

[image: image]




[image: ]



 

Philip Allan, an imprint of Hodder Education, an Hachette UK company, Blenheim Court, George Street, Banbury, Oxfordshire OX16 5BH

Orders

Bookpoint Ltd, 130 Park Drive, Milton Park, Abingdon, Oxfordshire OX14 4SB

tel: 01235 827827

fax: 01235 400401

e-mail: education@bookpoint.co.uk

Lines are open 9.00 a.m.–5.00 p.m., Monday to Saturday, with a 24-hour message answering service. You can also order through the Hodder Education website: www.hoddereducation.co.uk

© Sam Dobin 2016

ISBN 978-1-4718-5783-6
eISBN 978-1-4718-5785-0

First printed 2016

Impression number 5 4 3 2 1

Year 2020 2019 2018 2017 2016

All rights reserved; no part of this publication may be reproduced, stored in a retrieval system, or transmitted, in any other form or by any means, electronic, mechanical, photocopying, recording or otherwise without either the prior written permission of Hodder Education or a licence permitting restricted copying in the United Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House, 6–10 Kirby Street, London EC1N 8TS.

This Guide has been written specifically to support students preparing for the OCR A-level Economics examinations. The content has been neither approved nor endorsed by OCR and remains the sole responsibility of the author.

Cover photo: Iakov Kalinin

Typeset by Integra Software Services Pvt. Ltd., Pondicherry, India

Printed in Italy

Hachette UK’s policy is to use papers that are natural, renewable and recyclable products and made from wood grown in sustainable forests. The logging and manufacturing processes are expected to conform to the environmental regulations of the country of origin.


Contents


  Getting the most from this book

  About this book




Content Guidance




  Economic policy objectives and indicators of macroeconomic performance




    Economic growth and development

    Income distribution and welfare




  Aggregate demand and aggregate supply




    Approaches to macroeconomic equilibrium

    The Phillips curve

    The economic cycle




  The application of policy instruments




    Approaches to macroeconomic policy




  The global context




    Globalisation

    International trade

    Trade policies and negotiations




  The financial sector




    The role of the financial sector in the real economy

    The financial sector in developing and emerging economies

    The role of the central bank

    Financial regulation




Questions & Answers




  A-level Macroeconomics Section A: data-response

  A-level Macroeconomics Section B: quantitative essay question

  A-level Macroeconomics Section C: qualitative essay question

  A-level Themes in Economics Section A: multiple-choice questions

  A-level Themes in Economics Section B: data-response

  Knowledge check answers

  Index




Getting the most from this book


[image: ]

Exam tips

Advice on key points in the text to help you learn and recall content, avoid pitfalls and polish your exam technique in order to boost your grade.
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Knowledge check

Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers

Turn to the back of the book for the Knowledge check answers.
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Summaries


•  Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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About this book

This guide is designed to prepare you for the A-level OCR Macroeconomics exam and the A-level OCR Themes in Economics exam. It includes sample questions and answers to prepare you for both papers. In addition to the content covered here, you will need to be familiar with the content in Student Guide 2 to sit the A-level Macroeconomics exam and the content in Student Guides 1, 2 and 3 in order to sit the A-level Themes in Economics exam.

The guide is split into two sections:

Content Guidance

This section explains the core macroeconomics concepts required to excel in this course. This can be split into five broad topic areas:


•  Economic policy objectives and indicators of macroeconomic performance

•  Aggregate demand and aggregate supply

•  The application of policy instruments

•  The global context

•  The financial sector



You should make sure you have fully mastered all of the content in this guide before progressing to the practice questions. Use the knowledge checks as you work your way through the guide to test your understanding and take on board the comments to avoid falling into the traps that most commonly result in students losing marks. At the end of each topic area there is a bullet-pointed summary of the content covered — if you are unable to offer a detailed explanation of any part of this you should read the section again to clear up any misunderstanding.

Questions & Answers

This section begins by setting out the format of the exam papers, giving you advice on how long to spend on each question and offering important tips on how to maximise your marks on the different elements of the paper. It also explains the levels system used to mark essays.

This is followed by a series of sample questions. After all of these questions there are some example answers from students. You should practise all of these questions yourself and compare your answers to these while reading the detailed comments to improve your understanding of what is required to achieve full marks.


Content Guidance

Economic policy objectives and indicators of macroeconomic performance

Economic growth and development

Economic development is a process that results in improved standards of living for inhabitants of a country. While economic growth is the most obvious mechanism through which this can be achieved, this is not the only dimension of development — a country experiencing the wrong sort of economic growth that impacts only part of the population may not be developing, as large sections of society could still be living in poverty. In 2000 the United Nations agreed on the Millennium Development Goals, which act as targets for each less developed country (LDC), as priorities for development. These were:


•  Eradicate extreme poverty

•  Achieve universal primary education

•  Promote gender equality and empower women

•  Reduce child mortality

•  Improve maternal health

•  Combat HIV/AIDS, malaria and other diseases

•  Ensure environmental sustainability

•  Develop a global partnership for development.



Increasing real gross domestic product (GDP) per capita is clearly a route through which some of these goals can be achieved.
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Exam tip

Economic growth is considered a necessary but not sufficient condition for development to take place. This means that development will not be achieved without economic growth but that economic growth alone does not necessarily lead to development if it does nothing to reduce poverty or improve standards of education and health.
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Measuring economic development

GNI per capita

Gross national income (GNI) per capita is one of the main measures of economic development. It is preferable to using GDP per capita as it includes net income from abroad, which can be significant for some developing nations relying on remittances from citizens working in developed economies. It can be calculated by dividing GNI by the population to give an estimate of average income in the country.

