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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

The Pearson Edexcel A-level Economics A specification is structured into four themes and consists of three exam papers. The aim of this guide is to help you prepare for Paper 2 (code 9EC0/02). Paper 2 ‘The national and global economy’ tests models and concepts from Themes 2 and 4. Consequently, it is important to study both themes (‘The UK economy: performance and policies’ and ‘A global perspective’) in preparation for taking exam Paper 2. This guide primarily covers Theme 2 material.

The concepts and models covered in this guide also directly feed into the synoptic Paper 3 ‘Microeconomics and macroeconomics’ (code 9EC0/03).

This guide should be used as a supplement to a taught course along with textbooks and other materials recommended by your teacher. There are two sections:


•  The Content Guidance section summarises the specification content of Theme 2. Theme 2 is based on the aggregate demand and aggregate supply model, which underpins the whole specification. Theme 2’s content comprises six main topics. These are covered in five subsections in this guide as the two specification topics ‘Aggregate demand’ and ‘Aggregate supply’ are covered together. A summary of key points is provided at the end of each subsection in this guide.

•  The Questions & Answers section provides guidance on how to answer A-level exam Paper 2 (although it primarily covers the Theme 2 material only). It includes multiple-choice and short-answer questions, data-response questions and extended open-response questions. It also includes student answers and commentary on how to improve performance.



Exam format

Paper 2 ‘The national and global economy’ has three sections:


•  Section A comprises five compulsory questions worth a total of 25 marks. Each of these five questions comprises a multiple-choice question (worth 1 mark) and either one short-answer question (worth 4 marks) or two short-answer questions (worth 2 marks each).

•  Section B comprises one compulsory data-response question broken down into five parts and worth a total of 50 marks. The mark allocations for these parts are as follows: 5, 8, 12, 10 and 15.

•  Section C comprises one extended open-response (essay) question which offers students a choice from two. This is worth 25 marks.



The time allowed for the examination is 2 hours.

Note that Paper 2 requires students to answer questions from Theme 2 ‘The UK economy: performance and policies’ and Theme 4 ‘A global perspective’. Students are required to learn the models and concepts from both themes in preparation for the exam. You are therefore advised to obtain the accompanying student guide in this series, ‘A global perspective’, which provides further guidance on the content and exam questions for Theme 4.


Content Guidance

Measures of economic performance

Economic growth

GDP as a measure of economic growth

Gross domestic product (GDP) is the total market value of the goods and services produced in a country in a year. It is given as the value of production, in the local currency. On its own it is almost meaningless: we need to know how many people there are, what the currency is worth in terms of its spending power in the local economy and what the changes have been since the previous measure.

There are two meanings of the term economic growth: actual economic growth and potential economic growth.

Actual economic growth is an increase in real incomes or real gross domestic product (GDP).

Potential economic growth is an increase in the productive capacity in a country. This could be caused by an increase in the labour supply, an increase in investment or an increase in productivity. It can be used to show how an economy is performing relative to its output capacity. Differences between the two are known as the output gap. Although it is a useful measure, potential economic growth is hard to record accurately. (See output gaps on pp. 38–39.)
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Knowledge check 1

Why is economic growth not the same as GDP?
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Exam tip

The rate of increase in GDP in real terms is known as ‘actual economic growth’. It means there is more spending, higher incomes and higher output in the economy.

[image: ]



GDP is the sum of all goods and services produced in a country in a year. It is also the sum of all incomes earned in a country in a year and the sum of all expenditure in a year. GDP does not include earnings by its residents while outside the country. Consider it as a circular flow of income where for everything that is earned, something must be produced and something must be spent. The government measures all three flows — output, income and expenditure — which should, in theory, amount to the same figure (approximately £2.12 trillion in the UK in 2018). However, in practice, errors and omissions mean that there are some discrepancies between these three measures of GDP.

Increases in GDP are therefore a sign that a country is experiencing increasing incomes, output and spending. On the face of it, this is a good thing because people can have more goods and services, implying that they have a higher standard of living. However, there are many reasons why this might not be the case. If someone earns more, it may be that they work longer hours and have more work pressures, or that they have a higher cost of living such as increased mortgage payments. Pollution is likely to increase as they travel greater distances and there are a whole range of external costs that may be incurred.

Distinction between ‘real’ and ‘nominal’ measures

If economic growth is measured using GDP, the value is meaningless unless the figures are given in real values rather than nominal values. Real values have been adjusted to remove the effects of inflation, whereas nominal values are the current incomes that are unadjusted for changes in average prices.

Distinction between ‘total’ and ‘per capita’ measures

Furthermore, for GDP to have any significance in terms of standards of living, figures must be calculated on a per head (per capita) basis. If a country’s income increases by 10% but the population increases by 20%, people would, on average, be worse off per head.

Distinction between ‘value’ and ‘volume’ measures

Another important distinction required when measuring economic growth is to look at values rather than volumes. Firms might achieve higher sales figures because they sell more in volume or number of products, but if those sales are worth less per unit then they are not seeing an increase in the value of their output. As an example, consider Germany and China. Germany is the biggest exporter in the world by value, whereas China exports much more in terms of volume of goods.
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Exam tip

Real values have the effects of inflation removed. If inflation is 2% and your wages rise by 2%, your real wages have not risen at all.
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Exam tip

Standards of living include factors besides economic growth, although economic growth has a part to play in increasing living standards if the increased incomes are spread out across the economy.
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Exam tip

GDP is best measured in real terms, per capita.
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Knowledge check 2

What is the difference between constant (real) GDP and current (nominal) GDP?
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Knowledge check 3

What is the difference between GDP and GNI?
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The distinction between GDP and GNI

Gross domestic product (GDP) is the total market value of all goods and services produced in the country in a given year. GDP does not include earnings by its residents while outside of the country.

Gross national income (GNI) is an augmented version of GDP. GNI is GDP plus net income paid into the country by other countries, for example interest and dividends. The ‘net income’ is calculated by subtracting profits and income that goes abroad from foreign-owned companies from profits and income earned overseas from locally owned firms.

