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Introduction to Macroeconomics
What is macroeconomics? Macroeconomics studies aggregate or total behaviour ie how allconsumers, firms the government and overseas economic agents interact. Microeconomicsconsiders how individual firms and consumers behave in individual markets.
How to economists study macroeconomics? Economists build models to describe, analyseand predict economic behaviour.
What is a model? A model is simplified view of complex relationships and processes, used tomake predictions. For example, a supply and demand graph is a simple model that predictsequilibrium market price
Give examples of macroeconomic models.

 The relationship between households firms and governments and the overseas sector iscaptured in the circular flow of income
 The main model used in macro is aggregate supply and aggregate demand whichpredicts the equilibrium level of national income.

Why do economists disagree? All economists construct models to analyse and predictbehaviour. However, they often draw different conclusions about cause, effect and the strengthof relationships in the same model
What are economic sectors? To help build a macro model economists divide the economy upinto four different sectors: households, firms the government and overseas. Sectors interact.
Define a household. A household is an individual or group of people who live at the sameaddress. Households own a factor services which, In a market economy, they hire out to firms.
Define a firm. A firm is an organisation that hires and organises resources to make products
What are economic agents? Agents is a term used to describe households and firms
How do household and firm sectors interact?

 Households receive payments (income) for hiring out their services (eg labour) andthen buy the output of firms (consumption)
 Firms hire land labour and capital (resources) owned by households to produce goodsand services (products) for which they pay wages rent etc (income). Firms receivepayment (consumption) when products are sold.

What is a government? The government is the body that passes and enforces laws, collectstaxes to finance public expenditure, and intervenes in the free market to change behaviour.
What is the government sector? In macroeconomics the focus is on the role of government incollecting taxes (T) to fund spending on public services (G), and transfer payments
Give examples of government spending Government (G) spending is state expenditure onpublic services eg NHS doctors’ salaries & state schools.
Define transfer payments. Transfer payments are unearned benefits paid out to householdsby the government e.g. unemployment, disability and child allowances
What is the international sector? Domestic economic activity in an open economy results inimports and exports. The international sector is made up of

 Domestic purchase of overseas made products: imports (M)
 Overseas purchase of UK made products: exports (X)
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Circular Flow of Income
What is the circular flow of income? The circular flow of income is the movement of moneyaround the economy. This process can be illustrated in the circular flow of income model
Explain the circular flow of income model. The circular flow of income illustrates economicactivity between four sectors in an economy over a given time period eg one year.
Illustrate the circular flow of incomeThe circular flow of income shows the flow of moneyfrom economic activity between households andfirms. Households receive payments for theirservices (income) and use this money to buy theoutput of firms (consumption).
What does the term flow mean? Flow refers to an amount per period of time. There is the flowof income earned by households, and the flow of expenditures on the purchase of the output offirms. This flow is measured over a given time period usually one year, using money. The totalamount of money earned is called gross domestic product.
How to households earn income? Households earn income by hiring out their factor servicesto firms. Workers receive wages or salaries; lending out capital earns interest; entrepreneursreceive profits; landlords are paid rent.
Is there any other source of household income? Yes. The government pays some householdsbenefits eg jobseeker allowance. This unearned income is called transfer payments.
Explain disposable income. Disposable income is net household income left after deductingdirect taxes such as income tax, and adding state benefits such as child benefit.
What a discretionary income? Discretionary income is income left from disposable incomeafter paying for essentials such as food and housing costs. Discretionary income can be saved orspent on non-essentials such as holidays, eating out and going to the cinema or consumer goods.
Do households spend all of their income? No. Part of household income is withdrawn fromthe circular flow of as savings, as taxes to government and as payment for overseas madeproducts ie imports. The technical term is leakages or withdrawals
Define leakages. Leakages are household withdrawals of potential spending from the circularflow of income. Leakages are sometimescalled withdrawals

Illustrate leakages from the circular flow
of income. Leakages occur whenhouseholds put some income aside in
savings (S); to pay government tax (T); Buyforeign made products: imports (M)
Define injections. Injections are additions ofextra expenditure into the circular flow ofincome
Illustrate injections into the circular flow
of income. Injections occur when firmsreceive income from selling their output toother firms investment (I), the government,(G) or overseas through exports (X)
What is macroeconomic equilibrium? Macroeconomic equilibrium occurs when in a giventime period, eg a year, the value of injections equals value of leakages.
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Measuring the price level
What is the price level? The price level is the average of the prices of a group of definedproducts.
Why is it important to measure the price level? The level of economic activity in an economyin a given time period is measured using GDP. The value of GDP can go up either because moreproducts are being produced, or the prices of products have risen. Measuring the price levelallows economists to eliminate the effects of inflation and identify real increases in GDP.
How is the price level established? The price level is reported as an index value eg 103.Understanding price levels involves understanding how indexes are calculated.
What is an index? In statistics, an index is a single number calculated from a set of variablessuch as prices. The initial value of an index in the base year when it is first estimated is 100.
What is a price index? A price index is a method of measuring the average change in the pricesof a group of defined products, over time. The index value of 100 in the base (first) year is thebenchmark against which to measure subsequent changes. Eg a rise in the index in year 2 to105, means a 5% rise in general prices. The annual rate of inflation is five percent.
What is inflation? Inflation is a sustained rise in the price level. This means that, on average,the prices of products in an economy are going up over time.
How is inflation measured? Inflation is usually reported as the percentage change in the pricelevel, over the last 12 months.  Economist talk about the annual rate of inflation

Give examples of price indices. In the UK two main price indices are the consumer pricesindex (CPI) and the retail price index (RPI)
How are indexes like Consumer Prices Index (CPI) calculated?

 A base year is chosen during which prices were relatively stable
 A survey (ONS Expenditure and Food Survey) is undertaken to identify a representativebasket of consumer goods and services bought by any 'typical' household.
 Each item in the shopping basket is weighted to reflect its relative importance to ahousehold. Eg food has higher weighting than transport.
 Every month, the ONS surveys a sample of prices for a selection of representative goodsand services in a range of UK retail locations. Survey results are fed into a computer thatcalculates an overall index value for that month.
 The initial value of the index in the base year is 100. A change in prices means a changein the index value. Eg a rise from 110 to 112 means an increase in general prices, that is,

inflation. If the price index value falls then the economy is experiencing deflation