This measure is relatively straightforward to calculate and is well established, meaning it is an indicator that is available for almost every country in the world. This enables comparisons to be made between countries. For example, in 2014 GNI per capita stood at $630 in Mozambique and $55,200 in the USA. From this data we can conclude that material standards of living are significantly higher in the USA than in Mozambique.
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Knowledge check 1

Using the PPP measure of GNI per capita, average income was $55,860 in the USA and $1,170 in Mozambique. How does this change the conclusions you may have reached about the relative standards of living in the two countries based on the US dollar estimates?
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However, there are a number of weaknesses with this measure of development which need to be recognised:


•  Exchange rate problems — to enable comparisons to be made between countries, GNI per capita is converted into US dollars at the official exchange rates. However, in many cases these exchange rates do not represent the true value of the currency in terms of the local purchasing power of incomes. This is because in many countries the government manipulates the value of the currency — an example of this is China, where the currency is deliberately undervalued to make exports price competitive. Even when left to the free market the exchange rate is determined by the price of internationally traded goods, which will be different to the standard basket of goods purchased by most consumers. To overcome this problem an alternative set of estimates — GNI per capita based on purchasing power parity (PPP) — has been produced to more accurately reflect the relative purchasing power of incomes in different countries. In general, these data suggest that the gap between low-income and high-income countries is not as big as initially suggested by the US dollar estimates.

•  The informal sector — in many LDCs there is a significant amount of economic activity in the informal sector. This may be illegal activity or legitimate activity that is not marketised, such as subsistence farming. Because GNI includes only recorded transactions, this measure is therefore likely to miss out much economic activity which takes place, meaning it does not give an accurate reflection of a country’s output.

•  Income distribution — GNI per capita provides data on average incomes but gives no sense of how income is distributed. GNI per capita could be rising as a result of a small group of wealthy individuals getting significantly wealthier while the majority of the population are getting a little poorer. Such a rise in GNI per capita would not represent economic development. Therefore, GNI per capita does not provide information on living standards across society.

•  Social indicators — standard of living depends upon more than just the material resources available in an economy. Clearly how such resources are used is important — quality of life is likely to be higher in a country using its income to develop its education and healthcare provision in comparison with a country using its income for military expenditure. The quality of the environment in which individuals live is also important and is something that can be distorted by GNI data — production that causes pollution can worsen individuals’ quality of life, but the cost of any policies designed to clean up this pollution, known as defensive expenditure, will actually enhance GNI, even though the net effect of the production is to worsen standard of living.



HDI and other social indicators

The Human Development Index (HDI) is an alternative indicator of economic development designed to deal with some of the criticisms of purely income-based measures. It has three main components, shown in Table 1.

Table 1



	Component 
	Justification for inclusion 
	Measurement 



	Resources 
	The resources available in an economy dictate the potential standard of living available. 
	GNI per capita (in PPP%) — a proxy for individuals’ material standard of living. 



	Knowledge 
	Being able to make good use of available resources is crucial in achieving high standards of living. 
	Mean years of schooling (reflects past investment in education) and expected years of schooling (reflects current state of education). 



	Lifespan 
	Living long enough to make use of an economy’s resources will have a significant impact on standard of living. 
	Life expectancy — a proxy for individuals’ health. 




The measurements are combined to produce a composite index ranging between 0 and 1. The closer the HDI value is to 1, the higher the level of human development.

Economists continue to debate how important economic growth is to economic development. On the one hand, economic growth can directly contribute to improved education and life expectancy. But on the other hand, focusing on improved education and health can lead to higher economic growth. What is clear is that the GNI and HDI measures produce very different pictures of development. Countries such as Brazil and South Africa, for example, have seen rapidly rising GNI per capita but are much lower on the HDI ranking because of issues concerning inequality and poor life expectancy.
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Exam tip

It is important to recognise that the HDI is not a fully inclusive measure of economic development. There are many other factors that contribute to standard of living which are not included, such as average working hours, crime rates and the quality of the environment.
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Given the difficulties in reflecting economic development in one statistic, economists continue to use a range of different measures to assess development. In recent years the Genuine Progress Indicator (GPI) has become increasingly popular. This is comprised of 26 components covering economic, environmental and social factors and is designed to produce a broader measure of development than that provided by the HDI.

Economic growth and happiness

It may seem obvious that economic growth makes people happier — increased disposable income does after all enable individuals to enjoy a higher material standard of living. However, economist Richard Easterlin found that, while happiness and income appear to be correlated at a point in time, happiness does not appear to increase as income increases over time. This is known as the Easterlin paradox. It suggests that an individual’s happiness is determined more by their income relative to others around them than by their absolute level of income — this fits with traditional labour market theory, which argues that in wage negotiations individuals are more concerned with maintaining differentials with other occupations or roles within the occupation than achieving a particular absolute wage.

It is also clear to see that there are circumstances under which individuals’ happiness will fall as economic growth occurs. This is particularly true if the growth occurs as a result of longer working hours, which can increase stress levels and reduce leisure time.

Promoting economic development

The structure of economic activity

In 1960 economic historian Walt Rostow proposed a model outlining the five stages of economic growth that developed countries had passed through. This can be illustrated in Figure 1.
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The stages can be explained as follows:


•  Traditional society — most of the production takes place in the primary sector, with agriculture dominating economic activity. Investment and productivity are low.

•  The preconditions period — labour productivity begins to increase, which allows resources to be diverted to enable secondary sector production to develop. During this phase there is investment in infrastructure to provide the foundations for future economic growth.

•  The take-off — a 20–30-year period of rapid economic growth, fuelled by the emergence of entrepreneurs taking risks in rapidly expanding manufacturing output. Investment is high in this period.