Comparison of rates of growth between countries and over time

An increase in GDP of 10% in one country does not mean that the country is doing better than a country with an increase of 5%. Similarly, changes over time have a different meaning: for example, increases in GDP in Japan in the 1960s were 10% a year compared to only 4% a year in the 1980s, but the 1980s figure was based on a much larger economy. An evaluation of growth figures depends on:


•  how well-off the country is in the first place, i.e. its level of GDP

•  how much of the output is self-consumed, so does not appear as GDP

•  methods of calculation and reliability of data

•  relative exchange rates — do they represent the purchasing power of the local currency?

•  composition of government spending — is money spent on warfare or on areas that directly affect the quality of life such as education and health?



Purchasing power parities (PPPs)

Purchasing power parities (PPPs) are when values are expressed in accordance with the amount that the currency will buy in the local economy. ‘GDP at PPP’ means that the exchange rate used is the one where the same basket of goods in the country, say the UK, could be bought in the USA at this rate of currency exchange. This makes international comparisons much more helpful because where the cost of living is high it would be expected that the PPP value of the GDP would be lower.

Limitations of using GDP to compare living standards between countries and over time

In 2018 real economic growth was 8.5% in Ethiopia, 7.1% in India and 1.4% in the UK. These figures may mask several differences not accounted for in GDP statistics:


•  Subsistence, barter and the hidden economy. If farmers consume their own output, if goods are traded without the price system (e.g. by barter) or if goods are paid for without being declared for tax purposes, national income will not reflect the true standard of living. Estimates of the size of the hidden economy are UK 7%, Ethiopia 36%, Italy 30%, Russia 50% and India 46%.

•  The informal economy. Some output is not recorded because it is not bought or sold, but it is still output. For example, if a volunteer runs a charity shop this is output of a service, but there is no corresponding income. If someone grows their own potatoes this is output just as if they had bought them, but the home-grown ones are not recorded.

•  Currency values. When trying to compare countries, there is a difficulty in knowing whether to use the official value of a currency (the exchange rate) or the purchasing power of that currency.

•  Income distribution. When comparing countries’ income per head, some sense of the income distribution should also be taken into account. In some cases, a large proportion of income is earned by a very few, which makes the mean income much higher than the income enjoyed by the ordinary person. In this way, the general standard of living in a country can appear higher than it really is for most people.

•  Size of the public sector. If much of the spending in the economy is by government, it might or might not improve welfare for the population. The public sector is the part of the economy controlled by the government. It is around 40% of the UK GDP, but in developing countries it is usually significantly less than 20%.

•  Consumer and capital spending. Spending on investment goods might mean standard of living increases in the future, but at the expense of living standards today. It is better to take account of future growth patterns rather than simply considering today’s income, and stark economic growth figures should be broken down to look at the investment element.

•  Quality issues. Spending on schools might be high, for example, but how can we measure quality? Are improving results enough to prove that living standards are rising?

•  Quality of life issues. Rising real incomes may be associated with factors which might reduce living standards, such as differences in the number of hours worked, different levels of air and noise pollution (e.g. resulting from differences in manufacturing processes) or different levels of stress.



These limitations mean that comparisons of living standards are likely to be inaccurate if they are based solely on GDP. However, real income growth per head is a good guide to actual growth if these other factors are taken into account.
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Exam tip

Make sure you know the limitations of measuring GDP and the possible solutions to them.
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National happiness

Another response to the limitations of using GDP is to take into account other measures of living standards apart from material goods and trying to measure the quality of life. One example is to measure national happiness, rather than just focusing on monetary variables. The Gross National Happiness (GNH) Index has been designed in an attempt to define an indicator and concept that measures quality of life in more holistic and psychological terms than only using GDP. However, the index has only officially been used in Bhutan. In the UK, the ONS measures national wellbeing and reports progress against a set of headline indicators covering areas of our lives including our health, natural environment, personal finances and crime: www.ons.gov.uk/peoplepopulationandcommunity/wellbeing.
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Knowledge check 4

Bhutan is ranked top of the GNH Index, but it has one of the lowest GDPs per capita in the world. How is this apparent paradox explained?
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Within the area of happiness economics, some people refer to the Easterlin paradox, which is the idea that happiness rises with average incomes, but only up to a point. Beyond this, the marginal gains in happiness fall, perhaps because people care about relative as well as absolute incomes. One conclusion we may draw from this is that government policy should not be aimed only at economic growth. There are other aims, such as reducing income inequality or external costs, which might have far greater impact on standards of living than having more money.
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Knowledge check 5

Why do developing countries tend to have higher economic growth rates than developed countries?
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Links and common themes


•  The issue of the external costs associated with increased economic growth is discussed in Theme 1.

•  Both an increase in aggregate demand and an increase in aggregate supply may increase the rate of growth in an economy, but not always. (See the section on economic growth, pp. 36–42.)

•  Growth can increase living standards, but policies to increase growth might worsen the environment or widen income gaps. (See the section on macroeconomic policy conflicts, pp. 52–54.)

•  Growth is often thought of as a necessary but not sufficient condition to relieve poverty in developing countries. This is a topic you are likely to discuss in Theme 4.
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Inflation

Inflation, deflation and disinflation

Inflation is a sustained rise in the general price level. The general price level is measured using an index such as the consumer prices index (CPI). The reason for using an index is that percentage changes can be shown easily, making effective comparisons possible.
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Knowledge check 6

Why is an index used to measure inflation?
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Deflation is a fall in the general price level. It is a problem for people with debts, because the real payments (having adjusted for lower prices) will become larger. Deflation is a problem because it stops any firm wanting to invest in a country from abroad as the value of output is likely to fall relative to the initial costs and deflation is likely to cause aggregate demand to fall. Why buy an expensive consumer item when you know prices are going to come down?

Disinflation occurs when prices rise more slowly than they have done in the past. For example, the rate of inflation might fall from 3% to 2%, meaning that prices are rising but less quickly than they were previously. Disinflation can be a sign that inflation is coming under control, but on the worrying side it can mean that investment and confidence are low in the economy.

