GDP measures income, output, o
monetary value of all the output predu

’

he country

(i) Nominal GDP and real GDP differ because real GDP is corrected for chang
It is, therefore, useful in helping us understand whether an increase in GD
effect. If prices doubled, nominal GDP would double because it measures
transactions. However, the volume of output has remained the same and
real GDP increases, we know that the volume of output has risen, which m
experiencing economic growth.

[2 marks for a clear explanation of how nominal and real GDP can be used to
in national accounting; 1 mark for an explanation that is less clear but which

9. (i) Issues:
e  [nternational Price Differentials: GDP figures don’t take into account
countries. Therefore, it could be possible that two countries have ex
country’s citizens have greater purchasmg power as prices are lowe

National Price szferen tials: It is argu
misleading statistic in com

AdOO NOILO4dSNI

®inequality: GDP per capita allows us to compare the ‘average’ standa
obscures the distribution of income. Inequality is an important cons
standard of living between countries.

e ‘Bads’: GDP figures include public and private spending on ‘bads’ as

countries have similar levels of GDP, but one country invests in welf:

in ‘bads’ such as warfare. It would not be correct to say that these co

standard of living and the quality of life.

Exchange Rate: If we are to compare GDP between countries, we nee

a common currency (e.g. US$). However, the exchange rate might no

consistently, or might be manipulated by the country, and so it can b

living standards.

Externalities: GDP is useful in measuring overall living standards, bu

economlc growth eg. pollutlon It is likel

COPYRIGHT
PROTECTED

ig

(i) . rity (PPP) can be used to overcome some of the limi fo) 9
Education
halvmg of the value of the euro relative to the pound would halve the valu
unlikely that France’s output has actually halved. Therefore, using PPP av
compare GDP between countries.

[2 marks for a clear explanation of how PPP facilitates international compa
explanation that is less clear but which conveys the general meaning]

Topic Tests for AS / A Level Edexcel A Theme 2 Page 19 of 53




Topic Test 2.1b Measure of Economic Performance: In

C - Inflation refers to sustained, or persistent, increases in the aggregate price
period of time. Importantly, the focus is on the price increase being sustained.
fluctuation then Economists wouldn’t usually consider the movement to be in
according to this definition.

[1 mark for correct response]

The Consumer Price Index (CP
ONS collects data on ‘
time framegNe

price index of a representative b
iadividual price quotes of the sample of rep
el of the individual items in the sample are weig
_enolds in the UK by using information from the Household
ey - e.g. if petrol is a more important expense than, say, tinne
weight irrtne index. Note that these weights will change over time according t
Inflation can then be calculated by working out the rate of change in the level

[3-4 marks for a clear explanation of CPI and its use in calculating inflation; 1-2 m
clear but conveys the general meaning; 0 marks for content that is unrelated to th

_ 110.117-104.484

TorAon *100 = 5.39%

(i) Inflationygi1-z013 =

[Maximum 2 marks. 1 mark for correct answer. 1 mark for showing calcula

_111.842-111.786
111.786

(11) Inflat10n2014 2015 100 = 005%

[Maximum 2 marks. 1 mark for correct answer. 1 mark for showing calcula

Advantages

Mg inflation,
s governments to
mparable over time - that
] cluded in CPI and these are
itinuously, rather than choosing the
basket 0T goods on a case-by-case basis.

Indices are an established

Indices such as CPI
and having a clear

the quality of produ
relation to increase
rising because of ne
just inflation.

Indices such as CPI
effect of consumpti
alternatives, and pr
consumption to the
index’s weight isn’t
overstated. (Note t
an annual basis in o

If the weights of ind
index are calculate
statistical errors th.

Indices such as CPI are useful because they’ve been
adopted as measures of inflation by numerous
economies, which facilitates the international
comparisons of inflation.

Indices help governments forecast and this analysis
can help determine fiscal or monetary policy.