•  The drive to maturity — a period of self-sustaining growth where economic activity becomes more diversified as a result of continued high investment. Tertiary sector production begins to occur.

•  The age of mass consumption — the economy is fully diversified, output per head continues to rise and consumption now accounts for a higher proportion of GDP.



Rostow argued that some countries remained trapped in the first stage of economic growth, largely because of the high dependence on the primary sector experienced by many LDCs. Because agricultural productivity tends to be low, this means income per head remains low and there are insufficient funds to generate the investment needed for development to take place. Moreover, given the declining terms of trade agricultural producers face in the modern world, alongside the inherent volatility in agricultural prices, individuals in economies reliant on agriculture face uncertain futures.

ODA and international trade

Overseas development assistance (ODA) is provided through the Development Assistance Committee of the OECD. There are a number of reasons why developed nations dedicate significant amounts to ODA each year:


•  Humanitarian motives — ODA can be used to provide access to clean water and improve healthcare to reduce child mortality rates and increase life expectancy.

•  Political motives — in some circumstances countries will give aid to nations that are not necessarily the world’s poorest nations because of their foreign policy objectives.

•  To promote trade — aid can provide the funds needed for investment to expand international trade, which can benefit both the recipient and donor countries. Trade is essential for developing nations as it gives them access to the capital they need to grow that they cannot produce themselves while also giving them markets of high-income consumers to sell to. For the donor countries the economic development of LDCs can provide them with larger export markets to sell to.



At a 1974 meeting of the United Nations countries agreed to dedicate 0.7% of their GDP to ODA. However, progress towards achieving this has been disappointing, with only a handful of Scandinavian countries such as Sweden, Norway and Denmark meeting the target.
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Knowledge check 2

ODA can come in the form of bilateral or multilateral aid. What is the difference between the two?
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Despite the investment in ODA, there is debate over its effectiveness, with a 1997 World Bank study finding that there is no evidence that such assistance improves the growth rate or quality of economic policies in the recipient nations, except in situations where the economic management of the country was already sound prior to receipt of the aid.

There are a number of possible reasons why aid may be ineffective:


•  LDCs have insufficient resources to be able to use the aid effectively.

•  Governments in LDCs are sometimes inefficient or corrupt, meaning funds are not used to benefit the population.

•  The sums of money donated are insufficient to deal with such fundamental problems in LDCs.

•  Aid is sometimes given as part of an aid-to-trade deal, where the recipient is required to purchase goods from the donor country at inflated prices as a condition of the aid.

•  When aid is tied to specific projects this means the funds cannot always be used to deal with the country’s top priorities, with donor countries sometimes tying aid to ‘prestige’ projects.

•  Receipt of aid can cause a country’s exchange rate to rise, worsening the international price competitiveness of exports. This is known as Dutch disease.



International organisations

There are a number of international organisations that exist to offer support to developing nations:


•  International Monetary Fund (IMF) — acts as a bank for central banks, providing short-term financial assistance to enable countries to finance balance of payments deficits. Such financial assistance usually comes with conditions, such as implementing contractionary fiscal and monetary policy.

•  World Bank — provides long-term funding for projects that promote development. Such funding is provided at commercial interest rates in situations in which commercial banks would see the lending as too risky.

•  World Trade Organization (WTO) — exists to promote free trade, encouraging the removal of barriers to trade between countries and in doing so improving developing countries’ ability to sell their products abroad.
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Exam tip

While organisations such as the WTO should theoretically make it easier for developing nations to compete, it is important to note that they are weakened by the vested interest that exists — ultimately these organisations are run by developed countries which often set policy to suit their own interests.
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Institutions such as the IMF and the World Bank have encouraged developing countries to adopt a series of policies known as the Washington Consensus, which primarily consists of market reforms to strengthen the role of markets in the economy. Economists have in recent years argued that the Washington Consensus presents a simplified view of the steps needed to achieve economic development as it ignores the importance of stable political and financial institutions. Moreover, the path China has taken to growth, blending markets with significant state control of assets, provides further evidence that there are a number of different ways in which development can be achieved.

Income distribution and welfare

Income is the flow of money over a period of time, including wages and interest from capital investment. Income inequality measures the extent to which income is distributed across the population — a high degree of income inequality means there are big differences between the earnings of those at the top and those at the bottom of the distribution of income. Income inequality can lead to poverty, which can be categorised into two types:


•  Absolute poverty — a situation in which individuals have insufficient income to purchase the basic necessities for survival (food, water and shelter).

•  Relative poverty — a situation in which individuals have insufficient income to participate in the normal social life of a country, defined as having an income level below 50% of median adjusted household disposable income.



However, there are a number of reasons why income inequality is not necessarily the best measure of inequality:


•  Absolute household income levels do not account for differences in household composition. Using equivalence scales can help solve this problem. For example, if a couple with no children is given a value of 1 and each child in the household adds 0.25 to the equivalence scale, then a couple with three children would be assigned a value of 1.75. Dividing household income by the equivalence scale (which in this instance would turn a £50,000 household income into £28,571) produces an equivalised income, which allows for meaningful comparisons to be made between households.

•  People tend to smooth consumption over their lifetimes, meaning differences in expenditure may be a better indicator of inequality than differences in income.

•  Differences in income can be partly offset by government policy. In countries where there are generous benefits systems and state provision of lots of services there may be little inequality, even when the distribution of income is unequal.
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Knowledge check 3

Which type of poverty is most common in the UK? Why is this?
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Wealth inequality is an alternative way to measure inequality. Wealth is defined as an accumulated stock of assets, such as savings and property. In the UK the distribution of wealth is more unequal than the distribution of income.