What is the difference between the CPI and RPI? The CPI excludes housing costs such counciltax & mortgage interest payments, included in the RPI. RPI inflation generally exceeds the CPI's.
Is a price index reliable indicator of all prices? An index is an average, ie, the one numberwhich best describes an event. Different households have a different experience of inflation as:
 Different regions may be experiencing different rates of inflation.
 Different households have different tastes Can one basket of goods be representative of allhouseholds eg pensioners and a young family?
 Given different consumption patterns, can one set of weightings be representative of alleconomic agents. Do pensioners and young families place equal weight on nappies?
 New or improved products and may not be captured in the current index
 It is perfectly possible for essential items such as food to rise in price while less essentialitems such as plasma TVs fall. On average, the price of most items is rising.
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Measuring nominal and real GDP
Explain Gross Domestic Product GDP is a monetary measure (£ billions) of total (gross)output (product) within a country’s borders (domestic) in a given time period eg one year.
Who estimates GDP in the UK? The Office of National Statistics (ONS) issues quarterly andannual figures estimating the nation’s gross domestic product (GDP) for that time period.
How is GDP estimated? There are three methods of estimating GDP for a given time period:
 Income method: add up all the incomes earned producing a country’s output
 Expenditure method: add up all the money spent on a country’s finished output
 Output method: add up the value of final UK output. Intermediate output is ignoredA detailed understanding of each method is not required at AS.
Define current prices. The prices operating in the year GDP was produced eg 2009.
Define constant prices. The prices operating in a base year eg 2002
What is a base year? A base year is the benchmark year used to compare the price level in oneperiod with that in another. The year compared to the base year is the current year.
What is nominal GDP? GDP valued at current prices eg 2009 output valued at 2009 prices.
Why are nominal GDP figures misleading. GDP has a price and a quantity component. If theprice level doubles with the same amount of output is produced, then nominal GDP also doublesbut real national GDP remains unchanged. So it is best to adjust GDP to remove inflation effects.
What is real GDP? Real GDP is nominal GDP adjusted for inflation ie current output valued atconstant (base year) prices. Eg 2006 output valued at 2003 prices - where 2003 is the base year
How is real GDP calculated? To calculate real GDP use the formula:
Real GDP = Nominal GDP x price index in base year/Current price index.Eg if nominal GDP is £900Bn and the price index= 200 then real GDP = £900Bn x100/200=£450Bn
What is recent UK nominal and real GDP? At £ billons base year = 2003i

Year 2000 2001 2002 2003 2004 2005 2006 2007

Nominal GDP 959 1,003 1005 1118 1184 1234 1304 1382

Real GDP 1042 1066 1088 1118 1155 1176 1209 1247

Components of aggregate demand
Define aggregate demand. Aggregate demand (AD) is the total planned spending on domesticoutput at a given price level, in a given time period, usually one year.
What is domestic mean? Domestic means in a given country e.g. the UK
List the components of aggregate demand. Aggregate (total) demand consists of
 Consumption (C): domestic household spending on consumer products
 Investment (I): expenditure by UK firms on capital eg plant, building and machinery
 Government spending (G): state expenditure on products but not transfer payments
 Net exports (X-M): the difference between spending by overseas residents on UK output (X)and UK residents spending on overseas output (M)
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Consumption
Define consumption? Consumption (C) is domestic household spending on products.
What factors affect the level of consumption? Main influences on household spending are:
 Real disposable income It is the major determinant of the level of consumption. An increasein disposable income increases consumption.
 The average propensity to consume (apc). The lower the value of the apc, the lower theamount of consumption for a given level of income
 Interest rates affect the cost of borrowing and reward for saving. A fall in interest ratesreduces the incentive to save and reduces the cost of borrowing. Consumption rises.
 The availability of credit. A decline in the willingness or ability of banks to lend tohouseholds reduces the level of consumption
 Consumer confidence Improved optimism about economic prospect raises consumption
 Wealth Higher house or share prices encourages more consumption eg by remortgaging
 Technological advances such as flat screen televisions encourages consumption
 Distribution of income government policies that redistribute income from the rich to thepoor increase consumption because the poor have a higher average propensity to consume
How is the level of GDP linked to level of consumption? GDP is a measure of total output inthe economy. An increase in GDP means an increase in output. Households earn more incomefrom producing more output and national income rises, boosting consumption.
Give a worked example of the average propensity to consume. If national income is £800bnand consumption is 600 billion than apc = £600/£800= 0.75
Why does the apc usually fall as income rises? As income rises households can afford to savea larger proportion of their income and still maintain a high level of consumption. Poorhouseholds may spend all of their income on necessities. Their apc = 1
Why do lower interest rates normally encourage extra consumption? A cut in interest ratesreduces the reward of saving and the cost of borrowing. Net borrowers eg, households with alarge mortgage, have more money to spend, although net savers will have reduced income.
What is the distribution of income? The distribution of income is how earnings is dividedamong households
Saving
What is saving? Saving is a decision to postpone consumption
Define saving. For households, savings is that part of disposable income which is not spent.
What is dissaving? Dissaving occurs when household spending (consumption) exceedsdisposable income and consumers draw on past savings to maintain current living standards
What is the savings ratio? The savings ratio or average propensity to save (aps) is theproportion of disposable income which is saved.
Are savings component of aggregate demand? No.  Savings are unspent disposable income
List factors influencing the level of savings.

 Savings rise with the level of real disposable income
 The higher the average propensity to save, the greater the level of savings for a givenlevel of income
 a fall in consumer confidence if households are uncertain about their future level ofincome or job prospects increases precautionary (just in case ) saving
 government policies such as ISA tax free savings schemes can encourage saving
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 the age structure of the population influences savings as the young and old often havelittle disposable income left to save. Incomes and savings peak in middle age.
 Wealth is the current value of assets. Savings increase wealth. Where house prices andshares are rising, there is less need to save to maintain a target level of wealth