Calculating the rate of inflation using the CPI

Two surveys need to be undertaken to calculate inflation (if the figure is negative then this is deflation, but the process of calculation is the same). The first survey on expenditure involves the collection of information about what people buy, currently known as the Office of National Statistics (ONS) Living Costs and Food Survey (LCF). This is an annual survey that is used to determine the contents of a virtual ‘basket’ of goods and services that households spend their money on, and the proportion spent on each. This survey is carried out by the ONS and involves collecting information from a sample of around 7,000 households in the UK using self-reported diaries of all purchases, including food eaten out.
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Exam tip

The CPI measures price levels, not the level of inflation — unless you are given ‘CPI inflation’, which means inflation as measured using the CPI.
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Households spend more on some items than others so, for example, a 10% increase in the price of electricity and gas would have a much bigger impact than a similar increase in the price of salt. For this reason, weights are attached to the items in price indices. These weights reflect the relative importance of the various items in the average shopping basket.
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Knowledge check 7

Why are there two surveys for the CPI?
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The second survey is of prices. The price survey is undertaken by

The limitations of the CPI
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•  The CPI measures the cost of living only for an average household. The top and bottom 4% income brackets are not included, and nor are pensioners.

•  There are sampling problems: in 2017, less than 50% of households responded to the survey. In addition, households might not give accurate information about recent spending of various members within the household.

•  The list of 650 items is changed only once a year, but tastes and fashions change more quickly than this. In addition, the list does not reflect the fact that changes in retail outlets such as ‘buy one, get one free’ temporarily change people’s spending habits.

•  For people with atypical spending patterns, such as vegetarians and non-drivers, the CPI is unrepresentative. For example, those who often buy rail tickets may experience a personal inflation well above 2% with recent rises in train fares.

•  When the quality of goods changes, the measure breaks down because it is not comparing like with like. For example, if someone bought a more expensive mobile phone this year than last year, the price change might not be the result of inflation but because the new phone is made to a higher specification.
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CPIH: a new measure of inflation in the UK
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The RPI as an alternative measure
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	Table 1 Current uses of the CPI and the RPI



	CPI
	RPI



	Public sector pension increases
	Pension scheme increases where rules explicitly refer to the RPI



	Bank of England inflation target
	Regulated rail fares



	Some increases in social security benefits
	 






	Useful exercise



	Carry out an online search for ‘Economy tracker BBC’ to find up-to-date figures on inflation, GDP, jobs, interest rates and house prices.
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The causes of inflation
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The effects of inflation
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For consumers


•  The real value of savings falls as prices rise. If the rate of inflation is higher than the rate of interest that people are receiving on their savings, then the real value of their savings will be falling. Also, people of working age are already significantly under-saving in the UK and inflation makes saving even less attractive.

•  The purchasing power of those on fixed incomes falls as prices rise. For example, pensioners relying on annuities for their main living expenditures will find their standards of living decline when there is inflation.

•  Those with high levels of personal debt benefit from inflation, as the real value of the debt falls. The value of a mortgage loan relative to income is likely to fall when the general level of prices rises.
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For firms


•  Loss of international competitiveness. Exports become relatively expensive and imports relatively cheap. The balance of trade is likely to worsen.

•  Increased uncertainty. If firms think that costs are rising and fear increases in interest rates, they might curb investment.

•  Investment from abroad might decrease. Inflation erodes the value of money, so why buy into a currency that is falling in value?

•  Increased prices might be a sign that firms can make more profits. In contrast to the above point about uncertainty, it might mean that investment is encouraged.

•  A little inflation means that real wage differentials can be changed without actually cutting wages in nominal terms. The argument is that people will accept wage rises below the rate of inflation but will never accept wage cuts.



For the government


•  Redistribution of income. Those on fixed incomes will find that their incomes fall in real terms. Those with index-linked incomes will not lose out unless they are linked to a fairly unrepresentative measure such as the CPI.

•  Inflation reduces the real interest rate, so the cost of borrowing falls. In February 2019, the UK government had public sector net debt approaching £1.8 trillion, but the real value of the debt falls when there is inflation.

•  A little inflation provides a cushion against the perils of deflation. When prices are falling, the economy can run into a vicious circle of underinvestment and reduced spending.



For workers


•  Inflation might mean that some workers expect an increase in their wages but firms do not feel confident about paying higher costs. This is particularly true if firms cannot pass on the higher costs in terms of higher prices.

•  According to some economists, there is a trade-off between wage inflation and unemployment (the short-run Phillips curve). This means that if there is high wage inflation, it is easier for people to find work because firms are raising wages only because they cannot choose other workers at lower wages.
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•  Carry out an online search for ‘Personal inflation calculator’ to find the online assessment on the BBC News Business website. Complete the boxes to calculate your own rate of inflation. Next, imagine you are a pensioner living alone on a small income and do the same. Do you think incomes for students and pensioners should be linked to a measure of inflation more reflective of both of these spending patterns?

•  Visit the Bank of England website at www.bankofengland.co.uk to see the current rate of inflation, the current rate of interest and recent inflation reports. Alternatively, if you live near London, visit the Bank of England museum in Threadneedle Street. Entry is free.
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Employment and unemployment




•  the labour force, or currently active population. This comprises all persons who are employed and the unemployed.

•  the economically inactive. Economic inactivity measures people without a job but who are not classed as unemployed because they have not been actively seeking work within the last 4 weeks and/or they are unable to start work within the next 2 weeks. It includes students in full time education, parent(s) looking after a family at home, those who have retired early and those who are too sick to work.
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Measures of unemployment


The International Labour Organization (ILO) and the Labour Force Survey


The claimant count




•  ‘new style’ JSA

•  contribution-based JSA

•  income-based JSA





•  You are at least 18 years old.

•  You are under the state pension age.

•  You are not studying in full-time education.