Measuring inequality

Income ratios

One method of measuring income inequality is to rank households in order of their incomes and then calculate the share of total household income that goes to a particular group of earners. The 90:10 ratio measures the ratio of the income earned by the top 10% of earners to the income earned by the bottom 10% of earners. In the USA the ratio is approximately 16, indicating that the richest 10% of earners earn 16 times more than the poorest 10% of earners. Sometimes earners are grouped into quintiles, i.e. in 20% groupings.

The Lorenz curve

The Lorenz curve provides a graphical measure of income inequality. In Figure 2 the line of equality represents a situation in which income is perfectly distributed within a
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The Gini coefficient





[image: ]



Causes of inequality and poverty



•  Labour market factors — given that wages are the biggest component of income, differences in wage rates provide the primary explanation for income inequality. Technological advancement has meant some individuals are engaged in very high-skilled and high-wage employment. However, immigration and growing international competition mean unskilled workers have seen their wages come under increasing pressure, resulting in many individuals being at the bottom of the income distribution because of low pay. The large number of individuals in part-time or temporary employment is causing further income inequality. Unemployment is also a cause of income inequality, particularly for young people as youth unemployment is particularly high.

•  Ownership of assets — inheritance is a cause of wealth inequality as it enables assets to be passed on to future generations within a family, allowing for the accumulation of wealth over time. Wealth inequality has increased in recent decades as a result of the significant rise in house prices, creating a large gap between the wealth of those who own property and those who are in rented or social housing.

•  Demographic change — increased life expectancy and a declining birth rate mean the population is ageing. This is creating rising income inequality as a greater proportion of the population is reliant on the state pension.
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Government policy


Taxes


Benefits
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Evaluating government policies
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•  Explain what is meant by economic development.

•  Understand how economic development can be measured by GNI per capita, HDI and GPI and evaluate the relative merits of these measures.

•  Evaluate the relationship between economic growth and economic development/happiness.

•  Evaluate how ODA and trade can promote economic growth and development.

•  Explain the role of international organisations such as the IMF, World Bank and WTO in promoting economic growth and development.

•  Distinguish between income and wealth inequality.

•  Explain and graphically illustrate the different measures of income inequality, including the Lorenz curve and the Gini coefficient.

•  Understand what is meant by absolute and relative poverty and explain the causes of poverty and inequality.

•  Evaluate the effectiveness of government policies designed to reduce poverty and inequality.



[image: ]



Aggregate demand and aggregate supply

Approaches to macroeconomic equilibrium
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Neoclassical school of thought



Keynesian school of thought



[image: ]



[image: ]





[image: ]



[image: ]



Austrian school of thought




•  Price determination — prices are determined by subjective factors such as an individual’s preference as to whether or not to buy a particular good. The classical concepts of supply and demand are really based on subjective value judgements — demand is based on individual preference and supply is based on subjective views taken by firms on the value of alternative uses of scarce resources, which is included within costs of production.

•  Interest rate determination — interest rates are primarily determined by the subjective decision of individuals over whether to spend money now or in the future.



The Phillips curve
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Expectations-augmented Phillips curve
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The economic cycle

Stages of the economic cycle




•  A — the economy is entering a period of recession, where real GDP is falling.

•  B — represents the trough in the economy cycle where the difference between potential (trend) and actual GDP is greatest. GDP stops falling and begins to rise again after this point.

•  C — the recovery phase where actual GDP is growing but is still below trend GDP.

•  D — the economy begins to boom, with real GDP growing more rapidly than its trend value.

•  E — the rate of growth begins to slow down, with real output increasing but at a slower rate.

•  F — represents the peak in the economic cycle where the difference between actual and potential GDP is at its greatest. GDP stops rising and begins to fall after this point, with the economic cycle starting over again.
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•  Short-run growth — increase in real GDP caused by employing existing unemployed factors of production, as represented by the movement from B to C in the economic cycle.

•  Long-run growth — an increase in the productive capacity of the economy, represented by an outward shift in the aggregate supply curve and caused by an increase in the quantity or quality of factors of production. This is illustrated by the upward-sloping trend GDP line on the economic cycle diagram.



Output gaps
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The accelerator



•  To replace depreciating capital (investment is needed to replace worn-out capital to enable production to continue at current levels).

•  To expand capacity (investment is needed to add to the capital stock to be able to produce more output, which firms will be incentivised to do when they are anticipating an increase in future demand).
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•  Understand the Keynesian, neoclassical and Austrian schools of thought and evaluate the implications of these different approaches for policy makers.

•  Explain what is meant by the Phillips curve and the natural rate of unemployment.

•  Explain why the Phillips curve may be vertical in the long run and why the natural rate of unemployment can be referred to as the non-accelerating inflation rate of unemployment (NAIRU).

•  Evaluate the implications of the Phillips curve for policy makers.

•  Explain the different stages of the economic cycle.

•  Understand what is meant by the trend rate of growth and how it is determined.

•  Explain the concept of positive and negative output gaps using AD/AS and PPF diagrams and evaluate the impact of output gaps on macroeconomic policy.

•  Explain the economic cycle using the multiplier–accelerator model.
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The application of policy instruments

Approaches to macroeconomic policy

Debates in macroeconomic thinking



•  The elasticity of aggregate supply — neoclassical economists assume that the long-run aggregate supply curve is vertical at the natural rate of output and employment, as the macroeconomy rapidly adjusts to shocks to return to the long-run equilibrium. This approach suggests that there will never be an output gap and, therefore, that there is no role for the government to play in the macroeconomy, except in pursuing supply-side policies to support the expansion in the productive capacity over time. Keynesians, however, argue that there is a range of levels of output for which long-run aggregate supply is upward sloping, meaning that the economy can be caught at an equilibrium level of output below full capacity. This implies government policy is important in manipulating the level of aggregate demand to achieve a desired level of output.