Define wealth. Wealth is the current value of an individual's assets ie the value today of theirsavings, house and shares.
How are savings and wealth linked? An increase in savings increases wealth. Savings is thatpart of wealth that can most easily be converted into cash
Why can increasing wealth increase consumption? Many households have a target level ofwealth they want to hold eg £100,000. Any increase in the value of assets means they can sellsome of their shares or remortgage their house, increase consumption and still retain the samelevel of wealth.
What is mortgage equity withdrawal? Mortgage equity withdrawal occurs when householdsborrow against an increase the value of their house, often to finance extra consumer spending.
How can falling asset prices affect consumption? Falling house or share prices reduce thevalue of wealth. Households concerned to maintain a target level of wealth react by reducingconsumption and instead increasing their savings to restore the target level of wealth.
Investment
What is investment? Investment (I) is spending by domestic firms on capital goods eg factoriesand machinery. Capital or producer goods are used to create other products.
Why do firms invest? Firms invest in capital goods if the expected return is greater than thecost of buying the plant buildings or machinery ie they can make a profit from their investment.
Define capacity. Capacity is the maximum amount of output a firm can produce with its currentresources, in a given time period.
Explain capacity utilisation. Capacity utilisation is the extent to which a firm is using itsresources. The firm is operating at full capacity when it is using all of its land labour and capital
Define spare capacity. Spare capacity occurs when firms have unused producer goods. Sparecapacity increases in recessions as falling GDP requires less output and less use of equipment
What is the drawback in operating with spare capacity? Having unused or underusedresources is inefficient. Unproductive resources incur unnecessary costs.
Do firms always operate at capacity? A business can find in times of recession or changingfashion that there is insufficient demand to require the use of all available resources.
Can firms operate beyond capacity? Introducing overtime and shift work allows a firm toproduce beyond its maximum capacity. Higher overtime wage rates increase unit costs.
How does capacity utilisation affect investment? Firms are more likely to invest the closerthey are to full capacity - given current levels of demand are to be sustained in the long run
What factors influence investment spending? Firms take account of:
 Real disposable income households use extra income to increase consumption whichencourages firms to invest in new plant and equipment. However firms must believe thatthe high level of demand will be sustained in the long run, before committing to investment
 Capacity utilisation: investment is encouraged where firms are operating close to fullcapacity - especially where businesses are expecting sustained economic growth
 Interest rates affect the cost of borrowing money to finance expenditure on new plant andmachinery. A fall in interest rates increases potential profits and so encourages investment
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 The availability of credit A decline in the willingness or ability of banks to lend to firmsreduces the level of investment
 Business expectations. Improved optimism about economic prospects increases investment.
 Macroeconomic stability firms that feel ‘certain’ about future interest rates & exchange ratesare more likely to invest than if future interest rates and exchange rates are uncertain.
 Corporation tax is a tax paid on profits. Corporation tax cuts allow firms to retain moreprofit and is an incentive to invest. Government investment subsidies also encourageinvestment
 Order books. Firms with full order books and waiting lists are more likely to invest
 The cost of capital a fall in the price of producer goods encourages investment
 Technological advances encourage investment. Firms now have the opportunity tomanufacture new or better products. The increased efficiency of latest machinery reducesunit costs and improved profit margins.
Government
List factors likely to influence government spending These factors are influential:
 The government's view on the effectiveness of state intervention to correct market failure. Theeconomic recession starting in 2009 have seen a significant increase in governmentspending in an effort to boost aggregate demand and avert a depression
 Economic system: governments in countries such as the United States which rely on freemarkets to allocate resources, spend a lower proportion of national income than the state inplanned economies such as Cuba
 The election cycle governments seeking re-election may increase spending on public servicesand social infrastructure such as schools and hospitals to win political support
 The economic cycle. In a recession, governments spending on unemployment benefits rises
 Tax revenues: higher tax revenues allow more government spending on public services
 Technological advances: medical and IT advances can lead to more government spending.
How is the level of government spending and GDP linked? The higher national income(GDP), the more taxes paid to government and the greater its ability to spend. A slump reducesincome tax & corporation tax revenues forcing the government to make spending cuts orborrow funds from the private sector to maintain services, increasing the national debt
Are transfer payments counted as a government spending? No. Earned income is moneyhouseholds are paid for supplying factor services. Transfer payments such as unemployment &child benefits are unearned income received for no corresponding output. State benefits arefinanced from taxes collected on earned income. Spending power is transferred
Net Exports
Define imports & exports. Imports are products a country buys from other nations. Exports aredomestically produced items sold abroad.
Define net exports. Net exports are the value of exports once the value of imports is deducted.

 Imports (M) is spending by domestic residents on products made overseas
 Exports (X) is spending by overseas residents on domestically made products
 Net exports [X-M] is the difference between a country’s exports earnings and its totalspending on imports

List the main factors affecting net exports. Net exports are affected by income levels in theUK and overseas; international competitiveness, that is, the relative price and quality ofdomestically made goods compare with imports; and exchange rates
 Domestic real disposable income eg in a boom, UK residents usually use higher incomes tobuy more imports. Falling UK GDP and incomes generally result in less spending on imports
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 Overseas real disposable income overseas agents generally reduce their spending on UKmade products their own economy is in recession and GDP and incomes are falling
 International competitiveness: the relative price and quality of domestic goods and servicesrelative to foreign products.  Exports rise and imports fall if domestic products becomemore competitive. This is why relative inflation rates are important for net exports
 Exchange rate: a fall in the value of a country’s exchange rate (deprecation) makes itsexports cheaper, in terms of foreign currency, and its imports more expensive. If demand forimports and exports is price elastic, spending on imports falls; earnings from exports rises.Net exports [X-M] improve
 Government restrictions on free trade such as tariffs (a tax on imports) and quotas (limits onthe volume of imports) reduce imports
Why [X-M]? Spending by overseas residents on domestic output increases that country’saggregate demand.  Spending by UK residents on overseas output reduces aggregate demand athome. The overall impact on aggregate demand is the difference between exports and imports.
What is the composition of aggregate demand in the UK for each component?

UK Aggregate Demand 2007 (£ million)ii

C I G X M GDP

799,476 236,470 255,315 339,434 -383,162 1,246,895

64% 19% 20% 27% -31% 100%Consumption is the major component of the demand. Investment is relatively small but highlyvolatile. Government spending accounts for 1/5 of total demand. A trade deficit means that thenet exports are negative reducing the overall level of aggregate demand.
Draw diagrams showing the main factors affecting the components of aggregate demand
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Aggregate demand curve
What is an aggregate demand curve? An aggregate demand curve shows total plannedspending on domestic output at a different price levels, over a given time period. In short, theAD curve shows the quantity of goods and services that all households, firms, the governmentand the international sector want to buy at any price level
Draw an aggregate demand curve and explain the axes.The AD curve shows how much output (GDP) economicagents plan to buy at each price level.The horizontal axis measures the level of output of thecountry in terms of real GDP (£Bn). Real GDP indicates thelevel of national income, output and employment. Thehigher the level of real GDP, the higher the level ofeconomic activity.The vertical axis measures the price level. The price levelis a measure of all prices in the economy. An increase inthe price level means inflation and a decline in thepurchasing power of money.
What is the relationship between demand and price level? Aggregate demand is inverselyrelated to the price level. Aggregate demand and the price level move in opposite directions.This means an increase in the price level causes a contraction in aggregate demand. Similarly afall in the price level causes an extension of aggregate demand. In short, a change in the pricelevel results in a movement along the AD curve but does not shift the AD curve.
Why does an aggregate demand curve slope down from left to right? Aggregate demand(AD) normally rises as the price level falls because of:

 Wealth effect: A decrease in the price level increases the purchasing power of wealthwhich encourages households to increase consumption.
 Interest rate effect: A lower price level usually reduces the interest rate and soencourages greater spending on investment and consumer goods
 Exchange rate effect As domestic prices fall, UK products become more pricecompetitive. Foreigners buy more UK products leading to higher UK exports (X). UKconsumers switch from imports to UK made products increasing consumption

Why can aggregate demand curves shift? A change in a component of aggregate demand,household (C), firm (I), government (G) or net exports [X-M] causes the AD curve to shift.The aggregate demand curve shifts to the right and economic agents increase their plannedspending at all price levels. For example, there may be higher
 Consumption from improved consumer confidence
 Investment due to a cut in interest rates
 government spending on hospitals to make an election pledge
 Increased Net export spending as a result of a depreciation of sterling