•  You are available and capable of performing work, and you are actively trying to get a job.
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The distinction between unemployment and underemployment
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Changes in the rates of employment, unemployment and inactivity



•  The school or compulsory training leaving age. In the UK, this rose to 18 in summer 2015. Ceteris paribus, this would reduce the size of the workforce because anyone in education or training is not counted as economically active. However, in the longer term, it is likely to make school leavers more employable.

•  Number of school leavers entering higher or further education. Although over 40% of students now carry on in education after 18 in the UK, this is likely to fall now that many students have to pay substantial sums in university fees.

•  Number of people who continue to work beyond the state retirement age. In the UK, the number of people over 65 who were working quadrupled between 2007 and 2017; this age group comprises over 1.3% of the workforce (around 1.2 million people). It seems likely that this trend will continue, given that the state pension is low relative to other developed economies.

•  Level of net migration. Net migration is the difference between those coming into the country (immigration) and those leaving (emigration). Most immigrants into the UK come to study (37%), but the second most common reason is related to work (34%).

•  Availability of jobs. There are likely to be higher levels of employment if there are more jobs available.

•  Level of taxes and benefits. If taxes on income are high or out-of-work benefits are generous, there is a disincentive for people to work.





The causes of unemployment





•  a lack of business confidence

•  an increase in the value of a currency, making a country’s goods less competitive

•  slow rates of productivity growth relative to other countries

•  external shocks such as oil price rises for countries that are net oil-importers (oil is imported and demand is price inelastic, so if prices rise there will be less spending in oil-importing countries)

•  increased consumption of imports from low wage economies





The significance of migration and skills for employment and unemployment
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•  Each month the Office for National Statistics (ONS) provides estimates of employment, unemployment, economic inactivity and other employment-related statistics for the UK. Visit its website at www.ons.gov.uk to see useful up-to-date graphs and a summary of how the Labour Force Survey is conducted. Information from the March 2019 survey can be found at www.ons.gov.uk/releases/uklabourmarketstatisticsmarch2019.

•  One explanation for the relative changes in the Labour Force Survey and the claimant count is the stage of the economic cycle. List two reasons why this might be so. Your reasons should bear in mind that the measures tend to get closer to each other in a deep recession as more people become eligible to claim JSA/UC, and the hardship in the economy makes people more likely to claim if they can.

•  Look up the JSA at www.gov.uk/jobseekers-allowance/eligibility to find out all the eligibility criteria, current rates and more.
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•  When there are unemployed resources such as labour, the economy is operating inside its production possibility frontier (see Theme 1).

•  Spare capacity is also a sign that there is an output gap, which is equivalent to the relatively elastic part of the aggregate supply curve, discussed on pp. 38–39.

•  Inflation can redistribute incomes (e.g. from savers to borrowers) and some analysts believe that tolerating inflation means that lower levels of unemployment can be enjoyed. However, inflation makes a country less competitive if its inflation rate is higher than in the countries to which it exports. This could mean that a current account deficit develops or that the exchange rate falls, which is even more inflationary. These conflicts and compounding problems are discussed in the section on ‘Conflicts and trade-offs between objectives and policies’, pp. 52–54.
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The effects of unemployment



•  The cost to consumers. People will have lower incomes and living standards will fall. However, there is a wider unseen cost as people out of work may become demoralised and their skill sets can quickly become obsolete.

•  The cost to firms. Firms will find that people spend less, so they may have to lower prices and make less profit. However, it may mean that people are more willing to stay in their jobs owing to fear of unemployment, so they may be willing to work harder.

•  The cost to workers. Workers without work might find their skills become obsolete or at least out of date. For example, an office worker who has had some years out might be surprised to go back to work and find a whole new set of technology being used.

•  The cost to government. As unemployment rises, the government has to pay more in social benefits and will receive less in tax revenues not only from income tax and national insurance contributions but also from expenditure taxes such as VAT.

•  The cost to society as a whole. Unemployed resources represent an opportunity cost. The economy could produce more without anything being given up. We could all have better standards of living. Unemployment may be associated with an increase in crime, civil unrest and other social problems. However, you should be careful not to make speedy judgements: a lot of crime such as fraud is committed by people in work and social problems such as binge drinking cannot be easily sustained on the income from social benefits.



Balance of payments

Components of the balance of payments
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Current account


The balance of trade



Investment income and current transfers



Current account deficits and surpluses
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Financial and capital accounts



Current account imbalances and other macroeconomic objectives
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•  On the ONS website (www.ons.gov.uk), carry out a search for ‘UK balance of payments first release’ with the current year to see a summary of the current account in recent years.

•  An alternative source, also on the ONS website, is the Pink Book: http://tinyurl.com/yy43hk4w.
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•  Many students find the current account the most mystifying of all the measures of economic performance. This is partly because Theme 2 is a holistic study and you need to know the rest of the theme before this part fully makes sense. Furthermore, it is just a partial look at international trade, which will be covered in more depth in Theme 4.
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The interconnectedness of economies through international trade
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•  Economic growth is usually measured by referring to changes in real GDP.

•  Real GDP may be used to compare rates of growth between countries and over time.

•  The standard of living refers not only to income but also to the quality of life. Consequently GDP has limitations in making comparisons of living standards between countries and over time.

•  Measures of national happiness are used by some countries to provide an additional measure of living standards.

•  The UK has an inflation target of 2% while the European Central Bank (ECB) has a target of ‘less than 2%’.

•  The CPI is used to make international comparisons of the rate of inflation.

•  Inflation may be caused by an increase in aggregate demand (demand-pull inflation), rising costs of production (cost-push inflation) or excessive growth of the money supply.

•  Inflation has implications for consumers, firms, workers and the government.

•  In 2018 there were over 32 million people employed in the UK, meaning that about one in every two people in the population works. The employment rate — the percentage of workers relative to the number of working age — was over 75% in the UK.

•  High levels of employment have benefits for the workers (higher incomes and the human capital factor — when you work, you gain or retain skills in industry), governments (lower expenditure on social benefits, higher levels of tax receipts) and firms (higher sales and profits). There are said to be improved social effects when people are busy.