•  The extent to which prices and wages are flexible — the neoclassical belief that the long-run aggregate supply curve is vertical is based on the assumption that markets can adjust instantaneously. In product markets this implies that prices are fully flexible, while in labour markets wages are equally flexible. Keynesians argue that there is strong evidence to suggest that such variables are not flexible, particularly wages. They point to wages being ‘sticky’ downwards. When demand for a firm’s product falls, the demand for labour falls. In a flexible labour market wages should adjust downwards to enable the labour market to return to equilibrium. However, workers are likely to resist nominal wage cuts, particularly when supported by union intervention. This means there is likely to be disequilibrium unemployment and again implies a role for the government.

•  The role of expectations — neoclassical economists assume that individuals rapidly reach accurate expectations about the future, allowing equilibrium at the natural rate of output and employment to be sustained. This is evidenced by their conclusion of the long-run Phillips curve being vertical, which is based on the belief that economic agents will hold accurate expectations about future inflation rates. However, if expectations are in fact slow to adjust, this suggests that in the short run it could be possible for the government to reduce the level of unemployment below the natural rate by allowing inflation to increase. Expectations are also important in explaining investment decisions, with firms thought unlikely to undertake investment when they are uncertain about the economic climate because of fluctuating inflation. This provides a strong argument for governments pursuing low and stable inflation in order to improve confidence and incentivise investment.
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Policy approaches over time

The Great Depression


The Keynesian revolution
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The monetarist counter-revolution



The 2007–8 financial crisis and its aftermath
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•  Understand the debates that exist in macroeconomic thinking, comparing Keynesian and neoclassical approaches with the key issues of the flexibility of prices, the elasticity of aggregate supply and the role of expectations.

•  Evaluate how different approaches to macroeconomic thinking impact upon the effectiveness of particular macroeconomic policies.

•  Explain how approaches to macroeconomic policy have changed over time, with reference to the Great Depression, 1970s’ Keynesian demand management, 1980s’ monetarism and the 2007–8 financial crisis and its aftermath.
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The global context

Globalisation

Causes of globalisation



•  Advances in technology of transport and communication — it has become easier and cheaper for firms to sell and produce products across the world.

•  Reduction in trade barriers — declining protectionism caused by the free trade movement has enabled foreign firms to compete with domestic firms in many countries.

•  Deregulation of financial markets — this has enabled financial markets across the world to become more closely integrated, leading to huge increases in foreign direct investment.



External shocks
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Foreign direct investment



•  Market seeking — MNCs are attracted by selling their products across the world as producing for a larger market may enable them to benefit from economies of scale and increase their revenue. One way to access a new market is to produce within the market, which may be desirable as it reduces transportation costs and may enable the firm to avoid trade barriers. This has been a significant factor explaining the rise of FDI in China, where MNCs have been desperate to gain access to this huge and increasingly affluent market. The same can be said of FDI in the EU, which has seen substantial inward flows of investment by firms seeking access to the single market.

•  Resource seeking — MNCs may want to take advantage of a natural resource within a country, such as oil, or produce there because it enables them to access cheap or particularly skilled labour.

•  Efficiency seeking — an MNC might relocate a particular part of its production process to another country because it knows this will increase the efficiency of production, lowering costs and increasing profits.
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LDCs and emerging economies
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	Advantages 
	Disadvantages 



	A major barrier to development in LDCs is that low income per capita means there is little saving and thus no significant funds for investment. FDI represents a vital injection into the circular flow, providing the funds for investment needed for development to take place. 
	MNCs are generally considered to be profit maximisers. This may involve them engaging in limit or predatory pricing to drive domestic firms out of business, after which they will be able to act as a monopolist and set prices high and keep output low. This will harm domestic consumers. MNCs may also pollute the environment to keep costs low. 



	FDI gives countries access to sophisticated capital and technology, overcoming LDCs’ limited capacity to produce capital goods and enabling them to move away from an economy dominated by agricultural production. 
	MNCs may pay above the equilibrium wage rate in order to attract the best workers and maintain a good public image. This could harm local firms, which struggle to attract or hold on to their best workers. 



	MNCs may provide training and skills to domestic workers, developing human capital and potentially creating entrepreneurial spirit in the LDC. In the long term these more highly skilled individuals may take up jobs with domestic firms or set up their own businesses, contributing to economic growth. 
	Much of the employment provided by MNCs is likely to be low skilled, with the more highly skilled and managerial roles often filled by expatriate workers. 



	By providing a large number of jobs in the urban areas in which they set up, MNCs can help overcome the crisis LDCs have faced with rising migration to cities and an inability to find jobs for these people. 
	MNCs may use production methods which are familiar to them from their developed country of origin. This is likely to be capital intensive, meaning the employment effects may not be as great as first thought. Moreover, they may simply encourage greater migration to already overcrowded cities and further widen rural–urban inequality. 



	The tax revenues provided by taxing MNCs’ profits and the earnings of workers employed by the MNCs enables LDCs to invest in crucial public sector services such as healthcare and education. 
	The LDC may have to offer MNCs tax concessions to prevent them relocating, reducing potential tax revenues. Moreover, MNCs may engage in illegal transfer pricing, where they set prices for internal transactions within the company, which enables them to pay tax on profits in a country with the lowest corporation tax rate. 