Indices make it easy for consumers and busin
plan their behaviour - e.g. work '
demand fair salary increa
movements in the n

might engender a m
economy’s health.

arks. 5-6 marks for a careful and balanced evaluation of the rela
using an index to measure inflation, specifically referencing CPI. 3-4 marks for a
missing sufficient reasoning and evidence. 1-3 marks for identifying a few conce,
absence of thought behind the advantages and disadvantages of using an index

Topic Tests for AS / A Level Edexcel A Theme 2 Page 20 of 53
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Inflation can be caused by demand-side factors, supply-side factors, or change
brought about by demand-side factors it is called demand-pull inflation. Increa
and this effect is more marked when the economy is operating close to full cap
increase in demand can allow producers to charge higher prices for their prod
potential buyers. If inflation is brought about by supply-side factors. Economis
inflation as cost-push inflation. Whenever a firm’s costs increase, these costs w
form of higher prices in order for the ﬁrm to malntam profitability - costs for fi

rounded conclusion that pertains directly to the question. 3-4 mar
inflation, partially linked to the question but displays incomplete or basic reason
few causes, but inconsistently, and with inaccurate or absence of thought behind

Inflation

In Japan’s experienc
has been wholly bad.
causes the price of g
these items appear

international marke
Japan has benefited
the periods that it ha

Inflation has menu costs - this is the cost of firms
having to update their price lists. However, these are
insignificant when inflation is stable. Therefore, we
would expect this to be a problem in the Venezuelan
economy but not in the UK.

Moreover, if deflatio
and productivity gai
goods and services,

positive and an indic

Deflation can be con
discourages consum
Inflation also involves ‘shoe leather costs’ - this is the | consumers tend to d
time and effort and wasted resources spent by people | can purchase the pr
trying to counteract the effects of inflation (e.g. Deflation, therefore,
making continuous trips to the bank to reduce cash consumer expenditu
holdings). Again, this is more of problem when
inflation is high! However, an evaluat
direction of causalit

falling AD that bring

Inflation redistributes income from lender to Deflation can increa
borrowers by reducing the real value of one’s increasing real inter
borrowings - e.g. if you borrowed £100, but the price | proportion of their i
level doubled, you would be able to pay this back by while firms find it di
giving up half as much income as before. effect is to decre

Inflation when it is high tends to also be velat
is problematic because it Creates un
makes financial planning
making dlfﬁcult Fi
be unsi

[fthe interest rate is
the case of Japan, th
rate positive. Ultima
bank’s monetary pol
the economy in a de

nvest as they will
venue streams. Consumers

inflation around the 2.0% target - when inflation is
targeted people can make decision based on
expectations that the target will be achieved.

Topic Tests for AS / A Level Edexcel A Theme 2
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Knowledge (2), application (2) and analysis (2)

No relevant answer given.

A few concepts may be identified correctly, but inconsistently, and with inac

1-2 )
Level 1 thought behind the causes and effects.
Some knowledge of economic concepts is shown, partially linked to the ques
Level 2 3-4 . . .
reasoning skills, but may focus too much on one side of an argument.
Level 3 56 Knowledge of the economic concepts is very accurate. Links to the question

examples. Analysis is well reasoned and logical, and appropriate for the que

Evaluation (4)

ilice

No evaluation. s "; u

Level 1

Limited attempt at evaluation — g . iosely related to the question,
sufficient reasoning. o 0P 1

Level 2

Accurate, balansud - s :j}.;,;yé ‘comments are made, supporting a rounded co
dizihto - don.

Py
. {,,.h.)’.gyjé
e ,,., 4
W "/"‘
Y y:" ....... "
. e
e
.’;J’
k|
s &
. of o
i o
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Topic Test 2.1c Measure of Economic Performance: Em

1. A -Unemployment refers to the situation in which people are willing and able
employment, but are unable to find work. B is incorrect because not being part
you are unemployed - some people don’t participate in the labour force becau
retirement, or people on paternity or maternity leave). C is incorrect even thou
redundant can constitute part of unemployment. Imno v, the focusison p
people aren’t they are considered to be i inac j constitute part of the
incorrect because even those that are

those thX®eclare themselves self-employed.

[2 marks for clear explanation of the meaning of employment; 1 mark for an exp
the general meaning]

3 (i) The claimant count measure of unemployment is a measurement that use
unemployment-related benefits (i.e. Job Seeker’s Allowance and National
the calculation of the unemployment rate. Unemployment is, therefore, ca
of claimants as a percentage of the total labour force.

[2 marks for a clear explanation of the claimant count measure of unemplo
that is less clear but conveys the general meaning]

(ii) Difficulties (claimant count):

o  The UK government has changed the Condxtlonc
benefits a number of times since the' inty

unemployment over tlme usin,

igarding eligibility

AdOO NOILO4dSNI

¢ t00-high a level of savings to apply for JSA, etc);
The claimant count might include those that are fraudulently claimin
‘black market’ or undeclared employment;
Sometimes it is possible to have part-time work and also claim unem
people would be counted twice).