•  International comparisons of unemployment rates are made using the ILO unemployment rate. Unemployment in the UK reached 8% after the 2008–10 recession, although in many countries it was much higher.

•  There are various types/causes of unemployment: structural, frictional, seasonal, cyclical and real wage inflexibility.

•  The current account of the balance of payments is mainly concerned with the trade in goods and services between countries but also includes investment income and current transfers. The other elements of the balance of payments are considered more fully in Theme 4.

•  A balance of trade deficit means that the value of goods and services imported is greater than the value of goods and services exported.

•  An increase in international trade results in an increase in the interdependence between countries. Consequently, a severe downturn in a major trading economy may have implications for other countries.
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Aggregate demand and supply




Aggregate demand (AD)

The characteristics of AD
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•  Lower prices in an economy mean increased international competitiveness, so there are more exports and fewer imports. In other words, net exports are higher at lower prices.

•  Total expenditure by the economy remains much the same along the AD curve. For example, when there is a fall in the price level, people still spend approximately the same amount but they buy a larger amount of goods and services. This is called the real balance effect.

•  At higher price levels, interest rates are likely to be raised by the monetary authorities. This means that investment — a component of aggregate demand — falls and savings might increase.
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Consumption (C)
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1  Identify a period over which there is (a) a strong correlation between real post-tax income and consumption and (b) a weak correlation between real post-tax income and consumption. (Remember that real data never fully prove a theory, but they can provide evidence to support a pattern.)

2  How might the relationship between consumption and the savings ratio be explained?
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Investment (I)

Gross and net investment




Influences on investment



•  Interest rates. An inverse relationship between interest rates and the level of investment would be expected. This is because increases in the capital stock have to be financed and there is an opportunity cost to that finance. Firms often borrow from banks to finance investment, so if interest rates rise, the cost of borrowing rises and firms are less likely to borrow and therefore less likely to invest. The prospects for future interest rates may be more significant than the current rate of interest and many firms watch closely the decisions on interest rates made by the Monetary Policy Committee (see p. 48). However, some argue that the interest elasticity of demand for investment is very low because other factors are much more significant. These are considered below.

•  Profits of businesses. Many businesses finance their investment from retained profits, i.e. profits made in the past which have not been distributed to shareholders. If businesses have little retained profit then investment may be limited.

•  Taxation. Linked with the previous point is the corporation tax rate (tax of company profits). If this is high, then this might limit the funds which companies have available for investment. In 2018, corporation tax rates ranged from 8.5% in Switzerland to 30% in OECD countries. The UK’s rate was 19% for the tax year 2019–2020.

•  Government policy. If the government is following a reflationary economic policy, for example by increasing government expenditure and cutting taxes, then consumer spending will be rising and this could stimulate investment.

•  Exchange rate. A low exchange rate would make a country’s exports more competitive and so lead to an increase in demand for them. This could encourage firms to increase investment because the prospect of making profits will have increased.

•  Access to credit. How keen banks are to lend and what conditions they apply to loans may have a significant impact on the ability of firms to invest.

•  New technology. If there are new technological developments which could increase productivity and reduce unit costs, then firms in that market will have a great incentive to invest.

•  Business confidence. Investors are driven by factors that are likely to determine future sales. Anything that improves confidence in future sales patterns is likely to lead to a rise in investment. The indicators of this are changes in the rate of economic growth, business expectations, what their main competitors are doing, and government incentives and regulations.
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Government expenditure (G)
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Net trade (X − M)

Main influences on the (net) trade balance



•  Changes in real incomes. This is an important factor influencing net exports. For example, if real incomes are rising more rapidly in the UK than in other countries then there is likely to be an increase in consumer expenditure, some of which will be spent on imports. This would result in a deterioration in net exports.

•  Changes in the exchange rate. If this increases in value against other currencies, imports become cheaper and exports more expensive on world markets. Over time, people respond to these relative price movements and the demand for exports falls and the demand for imports rises. A stronger currency worsens net exports, whereas a weaker currency improves the figure. However, in the short run the price elasticity of demand for exports and imports tends to be low. This may be because contracts have been signed for specific deals in international trade or because the traded components are a small percentage of firms’ overall costs. For example, an Italian importer of BMW Minis will agree a price in advance of delivery from the UK. If the pound gets stronger against the euro, the price of the cars remains as per contract. Price elasticity of demand may also be low because of a lack of available substitutes, as in the case of oil. Owing to the low price elasticity of demand for exports and imports, the initial impact of a change in the exchange rate may be the opposite of the one described above.

•  Changes in the global economy. For example, if there is a recession in the USA but the UK does not suffer a slowdown, the USA will buy fewer exports from the UK and will attempt to export more. Similarly, if the rate of inflation is higher in the UK than in its major competitors, net exports from the UK will worsen as UK goods become increasingly uncompetitive. A collapse in a stock market in another part of the world may also have direct effects on UK exports via wealth effects (see p. 33).

•  The degree of protectionism is a fourth factor that determines net exports. For example, if the USA imposes tariffs on UK steel then there will be a fall in exports and the net exports will fall.

•  Finally, non-price factors, such as quality and after-sales service, are major determinants of net exports. Germany, for example, cannot compete effectively on price, but the value of its exports exceeds that of many other countries because of the high quality and design of its manufactured goods.
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Aggregate supply (AS)

The characteristics of AS
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The distinction between movement along and a shift of the AS curve



Short-run aggregate supply (SRAS)
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Factors influencing SRAS



•  Changes in costs of raw materials and energy. In a developed country like the UK, most raw materials are imported and, if global supply increases or global demand falls, costs of production to UK firms will fall. In contrast, if there is a global increase in the price of oil then this causes the costs of production to increase in the UK because oil is a major production cost in almost all UK firms.

•  Changes in exchange rates. If the euro falls in value relative to the pound, many costs will fall in the UK, meaning that SRAS in the UK will increase (shift to the right).