International trade

Terms of trade
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Terms of trade in LDCs



•  Short-run volatility caused by price volatility — prices are particularly volatile for primary sector products. Agricultural products tend to have relatively stable and inelastic demand but volatile supply, as the supply of agricultural goods is heavily dependent on the climate and season. Raw materials, meanwhile, have relatively stable and inelastic supply but volatile demand, as the demand for raw materials fluctuates with the economic cycle in developed countries, which are the primary users of raw materials. In both cases this leads to significant price volatility of exports, which causes the terms of trade to fluctuate over time. Such instability in export revenue can be damaging for developing nations, which rely on international trade as a path to development.

•  Long-run deterioration in terms of trade — the Prebisch–Singer hypothesis argues that the terms of trade of primary product-based economies deteriorates over time. This is because the demand for primary sector products is relatively income inelastic — as incomes increase, food expenditure, for example, falls as a proportion of disposable income, meaning as the world economy grows, there is little increase in demand. Moreover, supply for primary sector products tends to increase over time because technological developments improve the efficiency of production. The result is that the price of exports for developing nations is on a downward trend. The reverse is true for imports of secondary and tertiary sector products, which are rising in price over time because of increased demand resulting from the income-elastic nature of demand for such products. With the price of exports falling and the price of imports rising, this means the terms of trade of many developing nations are declining each year.
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Pattern of comparative advantage



Heckscher–Ohlin theory




Trade policies and negotiations

Protectionism


Tariffs
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•  Domestic firms will sell more — domestic production increases from S0 to S1. By being able to sell at a higher price producers gain additional producer surplus equal to area W.

•  Imports fall dramatically to (D1 − S1). The government raises tax revenue from the tariff on these units of output equal to area Y.

•  At a higher price demand for the product falls from D0 to D1. This higher price has a negative impact on consumers, with consumer surplus falling by W + X + Y + Z.






Quotas and non-tariff barriers
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•  Domestic producers sell more — S1 rather than S0 — and gain a producer surplus of area W by being able to sell at a higher price.

•  Those foreign producers that are still importing gain a producer surplus equal to area Y, as they are able to sell their goods at a higher price than previously.

•  Consumers lose out from consuming less and having to pay higher prices, meaning a loss of consumer surplus of W + X + Y + Z.
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Economic integration


Free trade areas
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•  EFTA (European Free Trade Association) — initially a free trade area for European countries which did not want to or were unable to join the European Economic Community (now the European Union). The UK remained a member of EFTA before joining the EU in 1973. EFTA is now comprised of Iceland, Liechtenstein, Norway and Switzerland.

•  ASEAN (Association of South East Asian Nations) — formed in 1967 and includes countries such as Indonesia, Malaysia and Vietnam.

•  NAFTA (North American Free Trade Association) — formed in 1994 and covers the USA, Canada and Mexico. By 2008 all tariff barriers had been removed between these nations and there had been a subsequent increase in trade and investment as a consequence. However, within the USA there are concerns about job losses which have occurred as a result of the agreement, while Mexico’s agricultural sector has been damaged by the competition it has faced from subsidised imports from the USA.



Customs unions
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•  Consumers benefit from consuming more of the good (at D1) at a lower price, meaning consumer surplus increases by W + X + Y + Z.

•  Domestic producers lose out — they now sell only S1, and at a lower price than before. There is therefore a loss of producer surplus of area W.

•  The government loses out on the tariff revenue of Y it used to earn before imports started coming from a customs union member upon which no tariff was imposed.
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•  Consumers benefit from consuming more of the good at a lower price, so consumer surplus increases by X + Y.

•  The government loses out on the tariff revenue of X + Z that it used to collect.
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Common market


Monetary union
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Economic union



[image: ]



[image: ]



The European Union


The Single European Market



•  Reduced transaction costs in a free trade area would enable the gains from trade to be fully exploited.

•  Operating in a common market provides a larger market for firms to sell to, enabling them to enjoy greater economies of scale and as a result increase the efficiency with which they produce.

•  Firms will be forced to eliminate X-inefficiencies in order to survive the more intense competition they will face from firms across the common market.



The Single Currency Area




•  Low and similar inflation rates — inflation rate could be no more than 1.5% above the average of the three countries in the EMS with the lowest inflation rate. While one of the benefits of a single currency was perceived to be more stable prices, it was thought a country could not reasonably join a monetary union with countries with 1% inflation when their inflation rate was 20%.

•  Similar long-term interest rates — the interest rate could be no more than 2% above the average of the three EMS countries with the lowest rate. Given that financial capital follows high interest rates, relatively similar interest rates were needed to avoid instability in capital flows.

•  Budget deficit to be no greater than 3% of GDP — this ensured aspiring members had a similar short-term fiscal stance. Vastly different fiscal positions had the potential to undermine monetary union, as member states could be required to make big fiscal transfers to other member states once they shared a currency, as the performance of their economies would be so heavily interlinked.

•  National debt to be no greater than 60% of GDP — if countries did this it would demonstrate a long-term commitment to sustainable fiscal policy. This was crucial, as admitting a country to the eurozone with an unsustainable level of national debt could cause problems in the future, with foreign investors likely to withdraw not just from the struggling country but from all eurozone nations because of their shared currency.
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	Benefits 
	Costs 



	The reduced transaction costs arising from no longer having to convert one currency to another made trade easier and cheaper, enabling countries to better exploit comparative advantage. 
	With interest rates set by the ECB, individual member states lost control of monetary policy, making it more difficult to respond to external shocks and therefore potentially accentuating the economic cycle. 