[1 mark each for identifying a suitable difficulty associated with the claima
mark each for an explanation about how this difficulty will affect the measu

4. (i) TheILO measure of unemployment is an alternative to the claimant count
from the Labour Force Survey in order to determine the unemployment ra
private residences and asks questions relating to employment activity. It
unemployment according to the ILO’s definition of unemployment and ex
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WPKS for the correct ILO’s definition of unemployment; 1 mark ifonly a

Unemployed Unemployed

100 =

Labour Force Full-time+Part—time+Unemployed

100

5. Unemployment Rate =

[1 mark for correct answer; 1 mark for showing working]
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6. Difficulties (ILO):
e [LO measure of unemployment is based on the evidence from the Labour
are many statistical issues that can arise from choosing an incorrect samp
ILO measure of unemployment is rarely likely to be the true unemployme
e  Itcan be hard to distinguish if somebody is actively seeking work via a su
better measure in this regard because Job Seeker’s Allowance requires cl

h the claimant co

[1 mark each for identifying a suitable difficulty assoc
{ affect the measure]

mark each for an explanation about how this di

Jupent searching for employment, or
d starting a new one. A is referring to the

7. B -‘Frictional’ unemploymen
people have betwee

8.  ‘Structural’ unemployment is unemployment that exists because of the changi
activity. It occurs because of changes in industrial organisation (e.g. the declin
because of foreign competition and shifts towards the tertiary sector) or beca
automation of labour).

[2 marks for clear explanation of ‘structural’ unemployment; 1 mark for an expl
the general meaning]

9. C- Paul’s situation is a classic example of ‘seasonal’ unemployment. Since the
demand, there is no need for Santa Claus impersonators in any other period of
tempting choice because seasons could be thought of as cyclical, but cyclical u
business cycle and deficiencies in demand. There is nothing to suggest that Pa
voluntary (D).

[1 mark for correct response]

10. Inthis question students should =
Students should use theor;

te the differing types of une
to support their decision.

AdOO NOILO4dSNI

F urthermore technological change that brings about the automation of work i
that must plan-ahead for periods in which machines will replace much labour.
comparison, is totally unavoidable, and would exist even if skills were perfectl
Frictional unemployment, therefore, is likely to be less of a concern for Econo

[Maximum of 6 marks. 5-6 marks for accurately evaluating each cause of unemp
understanding of the economic ideas. 3-4 marks for adequate analysis, might be
1-3 marks for unsupported or irrelevant evaluation]
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11. ‘Underemployment refers to a situation in which a worker is employed but is
Underemployment is characterised by situations in which highly skilled worke

ig

12.

Qg
Education

future deficit of nurses in the UK. However, 1nward migration, from, say, the E
be plugged by hiring pre-trained European nurses. Immigration can boost emp

[2 marks for a clear explanation of how immigration can be used to correct an e
for an explanation that is less clear but which conveys the general concept]
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Topic Test 2.1d Measure of Economic Performance: Ba

1. A -International aid is the only item that would appear on the current accoun
that the current account includes a country’s balance of trade, net factor incom
constitute an entry in the net cash transfer part of the current account section.

[1 mark for correct response]

2.  C-FDlinto the UK would be considere?d
account includes FD], portfoli
of the current accou

ventry on the UK’s financi
er investments, and FOREX res

3. Current Account = Net Trade + Net Factor Income + Net Transfer Payments
Current Account = (-4,845) + (-1,035) + (-6,208) = £-12,088 million

[1 mark for correct answer; 1 mark for showing working]

4. B-The BoP is said to be in imbalance when one or more of its components do
imbalances on the BoP occur when there is a deficit or surplus on one or more
the BoP must sum to zero by the nature of accounting.

[1 mark for correct response]

5. Fundamentally, the structure of the UK’s economy has changed much since 19
restructuring of the UK economy from manufacturing and primary resource e
led to a persistent deficit in the UK’s trade in goods balance. The UK doesn’t ex
(mainly insurance and financial) in order to counteract#i eficitin the trade
imports so many goods from the rest of the wor e L.{any economies ar
competitive for their manufacture - e { economies.

o the imbalance is that the UK’s econom
_is. The UK, on average, has more disposable inco

sumption and so this increase in income has been asso
so the produce of the rest of the world. Hence, this could als
ent account in recent times.