Changes in aggregate demand
Why can level of aggregate demand in the economy change? A change in aggregate demandcan be brought about by
 a change in the price level causing a movement along the aggregate demand curve
 a change in a component of aggregate demand causing a shift in the aggregate demand curve
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Does a change in the price level shift an aggregate demand curve? No. A change in the pricelevel causes a movement along the AD curve.
Draw a diagram to illustrate an increase in aggregate demandThe aggregate demand curve shifts if any factor, apartfrom the price level, affecting a component of aggregatedemand changes. The aggregate demand curve shiftsonly if there is a change in a component of aggregatedemand ie a change in C, I, G or [X-M]Look back carefully over the list of factors affectingconsumption, investment, government spending andnet exports. A change in any one of these factorsaffecting a component of aggregate demand affects totalplanned spending in the economy at each price leveland so the position of the aggregate demand curve.For example improving consumer confidence or lower interest rates increase aggregate demandthat all price levels, shifting the AD curve to the right.
Aggregate demand and the multiplier
What is the multiplier effect? The multiplier effect is the process by which a change in aninjection or leakage in the circular flow of income brings about a greater change in GDP. Themultiplier effect occurs because spending creates income for others, part of which is re-spent.
Give an example of the multiplier effect. If government increases its spending by £8b, firmssupply more output by hiring more factor services from households. The AD curve shifts fromAD1 to AD2. The multiplier effect is a dynamic process taking place over time.Households receive extra income of £8: part is spent;part is not spent. Assume they spend £6b and save£2bn, extra spending requires firms to further increaseoutput by hiring more factors so that household incomerises, again.The initial injection of demand of £8b generates furtherrounds of income, output & expenditure of £6b, £4b, etc.The overall increase in GDP is higher than the initialincrease in government spending
What is a negative multiplier effect? The multiplier effect can work in reverse. For example,falls in investment spending means firms cut production and hire fewer workers. Suppliers seea fall in the demand for their products. Household incomes fall causing consumption to contract.The overall decrease in GDP is bigger than the initial fall in investment spending.
How does the multiplier effect affect regions?  Specialisation means that specific industriescan dominate economic activity in particular regions.  For example Honda is a major employerin Swindon. The decision in 2009 to suspend production for four months had a big impact onlocal shops as workers cut their spending, and on those ancillary firms in the region supplyingproducts.
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Aggregate Supply
Define aggregate supply. Aggregate supply (AS) is total planned output by all domesticproducers at a given price level,
How do firms increase aggregate supply? Increasing the level of total planned outputrequires producers in an economy to use more land, labour and capital. For example firms raiseproduction by hiring more staff.
Define potential GDP. Potential GDP is the highest level of output (real GDP) a country canproduce with current resources that delivers both full employment and stable inflation.
What determines potential GDP? Productive capacity is determined by the quantity andquality of resources available to a country in a given time period eg the number of workers inthe labour force and their skills; the number of modern machines; the quality of management;the country's stock of natural resources and quality of land
Define an aggregate supply curve. An aggregate supply (AS) curve shows total planned outputby domestic producers at different price levels ina given time period, usually one year.

aw an aggregate supply curve and explain its
shape. The maximum amount of output (GDP) aneconomy can produce a given time period is called
productive capacity or potential output and occursat Y2.The shape of the aggregate supply curve dependson the impact on unit costs of increasing the levelof output.The aggregate supply curve is price elastic whenunit costs are unaffected as the level of economicactivity increases. If the economy is operating well below capacity, firms can hire extra workersat the same wage rate and buy extra raw materials and components at the same unit cost. Theaggregate supply curve is horizontal and perfectly elastic up to Y1.

Why can aggregate supply curves slope upwards? The aggregate supply curve becomesincreasingly price inelastic as the economy moves towards full capacity, at Y2. Beyond Y1resources become scarcer and shortages and bottlenecks occur in the economy. Firms arecompeting for the scarce extra resources required to raise production, causing unit costs to rise.Firms may need to introduce overtime and pay staff higher hourly wage rates. Less efficientworkers and machinery are employed and their lower productivity increases unit costs. Firmsare only willing to increase aggregate supply given a higher price level.
Why do aggregate supply curves eventually become perfectly inelastic? Economies are atfull capacity when all available resources are employed. Productive capacity is reached at Y2 inthe above diagram. An increase in the price level fails to bring about an increase in aggregatesupply because all current labour and capital are employed.
How do time periods affect aggregate supply? Economists distinguish between short run andlong run factors affecting aggregate supply:

 in the short run, aggregate supply is affected by costs of production. A fall in cost of rawmaterials or wages causes an increase in aggregate supply
 in the long run, aggregate supply is determined by the quantity and quality of resources

Why do aggregate supply curves shift? It is helpful to distinguish between short run and longrun factors
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 In the short run the main factor causing a shift in the AS curve is unit cost of production.Firms react to an increase in the unit cost of production by reducing the amount of totalplanned output at any price level. The AS curve shifts to the left
 In the long run the quantity and quality of resources available to economy can change.For example, investment in new machinery and training increases the level of potentialGDP shifting the AS curve to the right.

Why are AS curves sometimes drawn as an upward sloping straight line? The shape of theAS curve is often simplified in textbooks. An upwardly sloping straight line AS curve means thatthat unit costs are assumed to rise as the level of economic activity increases.
Illustrate the effect of an increase in costs of
production on aggregate supplyAn increase in costs production means producers areless willing and able to supply output at any givenprice level. The AS curve shifts upwards and to the left.An increase in the cost production occurs ifproductivity falls, the price of raw materials orcomponents increases, or wage rates rise
List potential reasons for rising unit costs. The costsproduction can increase because of:

 An increase in wage rates
 increases in price of domestic or imported raw materials or components
 higher oil or energy prices
 an increase in corporation tax or reduction in government subsidies
Illustrate the effect of an increase in productive capacity on aggregate supplyThe position of the vertical part of an aggregate supplycurve is determined by the maximum amount of GDP acountry can produce with its current resources ieproductive capacity. The associated level of GDP iscalled potential GDP.An increase in the quantity or quality of resourcesincreases productive capacity and the level of potentialGDP. The aggregate supply curve shifts to the right asmore can be produced each price level. Such shiftsoccur in the long run, as a result of economic growth.
What causes an increase in productive capacity? Extra resources increase potential output,causing an outward shift in the AS curve. This process takes time and can be caused by
 A larger labour force from immigration or increased labour force participation
 Net investment increasing the country’s stock of capital
 Training and education leading to improved skills and increased productivity of labour
 Technological advances eg innovation and improved manufacturing processes
 Management training improves organisation and so increases in productivity of workers
 Measures to stimulate enterprise eg tax breaks for entrepreneurs, deregulation andprivatisationSee the section on economic growth for further discussion of the above points.
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Macroeconomic equilibrium
Define macroeconomic equilibrium. Equilibrium is a state of balance; a situation where thereis no tendency for change. Macroeconomic equilibrium occurs when aggregate demand equalsaggregate supply. There is no tendency for output or the price level to change.

Use AD & AS analysis to illustrate
macroeconomic equilibrium. Theintersection of the AD & AS curves givesequilibrium level of GDP: £600b. This iscalled actual GDP. There is no pressure onprices or output to change – the economy isin balance.At higher price levels, eg 185, excess supplyof output results. Firms plan to supply£800b; economic agents plan to spend £400bat this price level. Only by reducing pricescan firms reduce stocks of unsold goods.At lower price levels, eg 145, then planned output of £400Bn cannot meet planned aggregatedemand. Only an increase in all prices can persuade firm to increase output. Equilibrium isrestored when the price level reaches 165.