•  Changes in tax rates. If there is an increase in indirect taxes, there will be an increase in costs for almost all firms in the UK. A rise in employers’ national insurance contributions, for example, is likely to cause all prices to increase as firms try to pass on these extra costs to the consumer. An increase in taxes will, therefore, cause a decrease in SRAS, i.e. push it upwards/leftwards. By contrast, a cut in the tax on petrol prices causes an increase in SRAS.




Long-run aggregate supply (LRAS)

Different shapes of the LRAS curve
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Factors influencing LRAS


Labour market



•  Changes in relative productivity. Productivity is output per unit of input and, if it increases relative to a country’s main trading partners, the productivity gap is said to be closing. For example, the gap is currently closing between the UK and France, so although the UK has lower productivity than France, its productivity is increasing over time. This means that the costs of production are becoming relatively less expensive in the UK compared to France. However, the gap is widening between the UK and the rest of its major trading partners.

•  Changes in education and skills. Increased spending on education and training should mean that a country’s workforce can produce more output per worker. Education increases the value of the potential output. However, not all education achieves this end. It is not clear that a BA in Madonna Studies or a BSc in Surf Science has a major impact on costs of production in the UK.

•  Demographic changes and migration. A decreasing birth rate and increasing life expectancy in the UK will have a long-lasting impact on the labour force, and changes in the supply of labour shift the LRAS curve as the costs and quality of labour change. The UK population has been rising — it was approximately 67 million in 2018, an increase of over 9 million since 2000. Just over half of this increase in population is explained through net migration, i.e. more people have come to live in the UK than have left it. The effect of migration on employment and unemployment has been discussed on p. 18, and the extent to which migrants impact on the labour force determines whether firms’ costs will change as a whole.

•  Health spending increases. An increase in resources in the health sector should mean that workers have fewer days off sick and are active for longer — often beyond traditional retirement ages. However, spending on health might be absorbed into wage increases for staff in the health service, which would have little overall effect on the level of healthcare. Similarly, the majority of healthcare spending goes on the elderly or very young, neither of which are economically active.
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Product market



•  Technological advances. Innovation and investment in new ideas tend to reduce costs for all firms. For example, widespread access to the internet increases competition among firms and means that firms can be more streamlined. Buying a book, for example, is now much cheaper online because there are fewer expensive retail outlets to maintain.

•  Changes in government regulation. There are many regulations in the UK economy that have been imposed to try to maintain a disciplined economy, such as in the postal and telecommunications services. However, such industries have been increasingly deregulated over the past two decades to increase competition, which in turn imposes its own form of discipline. The net effect is that parcel postage and phone services — costs faced by all firms — have reduced in real terms, shifting AS to the right (or down).

•  Competition policy and reduction in barriers to international trade. As a country opens up to more trade, competition drives down prices and inefficient domestic firms give way to overseas firms with a comparative advantage. Therefore, as globalisation develops, AS increases.



The relationship between SRAS and LRAS




•  Short run ‘supply-side shocks’ cause a shift in the SRAS curve. Examples include changes in the price of oil or exchange rates.

•  Changes in the quantity or quality of factors of production feed through into a shift in the LRAS curve.
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•  The relationship between exchange rates and net exports can most clearly be understood using the Marshall–Lerner condition and the J curve. This will be explained in Theme 4.

•  Fiscal policy is discussed further on pp. 47–49 of this guide, and developed more fully in Theme 4.
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•  AD is the total amount that is planned to be spent in an economy at any price level.

•  AS is the output that all firms are willing to supply at any price level.

•  Equilibrium real output and price level occur where AD meets AS.

•  The components of AD are C + I + G + (X − M) and a change in any one of these will shift the AD curve, with multiplier effects.

•  If AD increases, the price level is likely to rise and output may rise, depending on the price elasticity of the AS curve.

•  Increases in AS tend to lower prices or curb rises in prices. Real output is likely to increase, although this depends on the elasticities where the AD and AS curves cross.
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25  A cut in education spending.

26  A rise in interest rates.

27  An increase in the UK’s productivity relative to its main competitors.
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National income

The circular flow of income
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The distinction between income and wealth




Injections and withdrawals
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Equilibrium level of real national output
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•  If the price level was higher than the new equilibrium (or point at which the new AD and AS cross), there would be a tendency for the price level to fall because aggregate supply would be greater than aggregate demand and there would be a surplus of goods and services.

•  If the price level was lower than the new equilibrium, there would be shortages of goods and services and the price level would start to rise in order to make sure that everyone could get what they were prepared to pay for.

•  If, for example, a worldwide recession and a fall in AD occurred, then the price level would be likely to fall.
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The multiplier
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•  Do some calculations with the multiplier ratio. Since quantitative skills are part of the specification, this is one way in which they might be tested. The calculations are easy once you have done a few.

•  A good site for mortgage information is the Money Advice Service website: www.moneyadviceservice.org.uk/en/articles/mortgages-a-beginners-guide.

•  You might also visit the website of the Council of Mortgage Lenders at www.cml.org.uk or Mortgage Guide UK at www.mortgageguideuk.co.uk for accessible explanations and arguments about anything to do with mortgages.
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•  Income (e.g. export income) is a flow concept, whereas wealth (e.g. capital assets) is a stock concept. Income is measured in real GDP. Wealth in the UK was over £10 trillion in 2018: five times the GDP of the economy. See the gov.uk website at www.ons.gov.uk for the latest figures.

•  In 2018, just over half of the UK’s wealth was held in the form of land. The rest is in pension funds, life insurance funds, capital assets and shares.

•  Changes in injections have multiplier effects on the level of total spending in the economy. An increase in injections has a proportionately larger effect on GDP.

•  Changes in leakages affect the size of the multiplier. The larger the leakages, the smaller the value of the multiplier.
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Economic growth

Causes of growth

The distinction between actual and potential growth


Causes of actual economic growth




•  Increased consumption. This might occur because of a cut in interest rates, an increase in real wages, a rise in consumer confidence or an increase in the availability of credit.