	Confidence and certainty improved as a result of no longer having to forecast future movements in exchange rates between member countries. This encouraged more foreign investment and gave member states access to cheaper borrowing. 
	When a country finds itself at a different stage of the economic cycle to another member nation it could find the centralised policies imposed particularly damaging. For example, an interest rate increase designed to curb eurozone-wide inflation could harm a member state which would prefer expansionary monetary policy because it is suffering from a recession. 
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Evaluating globalisation and the WTO
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•  Explain the causes of globalisation.

•  Evaluate the impact of multinational firms and globalisation on the performance of developed, developing and emerging economies.

•  Explain what determines the terms of trade, including the Heckscher–Ohlin theory.

•  Evaluate comparative advantage as an explanation of global trade patterns.

•  Evaluate, using diagrams, the effectiveness of different methods of protectionism, including tariffs and quotas.

•  Explain, with examples, the stages of economic integration — free trade areas, customs unions, monetary union and economic union.

•  Evaluate the internal and external consequences of economic integration, including a diagrammatic analysis of trade creation and trade diversion.

•  Understand how the European Union has evolved and evaluate the advantages of membership of the European Union and the single currency.

•  Evaluate the role of the WTO in promoting free trade.



[image: ]



The financial sector

The role of the financial sector in the real economy

Money in the modern economy

Functions of money



•  Medium of exchange — without money all transactions would have to take place by a barter system, where goods and services are exchanged for each other. This would make transactions very difficult because the goods involved in the transaction would need to be of equal value and each of the goods would have to be desired by the other party in the transaction. Money therefore facilitates the exchange of goods and services as it is accepted in all transactions by all parties.

•  Store of value — if money did not hold its value individuals would not be willing to exchange goods and services for it. While other assets (such as property and paintings) also act as a store of value, money is an attractive store of value because it is easily transportable and is accepted in all transactions.

•  Unit of account — money provides a common measure of the value of goods and services being exchanged, enabling producers and consumers to make decisions when selling and purchasing.

•  Standard of deferred payment — goods and services can be paid for over time through loans, where economic agents commit to making a future monetary payment.
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Characteristics of money



•  Portability — must be easy to carry.

•  Divisibility — must be dividable into small parts in order to complete transactions.

•  Acceptability — must be accepted by economic agents in order to act as a medium of exchange.

•  Scarcity — cannot be in unlimited supply or easily counterfeited.

•  Durability — needs to be able to withstand wear and tear.

•  Stability in value — value of money must remain relatively stable over time to act as a store of value.




Narrow and broad money




•  Narrow money (M0) — this includes all notes and coins in circulation. Narrow money is highly liquid as it can be used to pay for transactions directly. However, the rise in the volume of electronic payments in recent years has rendered narrow money an outdated method of measuring the money supply and therefore the Bank of England stopped recording it in 2005.

•  Broad money (M4) — this is a measure of the money stock which includes M0 together with wholesale and retail deposits held with monetary financial institutions such as banks. This measure reflects the fact that there are lots of assets that are ‘near-money’, in that they can be easily converted into cash for transactions. Money held in current accounts is an example of this — it is a highly liquid asset as most sellers now will accept payment by debit card to purchase a good or service. Money held in a savings account is also relatively liquid as it can be withdrawn to purchase goods or services, although there may be some time delay or a penalty attached to doing this, particularly if held in a savings account that pays a high interest rate on the basis of the deposit not being withdrawn for a fixed period of time.



The credit creation multiplier
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Determining the interest rate

The demand for money



•  Transactions demand for money — money is needed to purchase goods and services. The higher an individual’s income, the more transactions they will wish to undertake and the higher the demand for money will be.

•  Precautionary demand for money — individuals and firms want to hold some liquid assets to fund any emergency payment or spending opportunity that may arise in the future.

•  Speculative demand for money — if share or bond prices are thought to be unreasonably high (meaning interest rates are low), individuals may choose to speculate by selling shares or bonds in order to hold money, speculating that in the future they will be able to repurchase these shares or bonds at lower prices.

•  Opportunity cost of holding money — when individuals or firms choose to hold money they are sacrificing the interest they could have earned if the money had been invested. The higher the interest rate, the greater the opportunity cost of holding money is and the lower the demand for money will be. This explains how some of the other determinants of demand may change — for example, when the interest rate falls, the precautionary demand for money may increase as individuals will be more willing to hold cash in reserve when the cost of doing so has fallen.



Liquidity preference theory
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Loanable funds theory
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The quantity theory of money






•  V = velocity of money

•  P = price level

•  Y = real output

•  M = money stock
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Nominal and real interest rates





•  i = nominal interest rate

•  r = real interest rate

•  π = inflation rate
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Financial institutions



•  Retail banks — provide branch and internet banking services to households and small firms.

•  Wholesale banks — operate on a larger scale than retail banks, taking deposits and making loans to large companies and other banks.

•  Universal banks — financial deregulation resulted in many retail banks seeking to expand their operations to increase profits, meaning many banks today can best be described as universal banks, carrying out traditional retail bank functions alongside more complex and larger-scale investment banking operations.






Forms of borrowing



•  Mortgages — long-term loans taken out for house purchases. Because the loan is secured against the value of the property, this is the type of borrowing on which the lowest interest rate tends to be charged, because it represents little risk to the lender.

•  Personal loans — unsecured personal loans, typically ranging in value from £1,000 to £25,000, have a higher interest rate attached to them because there is no collateral in place to cover default. Personal loans tend to be given for a specific time period with fixed monthly repayments.

•  Overdrafts — an arrangement which allows a bank’s customer to spend more than is covered by current deposits at a pre-announced rate of interest up to an agreed limit.