However, another contr?
during the 2008 £

AdOO NOILO4dSNI

[Maximum 4 marks. 3-4 marks for accurately assessing the causes of the UK’s im
1-2 marks for a limited attempt at assessing the causes and may be only loosely
sufficient reasoning and evidence]

6. Itisimportant to have a ‘sustainable’ BoP position because while the BoP sum
components can have important macroeconomic effects. If, for instance, there
this implies that there must be a surplus on the financial and capital accounts.

economy spends more on foreign produce than foreigners spend on domestica
means that foreigners are investing more capital into the domestic economy t COPYRIGHT
a surplus on the financial account because of the BoP accounting principle). Fo PROTECTED

investments into the domestic economy because we're supplying more of the
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domesticeconomy {e.g. by reducing their optlons for consumption).

It is also worth considering that a consistent current account deficit might imp
uncompetitive on international markets. Therefore, a deficit can be an indicato
economy, and so it is a key macroeconomic indicator to assess an economy’s h
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Importantly, the current account deficit can be thought of positively too. Primari
economy because of the surplus in the financial account can be thought of as ben
improves the long-run potential of the economy - this could even enable the eco

However, current account deficits are only problems if they are sustained and
current account deficit is not so much of a problem because it grows at a simil
economy has sufficient funds to repay its liabilities. If, however, the deficit was
there might be serious issues. Moreover, if the defici to a surplus, and
will be less concerning.

Finally, it's worth considering !
current account surplus:

. ersistent current account surplu
+he economy is diverting goods that coul
ple’s standard of living and the public could be
es can cause political friction between countries - e.g.
latory protectionist measures.

[Maximum 6 marks. 5-6 marks for providing a clear assessment on the conseque
marks for providing a limited attempt at evaluation. 1-2 marks for identifying a
inconsistent or inaccurate.]
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Topic Test 2.2a Aggregate Demand (Part 1)

1.

@

(i)

(iii)

(iv)

v)

(vi)

Aggregate Demand (AD) = Consumption (C) + Investment (I) + Govern
(Exports (X) — Imports (M))

[2 marks for stating the correct components of AD; 1 mark if a mistake is m
generally correct]

Now, the aggregate demand (AD) ¢ relationship between a

Next there is the effect of prices on interest rates when the price level is
which can provide a stimulus to both consumption and investment. Final
an economy’s exports appear more cost-effective than the competition, a
increase in foreign demand for exports and a rise in spending. Consumers
less because products appear cheaper at home and so there is an improv
prices are low. Hence, AD is downward sloping.

[3-4 marks for a clear explanation of the relationship between AD and the
avenues through which prices can stimulate demand; 1-2 marks for an exp
the general concept; 0 marks for responses that are off-topic]

Income is said to be the most important determinant of consumption - aff
difficult to consume anything without the financial resources necessary t
income which determines consumption because consurers must conside
been deducted and transfer payments added. I£2i7 . »s ble incomes rise,
- this is because most goods tend to be.'nc ever, an important

inco e they expect to receive in normal circumstances. Moreover, it's als
smooth their consumption over a lifetime and so consumption tends to va
which changes a lot according to one’s age.

[3-4 marks for a clear explanation of the relationship between income and
conventional relationship with alternative theories; 1-2 marks for an expla
the general concept; 0 marks for responses that are off-topic]

Firms operating in the post-2008 period are likely to have received lower
general economic activity. With less retained earnings it is natural that th
because firms have less financial resources to invest. Firms might also ha
future income streams in the post-2008 economy and so would delay the
certain and the risk of investing lower.

[1 mark for identifying a potential factos]

Noting that the trade
a surplus (X

us gbernment’s response to the financial crisis was to reduce governme
effect of decreasing AD and shifting the curve inwards.

[1 mark for correctly identifying the movement in AD in response to this sho
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2. () 26%of 65.2% = (2= x 65.2%) = 16.952% = 17%

[1 mark for correct answer; 1 mark for showing working]

(i) 652% +16,9% +19.4% +x% = 100%
x% =-1.5%

[1 mark for correct answer; 1 mark for showi

(iif) Consumption: an increase in ! . ption component of the UK’s AD w:
on aggregate demand. e largest component.