Actual and potential GDP: output gaps
What is the difference between potential and actual GDP? Potential output is the highestlevel of real GDP a country can produce that delivers both full employment and stable inflation.
Actual GDP is the level of real GDP produced by a country in, say, one year.
Define an output gap. Potential and actual GDP can diverge. An output gap is the differencebetween an economy’s actual and potential real GDP.
How are output gaps expressed? Output gaps are often expressed as a percentage of potentialoutput using the equation (actual GDP- potential GDP)/potential GDP
Distinguish between positive and negative output gaps. A negative output gap exists whenthe actual level of output is below potential output. A positive output gap occurs when the actuallevel of output exceeds potential output

Illustrate a negative output gap.Y2 is the potential level of GDP and is the value ofoutput made when all resources are fullyemployed. Y1 is the actual level of output given bythe intersection of the AD and AS curves.The output gap equals Y2 - Y1 and there areunemployed resources in the economy.
Illustrate a positive output gap.It is possible for an economy to produce above itsproductive capacity in the short run by workingovertime, extra shifts, delaying maintenance ofequipment and hiring staff not usually in thelabour force. The aggregate supply curve becomesAS2.The actual level of output Y3 exceedspotential GDP Y2, causing a positive output gap =Y3-Y2
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How can an economy produce above potential GDP? Actual GDP can exceed potential GDP byworking overtime, shifts, delaying maintenance and hiring staff not usually in the labour force.
What is the economic impact of an output gap?

 A positive output gap means actual GDP > potential GDP causing inflationary pressure
 A negative output gap means actual GDP < potential GDP causing cyclical unemployment

Does potential GDP rise over time? The level of potential output is determined by thequantity and quality of a country’s resources, and the state of technology.   New technologies,net investment, net economic migration or increased productivity results in economic growthand a rise in an economy’s productive capacity and level of potential GDP.
What is trend growth? Trend growth is the expected long-term increase in potential output.
What causes trend growth? Trend growth is caused by an increase in the economy’sproductive capacity and measures how fast an economy can grow at full employment andwithout inflationary pressure - the economy’s ‘speed limit’
Economic Shocks
What are economic shocks? Economic shocks are unanticipated events that affect aggregatedemand or supply. They cause a shift in the aggregate supply or demand curve.
 External shocks are an unexpected event that take place outside the UK, but affects the UKeconomy eg a US recession reduces UK exports; rising world oil prices affect import prices
 Domestic shocks are an unexpected event that takes place in the UK eg falling house prices;
What are supply side shocks? Supply side shocks are unanticipated events that affectdomestic producers. Costs and prices change, causing a change in short run aggregate supply.
Give examples of supply side shocks. Events affecting firms’ unit costs include
 Record 2008 world oil prices increasing the cost of transport and items using oil as an input.
 The rapid expansion of developing countries such as China has increased the world price of

commodities such as copper and tin and the price of food items such as rice
 A switch to bio fuels  increased the world price of agricultural products such as maize
What are demand side shocks? Demand side shocks are unanticipated events that affecteconomic agents, causing a change in the level of aggregate demand
Give examples of demand side shocks. Events affecting the level of aggregate demand include
 Conditions in the economy of trading partners. The UK is an open economy. The level of UKexports (hence aggregate demand) is affected by eg a recession in the US or a boom in China
 Investment in new technologies eg ICT
 A sudden, severe and unexpected change in exchange rates affecting the relative price ofimports and exports eg the fall in the value of sterling (£) and strength of the euro
What is the impact of an economic shock? An economic shock changes the level of aggregatesupply or demand and so moves the economy away from its current equilibrium.  Income,output, employment and prices levels change and output gaps may open up. Economic agentsthen have to respond and adjust their behaviour
 Consumers may find they have more/less income to spend
 Government may need to adjust its macroeconomic policies if it is to achieve its objectives.And to help the economy absorb the shock effect. Eg change interest rates and taxes
 Firms may need adjust their prices, output and employment levels eg hire or fire staff
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Changes in aggregate demand
What determines the level of economic activity in an economy? Macroeconomicequilibrium determines the level of income, output, employment and inflation in an economy.
How can changes in aggregate demand or aggregate supply affect the economy? Changesin AD and AS move the economy to a new level of macroeconomic equilibrium which changesthe amount of income households earn and spend, the amount of output produced by firms, thenumber of workers employed or unemployed and the price level hence inflation.
Consider the factors that determine the impact of a change in aggregate demand on the
economy? The impact of a change in aggregate demand depends on:

 the original level of economic activity
 the magnitude of the change in aggregate demand
 the size of the multiplier

Use a graph to show the effect of an increase in aggregate demandAn increase in aggregate demand shifts theAD curve to the right. If the economy is inequilibrium well below potential GDP, eg Y1,then an increase in aggregate demandcauses actual economic growth.For example, an increase in aggregatedemand from AD 1 to AD2 increases outputand employment with no inflation. Rises inGDP beyond Y2 generate both inflation andincreases in real GDP until YF when anyfurther increases in AD are inflationary.
Changes in aggregate supply
Consider the factors that determine the impact of a change in aggregate supply on the
economy? The impact of a change in aggregate supply depends on:

 the level of aggregate demand
 the magnitude of the change in aggregate supply

The increase in aggregate supply from AS1 to AS2 moves
the economy to a new position of macroeconomic
equilibrium at Y2. This causes a decrease in the price level
(deflation) and an increase in GDP (output)

Where an economy is operating well below
potential output, an increase in aggregate supply
has no impact on the level of economic activity.
GDP remains at Y1. Prices are unaffected
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How is the AD and AS model used? The AS/AD model is used to predict the equilibrium levelof national income. The diagram below this is Y1 and is measured in terms of real GDP. Themodel is also used to predict the effect of a change in a component of aggregate demand andsupply on output, prices and unemployment in an economy.
What is Non-Inflationary Continuous Expansion
(NICE)? NICE occurs when aggregate demand and supplygrow at the same rate so that there is no upward pressureon prices.
Illustrate NICE. The initial level of national income is Y1.A concurrent and matching increase in aggregate demandand supply moves the economy to a high level of nationalincome, with no impact on the price level which stays atP1

Explain overheating. An economy overheats whenaggregate demand grows at a faster rate than aggregatesupply resulting in inflation.
Illustrate overheating. The initial level of nationalincome is Y1. An increase in aggregate demand greaterthan the increase in aggregate supply moves theeconomy to a high level of national income, and higherprice level,  P2

What is the UK experience of Non-Inflationary Continuous Expansion? The UK experiencedNICE for over 10 years until 2009 when the credit crunch and a world recession caused a fall inaggregate demand and aggregate supply so that the level of national income and price level fell.
Government macroeconomic policy

Measuring economic performance
What is the role of government in macroeconomics? The government is responsible formanaging the economy. Government action can affect key economic variables such as the levelof output, unemployment, and inflation and has a large influence on economic performance
What happens if governments mismanage the economy? In the UK, the electorate hold thegovernment responsible for economic performance. Governments that fail to deliversatisfactory levels of eg employment growth and prosperity find it difficult to get re-elected
What is meant by the term economic performance? Economic performance assesses howwell a country is using it scarce resources.
How is economic performance measured? Economic performance is measured usingmacroeconomic indicators eg GDP and productivity
What is an economic indicator? Any economic metric (statistic) that measures the level ofeconomic activity eg GDP, economic growth, inflation or unemployment rate, or current account
What is the most commonly used measure of economic performance. Real gross domesticproduct is a key indicator of economic performance as it measures the total value of productsmade by country in a year. An increase in real GDP means higher output.
What is the difference between national income and GDP? Each term measures the level ofeconomic activity in the country in say a year. National income is the total amount earned by
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households for making this year's output. GDP is the value of that output. In short, nationalincome and GDP can be used interchangeably. They both measure economic performance.
What constitutes improving economic performance? A country’s economic performance canbe improving

 over time eg the value of real GDP is increasing year on year so that more products areavailable to satisfy more wants and needs
 in comparison with other nations eg the UK economy is growing faster than other nations