•  Credit cards — these can be used for payment of everyday transactions, with borrowers able to keep the finance indefinitely providing they meet minimum monthly repayments, usually covering the interest charged on the borrowing.
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The financial sector in developing and emerging economies

Harrod–Domar model
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Evaluating Harrod–Domar



•  Transforming savings into investment — in order to be able to do this, borrowers need to be able to get access to funds. The undeveloped nature of financial markets in LDCs means that saving often takes place outside of financial institutions, meaning it cannot be transformed into productive investment. This lack of a developed banking system is worsened in some nations by the government keeping interest rates low in an attempt to encourage firms to borrow, which disincentivises those that do have access to financial markets from participating in saving. Moreover, even if funds for borrowing are available, entrepreneurs are required to take risks with these funds in order to undertake investment. LDCs lacking entrepreneurship may require this to come in the form of immigrants or MNCs to enable economic development to occur.

•  Foreign exchange gap — once firms have the funds for investment, they will need access to capital. Because LDCs have a limited capacity to produce capital goods, they will rely on importing them from developed nations. However, given that many LDCs find it difficult to earn sufficient foreign exchange to purchase these crucial imports required to enable manufacturing activity to expand, this creates a foreign exchange gap, which hinders development. The East Asian economies that were able to enjoy rapid development focused heavily on promoting international trade to increase exports and generate the foreign exchange needed to import capital goods.

•  Human capital — there is a need for skilled labour to operate the capital goods. Relatively disappointing growth rates even for those countries that have access to capital highlight the problems caused by a weak education infrastructure. Indeed, a feature of the Asian tiger economies, which enjoyed rapid economic growth, such as Singapore and South Korea, was a high-quality education system.
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Microfinance




International financial flows
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Evaluating the role of the financial sector in economic development




The role of the central bank

Functions of a central bank
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•  Issues notes and coins — controls the issue of banknotes to ensure demands for money are met without causing inflation.

•  Banker to the government — the Bank handles all items of tax revenue and government expenditure on behalf of the government.

•  Managing the exchange rate — while the Bank manages the UK’s foreign currency reserves on behalf of the Treasury, it is important to note such reserves are rarely used to manage the exchange rate; the pound sterling is left to find its own level in the foreign exchange market.



Central bank independence




[image: ]



[image: ]



Policy measures
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Financial regulation





•  Prudential Regulation Authority (PRA) — responsible for microprudential regulation, working at the level of the individual firm to promote the safeness and soundness of deposit takers, insurers and major investment firms.

•  Financial Conduct Authority (FCA) — responsible for ensuring markets function correctly, overseeing the conduct of firms not supervised by the PRA, such as asset managers, hedge funds and independent financial advisers.

•  Financial Policy Committee (FPC) — responsible for macroprudential regulation, working to remove or reduce systemic risks in order to improve the resilience of the UK’s financial system. It also has a secondary responsibility to support the government’s economic policy, so must balance stabilising the financial system with facilitating economic growth and low unemployment. It has a range of powers at its disposal to achieve this, such as using a countercyclical capital buffer, which requires banks, building societies and large investment firms to hold additional loss-absorbing capital in times of need.



International financial regulation



•  Bank for International Settlements (BIS) — established in 1930, initially to settle debate surrounding the controversial reparation payments imposed on Germany at the end of the First World War, its focus has changed over time and it now acts as a banker to the central banks, playing a key role in brokering financial agreements and promoting monetary cooperation between countries. The potential for financial contagion illustrated by the global financial crisis has resulted in more coordinated action, with the latest Basel III agreement specifying internationally agreed capital adequacy requirements for banks. These rules are administered by individual central banks.

•  International Monetary Fund (IMF) — established in 1945 at the Bretton Woods conference at the end of the Second World War, it initially had a specific brief to provide short-term assistance to countries experiencing balance of payments problems. Countries are able to seek loans from the IMF to finance a deficit on the balance of payments, in doing so agreeing to conditions imposed by the IMF designed to deal with the deficit, such as restrictive fiscal and monetary policies. Such loans were particularly important to countries during the period of fixed exchange rates, as they provided an alternative to having to devalue the currency. In recent years the government has provided loans to countries to prevent sovereign default, such as the finance provided to Greece in 2010. Loans have also been provided to governments that need funds to bail out private banks.

•  World Bank — also established in 1945 at the Bretton Woods conference, it exists to provide longer-term funding for projects that will promote economic development. Such finance is provided at commercial interest rates on projects commercial banks would perceive as being too risky. These loans are particularly important to LDCs, which struggle to attract external finance, although they are sometimes criticised for building up unmanageable debt burdens within these nations.
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•  Explain the functions and characteristics of money.

•  Use the liquidity preference theory and loanable funds theory to explain how the interest rate is determined.

•  Explain the relationship between the money supply and the price level using the Fisher equation and evaluate the relevance of the quantity theory of money.

•  Understand the role of different organisations operating in the financial sector and explain why interest rates differ depending upon the form of borrowing.

•  Evaluate the role of the financial sector in the real economy.

•  Explain the role of the financial sector in developing and emerging economies in promoting economic development.

•  Evaluate the role of saving in promoting economic development using the Harrod–Domar model and explain how savings rates can be increased through microfinance, international capital flows and aid.

•  Evaluate the impact of remittances on developing economies.

•  Explain the role of a central bank and evaluate the impact of central bank independence.

•  Explain and evaluate the effectiveness of the different policy measures available to a central bank to help it achieve its objectives.

•  Evaluate the advantages and disadvantages of a central bank acting as the lender of last resort.

•  Explain why financial institutions are regulated and how changes in the regulation of financial institutions may contribute towards financial crises.

•  Evaluate the role of the IMF and the World Bank in regulating the global financial system.
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