[1 mark for correct answer; 1 mark for showing working]

(ii) Netinvestment is a better measurement of a change in an economy’s stoc
takes into account the effect of depreciation, or the consumption of capital
infinite lifetime - otherwise buildings and machines would last forever — a
consumed in the production process. Therefore, some portion of firms’ inv
has become obsolete (e.g. because of technological change) or worn down
is only the excess of investment above what is needed to cover depreciated
stock of productive assets, and this is why net investment is the better me

[2 marks for a clear explanation of the reason that net investment is a bette
economy’s stock of productive assets than gross investment; 1 mark for an e.
which conveys the general meaning]

4.  Factors:

e  [ncome: Income is an 1mp0rtant irfl
determines our ability to
without financial rez¢
the economy st

stitute ccmsumptlon for saving. Moreover, this effect is exaggerat
mterest makes borrowing more expensive, and so consumption through b
that a higher rate of interest will also tend to reduce the discretionary inc
mortgages because it increases the value of interest repayments, thus red
e  Consumer Confidence: If consumers are confident about the trajectory of th
increase their consumption - e.g. if consumers expect that their current in
indefinitely, there is likely to be an increase in consumption because such
finances. If, however, consumers are worried about losing their employme
e Wealth Effect: Consumers’ wealth has an effect on consumption - that is, t
consumers become richer, or perceive themselves to be richer, there is an
because they can afford more expensive items, or because they feel secure
increased number of items

[2 marks each for a clear explanation of a factor that in
explanation that is less clear but which conveys th

S consumer expen

5. For:

blamed on firms not being able to access credxt from commercial banks. It
would be uneasy about lending during a financial crisis because the stabili
ambiguous. Businesses that would usually invest at interest rates of 0.5%
could have only financed investment through retained profit.
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Against:

e  Business Confidence: However, although the inaccessibility of creditis an i
explaining why investment fell during the 2008 financial crisis, it is deba
invested anyway. Therefore, a lack of business confidence - or uncertain
investment. It is thought that a business is unlikely to make investments
because there could be future shocks to the economy. Businesses tend to
there is a lack of business confidence and, therefore, this could explain th
financial crisis.

o  Negative Accelerator: The accelerator the i
economy will primarily depend

tnient suggests that
n real national income (GD

]tlp]ler effect if it further reduces GDP, further
'ﬁe 2008 fmanCIal crisis was an mternatmnal crisis, mea

[Maximum 8 marks. 6-8 marks for a strong, well-supported evaluation of whethe
important factor in the reduction of investment during the 2008 financial crisis. A
appropriate for the question. 4-5 marks for a limited evaluation, though it may b
argument. Reasoning / supporting evidence is provided but may be incomplete. 1
however, answer is largely inconsistent or inaccurate.]

Topic Tests for AS / A Level Edexcel A Theme 2 Page 29 of 53

AdOO NOILO4dSNI

COPYRIGHT
PROTECTED

ig

Qg
Education




Topic Test 2.2b Aggregate Demand (Part 2)

L () price 4
Level

LRAS

AD

SRASg

Y1Yo y*

Analysis:

If the price per barrel of crude oil increases, firms’ short-run costs of pro
curve shifts inward. Note that this is unavoidable because there are few a
production inputs, and firms are also unable to change their production p
there are fixed factors of production. Naturally then, the economy’s macr
in response to such a supply-side shock.

Equilibrium starts at the intersection of AD and SRASo where real output
Then, SRAS shifts inward as firms respond to the increase in their costs o
amount of output they are willing to supply at the prevailing price level.
the aggregate price level is bid-up as consumers to purchase ou
will be reached at price level P1 and real o

his shock is a one-off increase in ti
st increases of crude oil are maintain

Therefore, the macroecono

AdOO NOILO4dSNI

s growth rate, but a short-run increase in the economy’s level o

Evaluation:

e  Effect depends upon the magnitude of the price increase of crude oil
will have a substantially different effect to a £100 increase.

e  Effect depends upon the significance of oil as part of firms’ producti
assume that oil is an important part of firms’ production processes i
be operating using strictly renewable resources, which would alter t

e  Effect depends on whether the price increase is temporary or perma
temporary, firms may absorb the increased cost of oil.
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Price #
Level
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EAD

SRASq : LRASo | LRAS
Yo Y1 Y¥,  Y*
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Analysis:

If UK miners found deposits of rare earth elements, this would constitute
resources available that can be used as inputs in the production process.
productive potential of the economy and so the LRAS curve shifts to the r
shifts to reflect this change. Naturally the UK’s macroeconomic equilibriu
increase in productive potential.

Equilibrium starts at the intersection of AD and SRA%: here real output i
Then, LRAS shifts outward as the product' ¢.the economy incr

implies that ﬁrms short- 1 - anything that is in abundanc
that are scarce. At P» rip AD and so the aggregate price lev

~glut of supply and restore macroeconomic eq
eached at price level P; and real output Y1.

oeconomic effect of this shock is a one-off decrease in the price
deﬂatlonary episode if firms’ costs continue to fall - note that this type of
because it arises from improvements in the supply-side of the economy a
should fall because firms are expanding their output in response to their
hire more workers in order to achieve this expansion. Finally, real GDP in
economic activity and hence economic growth is achieved- note that ther
economic growth in this scenario.