List other indicators of economic performance.
 lower unemployment means the country is making better use of its resources
 a lower and stable inflation rate indicates improving economic stability
 an improved  balance of payments indicates an improved international trade position
 improving productivity indicates each workers is generating more output with given inputs
 improving public finances eg a sustainable budget position and national debt level
 improving quality of life eg less stress and improving levels of happiness
What is the standard of living? The standard of living refers to the average amount of GDP foreach person in a country ie per capita GDP.
How is the standard of living calculated? The standard of living (SoL) for a given year isfound by dividing real GDP by the size of the population. SoL= real GDP/size of population
Is real GDP a reliable measure of economic activity? Certain categories of economic activityare not recorded by the authorities and so are excluded in official GDP figures. For example

 Non-marketed output eg DIY, unpaid housework and voluntary activities are ignored
 Undeclared or illegal economic activity in the informal economy means official figuresmay underestimate GDP by up to 13%. Eg work done for cash is undeclared to the state

Is the informal economy a problem? Undeclared economic activity means:
 economic data becomes unreliable eg the value of real GDP and the level ofunemployment is underestimated
 the government receives less tax revenue and is less able to fund public services
 lower productivity as firms operating in the informal economy stay small to avoiddetection and forego potential economies of scale

Does increasing real GDP necessarily mean increasing living standards? An increase in realGDP means an increase in output. However living standards may not improve if
 there is a larger increase population growth eg a 3% rise in real GDP and a 10% rise inpopulation causes an overall fall in the standard of living
 the increase in real GDP is unevenly distributed with little of any benefit for the poor
 creating extra output causes more stress or less leisure time
 The increase in real GDP is from investment displacing consumption, reducing currenteconomic welfare. More capital means products are available in future time periods
 Is unsustainable with increased economic activity  generating more negativeexternalities such as pollution, noise and congestion
 Is the result of more economic regrettables eg more defence spending

Does an increase in standard of living improve happiness? Some economists argue thatonce a ‘satisfactory’ standard of living is achieved, say $15,000, further increases in real GDPmay or may not improve self-reported happiness as recorded by eg Satisfaction with Life Index
How can the relative economic performance of countries be assessed? Economic indicatorsassess economic performance. Eg a country with a higher standard of living (more real percapita GDP), or higher productivity (output per worker), has better economic performance
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How can living standards in different countries be compared? Economist estimate real percapita purchasing power parity using a common currency, the US$, to compare living standards
Can GDP be used to make comparisons of standard of living between countries? GDPplaces a monetary value on the amount of goods and services created by a country in one yearand so can be used to compare the relative economic performance of countries. However rawGDP figures will need adjusting to remove the effects of:
 inflation: use real GDP and not nominal GDP
 population: divide a country’s real GDP by the size of its population ie real GDP per person
 exchange rate distortions: measure GDP using use a common currency eg $ with the samepurchasing power in each country
Is per capita real PPP$ a reliable indicator of economic performance? Using per capita realPPP$ ignores issues such as composition of output, quality of products, size of informaleconomy, length of working week & stress levels, pollution levels, sustainability issues, andincome & regional inequality factors ie the distribution of income
Macroeconomic policy objectives
What does the term government policy objectives mean? A policy is a course of action; anobjective is a desired outcome.  Government policies are measures taken by the state to achievethe stated aim such as low inflation or high economic growth. The government selects thosemeasures most likely to deliver stated macroeconomic objectives
List potential Government macroeconomic objectives. Typical objectives include
 low and stable inflation
 low unemployment
 high and sustainable economic growth
 a satisfactory balance of payments and
 Economic stability avoiding the ‘boom and bust’ associated with the economic cycle
 an acceptable distribution of income
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Inflation
Define inflation. Inflation is a sustained rise in the price level over time
Define the inflation rate. The rate of inflation is the percentage increase in the price level overa given period of time, usually one year.
How is the annual rate of inflation measured? The annual rate of inflation is found bycalculating the percentage change in a given price index eg the CPI, over the last 12 months
Define purchasing power. The amount of products a unit of currency, eg one pound, can buy
What are the general consequences of inflation?
 Purchasing power falls. The value of money decreases as each pound buys fewer products.
 UK products become less competitive if UK prices are rising faster than our trading rivals
 Sustained inflation may cause economic agents to develop inflationary expectations, fuellinga price-wage spiral. Workers may demand higher wages in anticipation of higher prices
What is anticipated inflation? Anticipated inflation is the expected rate of inflation for thenear future. Economic agents take account of anticipated inflation eg in their wage demands.
Why is anticipated inflation important? Economic agents take action to protect themselvesfrom the effects of inflation. Eg workers base current wage claims on anticipated inflation.
What are the costs of anticipated inflation? Anticipated inflation generates
 Shoe leather costs: economic agents take action counter the effects of inflation by holdingless cash and making additional trips to the bank to put cash into interest bearing accounts
 Menu costs: the additional cost of firms constantly changing price lists and displays.
What is unanticipated inflation? Unanticipated inflation is unexpected inflation. The failure ofeconomic agents to estimate the future rate of inflation, accurately, causes shocks and problems.
Is unanticipated inflation an issue? Unanticipated inflation destabilises an economy:
 Uncertainty about future prices increases risk and so discourages investment.
 Income and wealth are randomly redistributed. When a loan is repaid its purchasing powerhas fallen so that debtors gain while creditors lose - if the rate of interest charged does notcompensate for expected inflation.
What factors determine the impact of inflation? The overall effects of inflation depend on its:
 Rate: 1% annual inflation rate doubles prices every 72 years. A 10% inflation rate doublesthe price level every 7.2 years. Hyperinflation destroys the value of money quickly.
 Duration: the longer inflation lasts, the greater its impact
 Stability: accelerating or fluctuating inflation is a bigger challenge than stable inflation rates.
 Unanticipated inflation causes uncertainty which undermines macroeconomic stability.
 Relative international rate. Where UK inflation rates are higher than those of our tradingpartners, price competitiveness is lost. Imports are encouraged; exports are discouraged.
When is inflation a particular problem? High, unstable, accelerating and unanticipatedinflation over several years imposes far higher economic costs than short lived, low, stable,declining and anticipated inflation. Particularly when the inflation rate is in excess of rivals.
What is cost push inflation? Cost push inflation is caused by increasing prices of inputs egwage rise, increased import price (imported inflation) or higher indirect taxation.
What is demand pull inflation? Demand pull inflation results from increases in aggregatedemand unaccompanied by an increase in aggregate supply. There is "too much money chasingtoo few goods", bidding up prices and causing inflation.
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Use AS & AD to illustrate Demand Pull & Cost Push inflation

Cost push inflation is caused by increases in the
price of inputs such as oil and commodities
shifting the SRAS curve to the left.

Demand pull inflation results from increases in
aggregate demand unaccompanied by an increase in
aggregate supply, shifting AD to the right

What is deflation? Deflation refers to a sustained decrease in the price level.
What are the general consequences of deflation?