•  Increased investment. Investment not only increases the level of growth but is itself dependent on the level of growth (i.e. it has an accelerating effect on growth rates).

•  Increased government spending. For example, an increase in government expenditure on major infrastructure projects would have a multiplier effect on GDP.

•  Export-led growth. This occurs when the country’s rate of economic growth is increased as a result of an expansion of its exports. This may be part of the government’s overall economic policy.






Causes of potential economic growth



•  discovery of new natural resources

•  increased investment by either the public sector or the private sector

•  increase in the size of the labour force (e.g. as a result of immigration or a higher birth rate)

•  increased productivity (e.g. as a result of new technology or a more highly skilled workforce)
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The importance of international trade for (export-led) economic growth



Constraints on economic growth




•  Labour market problems. A shortage of skilled labour is a major constraint on growth. As countries get richer, birth rates tend to fall dramatically; in the long run this means that the labour supply will fall. One of the most effective policies to increase labour supply in high-income countries is to allow a higher level of immigration, although in low-income countries the exit of skilled workers (known as the ‘brain drain’) might increase their shortage of skilled labour.

•  Cost of and access to credit. If interest rates are high then this will raise the cost of borrowing money for investment and consumption. Similarly, if banks are unwilling to lend money, then investment and consumption are likely be subdued. Consequently, both these factors could act as constraints on growth.

•  Deficiencies in infrastructure. If a country has poor networks for energy, water, transport and digital communications, then this is likely to limit its economic growth rate. For example, if electricity supplies are frequently interrupted then manufacturing output will be lower than potential output.

•  External factors. Global recession or fears of terrorism also slow down trade, as does volatility in exchange rate markets. A change in the policy of major economies may also be significant. For example, following Donald Trump’s election as president of the USA in 2016, there has been an increase in tariff and non-tariff barriers to trade. Figures suggest that for every 3% growth in world trade there is a 1% increase in world GDP, and therefore anything that restricts international trade is likely to act as a constraint on growth.



Output gaps

Distinction between actual growth rates and long-term trends


Positive and negative output gaps and difficulties of measurement
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Use of AD/AS diagram to illustrate an output gap
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Trade (business) cycle
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Characteristics of a boom


Characteristics of a recession



•  falling real incomes and consumption

•  an improvement in the balance of trade (because lower consumption is likely to lead to a decrease in imports)

•  rising unemployment

•  a decrease in the rate of inflation

•  lower tax revenues for the government, causing an increasing budget deficit
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The impact of economic growth

Benefits



•  Consumers. Incomes and wealth rise when there is economic growth. It also means that people can afford to save money for their future consumption. People feel more confident about their jobs when growth is high, so they are more willing to spend on consumer durables such as cars or gadgets. There are likely to be more employment opportunities so that people can progress in their careers, either within their own company or in another. Wages might rise as firms try to keep hold of their workers. With higher incomes people can afford to work fewer hours, go on more luxurious holidays, pay for their children’s education or retire early.

•  Firms. Firms tend to make more profit when there is economic growth. In times of growth, consumer spending usually rises, which means that firms sell more. As revenues and profits rise, firms can take on more workers and are more likely to invest. This increases future growth prospects.

•  Governments. When incomes and assets rise in price, people pay more income tax, VAT and capital gains tax. Firms will pay more corporation tax on their profits. Governments also have fewer demands to pay unemployment and social benefits. So in times of economic growth the government is likely to enjoy a healthier fiscal position.

•  Current and future living standards. Growth means that total incomes are rising in an economy, so this is likely to make people feel better off. Poverty rates are likely to fall as wages and employment rise. The government may decide to spend more of its income on areas that will increase living standards for all, such as improvements in healthcare or making town centres more pleasant. Firms might use cleaner technology because they can afford to, possibly motivated by improving their image for corporate social responsibility, thereby possibly increasing benefits to themselves and living standards more widely. Standards of living rise as long as the costs of living do not increase at the same rate. In other words, real growth means that real incomes rise. Increases in growth can mean that wealth in the form of assets such as shares, and houses, increases.



Costs



•  Opportunity cost. In the short term, living standards could fall if resources are diverted from the production of consumer goods to the production of capital goods. It would only be in the long run that living standards increase when the production possibility frontier (PPF) shifts outwards. Refer back to Theme 1 to recap your understanding of PPFs.

•  Income inequality. The unwaged and unskilled are less likely to benefit from increased incomes. Although money might eventually trickle down to lower income groups, there might equally be a two-speed economy where the incomes of some people accelerate but others increase only slowly. The type of production tends to change during periods of economic growth, so there is likely to be short-term unemployment for people who do not have labour market flexibility.

•  Environmental problems. Depletion of natural resources and external costs such as carbon emissions and other forms of pollution are likely to increase with economic growth. However, governments can use their increased tax revenues to clean up the environment.

•  Balance of payments problems on the current account. With higher incomes, domestic consumers are likely to spend more on imports. In addition, domestic firms have less incentive to export because domestic demand is strong. However, if growth were export-led, the current account would improve.

•  Inflation. When there is little spare capacity in the economy, there are likely to be shortages of factors of production such as skilled labour. This is likely to result in an increase in the rate of inflation.

•  Monopoly power. This might increase if large firms take over smaller firms. These firms might create barriers to the entry of new firms (for more on this, see Theme 3). This can be shown using an increasingly inelastic AS curve.

•  Increased stress and social dislocation. Economic growth might be achieved with longer working hours which could increase stress. Furthermore, higher incomes will be earned by some, but not all. With increased earnings, expectations increase — for example, that the extra income will be spent on items such as mobile phone contracts for children. There may be more travel for employment and the need to move further afield as firms grow. So social life may or may not improve as the economy grows.
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•  Figures for the output gap in OECD countries are published by the OECD every year. In these figures, a positive output gap is a boom and a negative output gap is a slump. Find one country that has a positive output gap and another that has a negative output gap at the current time.