Evaluation:

o  Effect will depend on the magnitude of the rare earth deposit that is
all, they are rare) then the increase in productive potential and, henc
likely to be minimal.

e  While this scenario has good implications for the key macroeconomi
that other things such as inequality and the environment might wor
rare earth elements are concentrated to wealthy owners of industry
damages the environment.

¢  Since the UK is structured more

have demand-side implicat

1 economy the effecto
possessing a larger num

AdOO NOILO4dSNI

(iii)
—>
"""""""""""""""" COPYRIGHT
LRASo | LR PROTECTED
Y2 Y¥% Y%,
Analysis:
If the UK government invested in i HS, the immediate effec

the government expendltw ‘Licof AD - recall that AD is given by
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increase in government expenditure causes AD to outstrip AS and so firm
prices in order to improve their profitability. Eventually, the excess of de
general price level increases and macroeconomic equilibrium is restored.
level P1 and real output Y1.
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The macroeconomic effect of this shock is a one-off increase in the price 1
inflationary episode if AD continues to increase over time. Unemploymen
government’s investments in the NHS will require additional labour in va
Finally, real GDP increases because government expenditure constitutes
income - thus, economic growth of the short-run kind is achieved when g
(note that is the basis for the Keynesian policy of deficit spending in a rec

Evaluation:
e  Primarily, the mostinteresting asDe
it has the potential to impr
general health OfthPm

e about the governm
capacity of the economy.
it can be considered that human
‘esource. LRAS would, thus, shift to the rig

't will depend on how much is invested in the NHS - the larger th

n the macroeconomy.

o  Effect will also depend on the starting position of AS - if the econom
part of SRAS) then the increase in AD will tend to increase output wi
Conversely, if the economy is already at full employment, the effect o
inflationary - only a supply-side improvement will boost growth at t

e  Effect will also depend on the size of the multiplier. Note that the dia
simple initial reaction of AD to an investment in the NHS. If the mult
investment will have far reaching and positive effects across the ent
would represent this as a second positive shock to AD.

e  Finally, it's important to consider how the increase in government e
through taxation? Is it financed through debt? If financed through ta
expenditure will be offset by the tax. If financed through debt there
term economic growth.

(iv) Price 4
Level
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SRAS

ADo LRAS

Y1 Yo Y*
Analysis:
If there was a decrease in firms’ confidence in the post-Brexit economy, t
withdraw or reduce their investments until confidence is restored - this i
Investment is a key component of AD, and so if this is reduced in any way
output will be lower for any given price level. Naturally the UK’s macroec
response to this demand-side shock.
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Equilibrium starts at the interse
Then, AD shifts inward as f
investment cau

: Swhere real output i
etract investment in the post-Br
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wrracroeconomic effect of this shock is a one-off decrease in the price EdUCOthﬂ
deflationary episode if AD continues to shrink over time. Unemployment
decrease in investment implies there is less need for labour inputs. Real G
investment, and hence more saving, constitutes a withdrawal from the ci
negative economic growth when investment falls.
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Evaluation:

e  Effect will depend on the magnitude of the fall in investment - the le
post-Brexit economy, the more they will disinvest. In reality we kno
leave the UK, and so the fall in investment is likely to be large in real

e  Effect will also depend on the multiplier - the multiplier effect works
demand-side shocks, so the fall in investment could have far-reachin
decreases in labour demand might imply faillng wages and so consu
invest less, etc.)

e  Ifthe economy is close to full capaci
contribute further to unemploy:

[Maximum 24 marks 5-6
performance
studends s

a strong analysis of these shocks
vout the impact of the shocks using economi
he extent to which the shocks will effect macroec

P &

an inverse relations

. an economy in a given pe
. relationship between price and qu
of demand since a greater quantity of ou

microeconomic demand cu
falls from P1 to Po, the
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. referred to as an increase in aggregate demand. A shi
rthe components of AD (C + [+ G + X~ M). It captures change
as an outward shift of AD from AD; to ADo.

[Up to 2 marks for an accurately drawn diagram, including correct labelling of t.
a clear distinction between movements along the AD curve and shifts of the AD ¢
less clear but which conveys the general meaning]
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