 Menu costs of updating menus, price lists, brochures, etc are incurred
 Purchasing power increases and households can buy more products with their income
 The real value of debt rises: creditors gain; debtors lose
 Falling asset prices (eg houses & equities) reduce personal sector wealth. Householdsmay increase savings in attempt to restore previous wealth levels
 Sustained deflation may cause economic agents to postpone purchases in the expectationof buying the item at a lower price in the future. A deflationary spiral sets in.

Is deflation a problem? The impact of deflation depends upon its rate, duration and the extentto which it is anticipated.
 One off falls in the price level increase purchasing power which can stimulateconsumption, hence aggregate demand.
 Sustained falls in prices can set off a deflationary spiral. Economic agents began to delaypurchases in anticipation of further price falls. This causes firms to cut prices in the hopeof stimulating sales.

Income distribution
Define income distribution Income distribution is the extent to which national income isshared out between households
Why are governments often interested in income distribution? Free markets may leavesome households with little if any income, denying them access to necessities eg education.
How can the state improve income distribution? To improve access to essentials and correctinequality the state intervenes and redistributes income by using taxes collected from the richto pay benefits to the poor - or supply public services at little or no cost to the end user eg NHS.
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Unemployment
What is the working age population? The working age population refers to men aged 16 to 64and women aged 16 to 59
Define the labour force. The labour force is the total number of people employed and thoseregistered as unemployed. Labour force = number of employed + number of unemployed
What is economic inactivity? The economically inactive are jobless people of working age orthose not seeking a job through early retirement, family, long-term sickness or full-time study.
Define unemployment. A situation when people who are willing and able to work are unableto find a paying job
Define the unemployment rate. The unemployment rate is the proportion of the labour forcethat is unemployed. Given by the equation: total unemployed/ number in the labour force x 100

How is the level of unemployment measured? There are two main measures:
 Claimant count: total of all those claiming unemployment benefit (Job Seeker's Allowance)
 Labour Force Survey (LFS): the total of all those who have looked for work in the past monthand are able to start employment in the next two weeks. An internationally used measure
Is the claimant count method reliable? This method is quick and inexpensive but understatesthe ‘true’ level of unemployment because many people are interested in finding work but domeet all of the criteria for claiming Job Seeker's Allowance.
Is the method Labour Force Survey method reliable? The LFS is an internationally usedbroader, if slower & more expensive, method of measuring unemployment then the claimantcount method. Using LFS methodology, only persons actively looking for work are classified asunemployed. This excludes discouraged workers who want a job but have given up looking.
What are the consequences of unemployment?
 Productive inefficiency through lost output (opportunity cost)
 Lost government tax revenue and increased expenditure on unemployment benefits
 workers with the skills to qualify for visas may emigrate, reducing domestic potential output
 trading partners experience reduced demand for their exports
 Poverty and social exclusion; loss of status, alienation and frustration.
Does any stakeholder gain from unemployment? Firms find it easier to recruit and staff areless likely to demand wage increases for fear of redundancy. Inflationary pressure is reduced.
Why is the length of unemployment important? Workers who are unemployed for a fewmonths while finding a new job are less of a problem that those without a job for years
Does a fall in unemployment mean a rise in employment levels? A fall in unemploymentnumbers has no impact on employment figures if workers are leaving the labour force throughretirement, education, emigration, a Government training scheme or becoming long term sick
List the main types of unemployment. There are three types: frictional, structural and cyclical
Explain frictional unemployment. Frictional unemployment occurs when workers withappropriate skills for vacancies are jobless. Job seekers need time to find new employment
Give examples of frictional unemployment. A redundant worker, school leaver, graduate orre-entrant (returning parent) with appropriate job skills for vacancies are looking for a vacancy.
What causes frictional unemployment? Frictional unemployment is caused by imperfectinformation in labour markets. Those frictionally unemployed have the appropriate job skills forvacancies. They are unemployed because it takes time to match employers and job applicants.
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Is frictional unemployment a problem? The reallocation of resources requires worker tochange jobs. Minimising the time taken to search and find a new post minimises the impact
Explain structural unemployment. Structural unemployment occurs when workers indeclining industries lose their job but have inappropriate skills or mobility for vacancies.Structural unemployment is a result of structural change in the economy and the immobility oflabour.
What is structural change? Structural change is a change in the relative importance of theprimary, secondary and tertiary sectors of an economy over time eg the decline ofmanufacturing and rise of the service sectors in the UK since the 1980s.
Give an example of structural unemployment. A worker in a declining industry such as coalloses their job, but lacks the skill and training to fill a vacancy for a computer programmer. Theskills possessed by this jobless worker do not match those required by potential employers.
Explain cyclical unemployment. Cyclical unemployment is the result of insufficient aggregatedemand. Workers lose their job because of a downturn in the economy.
What causes cyclical unemployment? Cyclical unemployment is linked to the economic cycleand occurs when jobs are lost because of a recession.
Does full employment mean that there is no unemployment? Frictional unemploymentalways occurs in dynamic economies. Full employment occurs when there is no cyclicalunemployment typically when the unemployment rate is 3%
Use AS & AD to illustrate cyclical unemploymentIn the diagram opposite macroeconomic equilibriumoccurs at Y1. Actual GDP Y1, is well below thepotential level of output YP.There insufficient aggregate demand to require theuse of all resources in the economy.Given the economy is in equilibrium there is noautomatic mechanism to move the economy towardsYP. The implication is that government action isneeded to stimulate AD
What is hysteresis? Hysteresis is unemployment causing unemployment. Employers arereluctant to take on the long-term unemployed as they may have lost job skills or are unfamiliarwith new technologies. The unemployed lose confidence and become less active in seeking a job
Identify factors determining the impact of unemployment. Factors include the

 number unemployed: 3 million out of work has a bigger impact than 1 million
 unemployment rate: 3% is close to full employment; 10% is typical of a recession
 length of unemployment: an average of 12 months has a bigger impact than 1 month
 region and age: unemployment is divisive if it falls on a particular area or age group
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Economic growth
Define economic growth. Economic growth is an increase in real GDP.
How is economic growth measured? Economic growth is measured by changes in real GDP
What is the economic growth rate? The annual economic growth rate is the percentageincrease in real GDP over twelve months.
How is the annual rate of economic growth calculated? The annual growth rate is foundusing the equation(current real GDP – last year’s real GDP)/last year’s real GDP x 100For example: if UK real GDP rises from £1,210bn in 2006 to £1,247bn in 2007 then the annualeconomic growth rate is (£1,247bn - £1,210bn) / £1,210bn x 100 = 3.1%
What is the impact of increasing growth rates? The higher the rate of economic growth theshorter the period of time required to double GDP. A 1% growth rate double GDP every 72years; 2% growth 72/2 = 38 years; 10% growth = 72/10 = 7.2 years
Can economic growth be negative? A fall in GDP over time indicates lower output. Forexample a -2.5% annual growth rate means that output has fallen my 2.5% over the year.