•  Read an account of the pollution caused by diesel cars. To what extent can economic growth be used to explain problems of air pollution?
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•  Production possibility curves and opportunity cost were introduced in Theme 1. These concepts may be applied in considering economic growth.

•  Constraints on growth in developing countries will be discussed fully when considering limits to growth and development in Theme 4.
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•  Economic growth can be explained in terms of increases in actual GDP or increases in potential GDP. When AD increases, actual GDP increases, as long as the AS curve is not vertical. When AS increases, actual GDP increases, as long as the AD curve does not cross the AS curve on a horizontal part of the curve. Only a shift in the AS curve to the right causes an increase in potential economic growth.

•  The benefits and costs of growth are not easy to measure and they change over time. These benefits and costs also vary between countries at different stages of economic development. It is therefore difficult, but important, to assess whether the benefits outweigh the costs.



[image: ]



Macroeconomic objectives and policies

Possible macroeconomic objectives



•  economic growth (rises in real GDP)

•  reduction in unemployment

•  control of inflation

•  equilibrium in the balance of payments on the current account

•  balanced government budget

•  protection of the environment

•  more equal distribution of income




Demand-side policies

Distinction between monetary and fiscal policies



•  fiscal policy, which is the government’s management of its spending and taxation with the aim of changing the total level of spending in the economy

•  monetary policy, which is decision-making using monetary instruments such as the interest rate or quantitative easing



Monetary policy instruments



Interest rates
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Quantitative easing (asset purchases by the central bank)
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How does QE work?




Exiting QE as the economy recovers
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Fiscal policy instruments


Distinction between a government budget deficit and a budget surplus



Distinction between direct and indirect taxation
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The role and operation of the Bank of England’s MPC
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Demand-side policies in the Great Depression and the 2008 global financial crisis
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Strengths and weaknesses of demand-side policies

How effective is monetary policy?
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How effective is fiscal policy?
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Supply-side policies
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Market-based and interventionist policies


Market-based methods


•  Improving incentives. One way to increase incentives for workers is to give them higher rewards, for example by cutting income tax rates. This will motivate people to work harder because leisure is now more expensive. With regard to firms, corporation tax rates could be cut. This would enable firms to keep more profit and so give them a greater incentive to take risks, for example by increasing investment.

•  Increasing competition. One way of increasing competition is by promoting the entry of small firms into the market. This has happened in the UK energy market: in 2004 the Big Six energy companies supplied 99% of the market but by 2017 this had fallen to 75% as a result of measures to encourage the entry of new firms. However, in 2018 eleven small energy firms went bankrupt as a result of the rising costs and the price cap imposed by the government.



•  Labour market reforms. These include reducing unemployment benefits (or making them more difficult to claim), reducing or removing minimum wages and reducing the power of trade unions. All of these measures would make the labour market more competitive and more responsive to market forces.

•  Increasing price flexibility and signalling in a market. If prices are not used to allocate resources effectively, there will be surpluses or deficits in the market. For example, price caps on electricity and gas might encourage over-consumption and so result in shortages.



Interventionist methods


•  Improving education and training. This could be anything from increasing spending on pre-school education to offering firms subsidies to take on apprentices. Clearly, these approaches are expensive and there can be huge time lags.

•  Improving infrastructure. A new runway at Heathrow could be argued to be a supply-side policy because it will reduce costs for firms in terms of unreliable communications. Similarly, HS2 could reduce travel time.

•  Improving healthcare and introducing performance-related pay. These policies should help to increase productivity so resulting in more output being produced at any given price level.
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Strengths and weaknesses of supply-side policies
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Conflicts and trade-offs between objectives and policies


Inflation and unemployment
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Economic growth and the balance of payments on the current account


A low rate of unemployment and protection of the environment




Economic growth and income equality



A low rate of inflation and equilibrium of the balance of payments on the current account
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How successful have governments been in achieving their macroeconomic objectives?
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•  Look at the fact sheets available at the Economic and Social Research Council website at www.esrc.ac.uk. You can also find other useful material. In the search box type ‘Economy’ and then click on ‘Resources’. There are many thought-provoking articles on various topics relevant to A-level economics. For example, there are brief articles on ‘Productivity and skills’ and ‘The economics of happiness’.

•  To see a breakdown of government spending, go to the Office of Budget Responsibility website. Look up the latest budget or read a guide on public finances such as the one at http://budgetresponsibility.org.uk/brief-guide-public-finances-2. Look at the final page showing where taxpayers’ money is spent. These objectives are revisited in more depth when considering the role of the state in Theme 4.
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Do macroeconomic policies conflict?
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Fiscal policy and supply-side policy
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Fiscal policy and monetary policy



Monetary policy and supply-side policy
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•  Demand-side policies are used to shift the AD curve. They include monetary and fiscal policies.

•  Supply-side policies are used to increase the AS in an economy. They involve measures designed to increase productivity, incentives and competitiveness, thereby being able to produce more at lower prices.

•  Most governments use a combination of both demand-side and supply-side policies to stabilise prices and maintain growth rates in the economy.

•  Monetary policy is clearly powerful in controlling AD, but it is a blunt tool and can have damaging effects on income distribution and across the supply side of the economy.

•  Supply-side policies are now rather limited in their potential in the UK and interventionist policies can cost a great deal for the government in terms of public expenditure. However, policies aimed at increasing investment in the economy can have benefits in the future despite fiscal implications in the short run.

•  The Phillips curve is an empirical observation that there is a negative correlation between inflation (i.e. wage inflation) and unemployment.

•  The Phillips curve is used by some to argue that there is a trade-off between unemployment and inflation and that if an economy can tolerate increased inflation then there would be lower long-term unemployment.

•  The priority given to the seven macroeconomic objectives depends on the political stance of any particular government.

•  The aim of government is often not to reach a zero rate of, say, unemployment or inflation, as this would cause increased pressures elsewhere in the economy. It usually seeks a balance between the objectives.

•  Some analysts doubt that expansionary fiscal policy has any positive effects at all. If the LRAS is vertical, the impact will be inflation.
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