Use production possibility curves to illustrate actual
economic growth Assume the economy is at point A. Hconsumer goods and E consumer goods are produced.There are unemployed resourcesThe economy can move from point A to B by bringingunemployed workers and idle plant buildings andequipment into production. The output of capital goodsrises to F, and consumer goods G. Real GDP rises

Use graphs to illustrate the opportunity cost of economic growthAssume the economy is at point A.  OH is theamount of investment required to coverdepreciation. Net investment =0. Reallocatingresources from consumer to producer goodsreduces current consumption. If the economymoves from A to B, the opportunity cost of FHmore capital (net investment) is EG sacrificedconsumer goods.In the next time period, extra producer goodsincrease productive capacity shifting the PPCfrom LM to TV. The economy can now makemore consumer & more capital goods.
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Use aggregate supply and demand graphs to distinguish between actual and potential
economic growth

In the short term, the quantity and quality of
resources is assumed to be fixed. Aggregate supply
for the current time period is shown by AS1
Increasing output and achieving actual economic
growth involves making better use of existing
resources eg real GDP rises from Y1 to Y2

In the long term an improvement in the quantity and
quality of resources shifts the aggregate supply curve
from AS1 to AS2. Increasing output and achieving
potential economic growth involves making use of new
or better resources Productive capacity rises from YF1
to YF2 and is an example of potential economic growth

Identify the causes of economic growth. Economic growth occurs when there is an increase inreal GDP and/or an increase in productive capacity. Real GDP can increase over time:
 In the short term, the quantity and quality of resources is fixed. Increasing output andachieving actual economic growth involves making better use of existing resources eghiring unemployed workers because of an increase in aggregate demand
 in the long term, sustaining increases in output and achieving potential economic growthinvolves increasing productive capacity by

o increasing the quantity of resources available to an economy eg by investment
o improving the quality of resources eg by education, training & new technologies

Use AD & AS graph to show actual economic growth from a rise in aggregate demandAn economy is in macroeconomic equilibriumwere aggregate demand equals adequate supply.Y1 is the initial level of actual GDP, and is wellbelow potential GDP, YF1, because of insufficientdemand.An increase in aggregate demand shifts the ADcurve outwards from AD1 to AD2. The higher levelof aggregate demand causes a new equilibriumand higher level of actual GDP. The rise in actualGDP from Y1 to Y2 is actual economic growth
Identify the causes of potential economic growth. Potential real GDP can increase due to
 a greater quantity of resources from

 net investment that increase a country’s stock of capital
 economically inactive becoming part of the labour force and getting a job
 net migration where overseas workers move to the UK and get a job

 an improvement in the quality of resources through staff training, adapting improvedtechnology, better management of resources or increasing enterprise and technological
advances that improve productivity

Define net investment Production results in capital consumption or depreciation: machinesbecome worn out and obsolescent. When gross investment more than replaces one at
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machinery, making good depreciation, then net investment occurs. Net investment increases theproductive capacity of the economy.
Give a formula for net investment. Net investment = gross investment – depreciation. Netinvestment raises a nations’ stock of capital, increasing potential GDP and productive capacity
Distinguish between production and productivity. Production refers to total output, asmeasured by real GDP. Productivity is output per unit of input. For example labour productivityrefers to output per worker or per worker hour.
Can GDP rise if productivity falls? It is possible for an economy to increase GDP even thoughoutput per worker is falling, if workers work sufficient longer hours to compensate for lostproductivity. For example the UK has a higher standard of living than France, even though it hasa lower levels of productivity, because British workers work for much longer each week
What are the benefits of economic growth? Economic growth can improve economic welfare:

 More products are available to satisfy more wants & needs. Choice improves
 Higher employment means higher wages reducing poverty
 Bigger government tax receipts allow more government spending on eg health care

What are the drawbacks of economic growth? Potential disadvantages of growth include:
 Environmental damage eg increased pollution from increased economic activity
 Sustainability issues: the loss of land and depletion of non renewable natural resourcesmay be unsustainable and threaten the well being of future generations
 Equity issues: the benefits of growth may be unevenly spread eg to just high incomeindividual and prosperous regions with the least well off and deprived areas unaffected
 Lost leisure and increased stress because staff are working harder and longer hours

Define sustainable development. "Sustainable development is development that meets theneeds of the present without compromising the ability of future generations to meet their ownneeds." The Brundtland Report
What are the conditions for sustainable economic growth? There are two dimensions:

 Real GDP rises over time with economic stability. This occurs when aggregate demandand aggregate supply grow at the same rate and output gaps are avoided ie Non-Inflationary Continuous Expansion (NICE). Actual growth matches trend growth.
 Sustainable development means economic growth does not threaten future generations’economic welfare. This occurs when current economic growth is achieved withoutunacceptability depleting non-renewable natural resources, or degrading theenvironment and ecosystems.

How can globalisation affect growth in a national economy? Globalisation means economiesare interdependent. Eg external shocks that cause a downturn in the world economy lower UKexports and growth rates.
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Economic stability
What is economic stability? Economic stability is the absence of large fluctuations in themacro economy. An unstable economy has large swings in economic activity, high inflation, andexcessive volatility in exchange rates and financial markets.
How does economic stability affect economic agents? Economic stability means avoiding
boom and bust economic cycles where the economy experiences large swings in output, and the
consequences of inflation and unemployment. Economic agents have confidence about expectedfuture inflation, interest and exchange rates and so can plan ahead.
Why is the stability of the economy important? Stable interest, inflation and exchange ratesreduce risk and uncertainty, improves confidence and encourages long term investment whichis a source of economic growth and increasing standards of living.
What is the economic cycle? The economic cycle is periodic rise and falls in real GDP over time
Illustrate the business cycle Over time economies tend to move in a four-phase cycle of“booms and slumps” in the level of economic activity as measured by real GDP

Trough: the low point of a business cycle,
Expansion where the pace of economicactivity speeds up
Peak the high point of a business cycle
Contraction where the pace of economicactivity slowsThese cycles are irregular and uncertain

What is a recession? An economy is in recession if there are two or more consecutive falls inquarterly GDP ie economic activity has slowed over six months
What is a depression? A depression is a long lasting and severe recession
Is this the economic cycle predictable and regular like a pendulum swing? No. Theduration and magnitude of the economic cycle is uncertain and can last from three to ten years.
Is the economic cycle a problem? Each stage of the economic cycle present challenges to thegovernment’s macroeconomic objectives:
 In booms, demand may exceed supply in various markets creating inflationary pressure.Higher incomes means more imports weakening the balance of payments
 In slumps, supply exceeds demand resulting in a) layoffs & unemployment b) fallinggovernment tax revenues & c) increased benefit payments (G>T). However inflationarypressure falls and the current account improves.
What is the impact of the economic cycle? The impact of the economic cycle will vary by:
 The length and depth of the recession: eg a short six-month recession with a 0.1% fall in GDPhas minimal impact. A 10 year depression with GDP falling by 30% has severe implications
 Sector: It is possible for manufacturing to be in recession and the service sector booming.The impact on the public and private sectors can vary
 Industry: firms producing luxury goods with a high income elasticity of demand are moreaffected by the economic cycle than firms producing essentials
 Region: the impact of a recession will be different in the South East with a strong servicesector than the midlands north with large manufacturing
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Balance of Payments
What is the Balance of Payments? The Balance of Payments (BoP) records economictransactions between residents of a country and the rest of the world. There are two sections:
 Current Account records money flows between UK &  overseas residents arising from trade

in goods & services, income from owning overseas assets and overseas transfers
 Capital & Financial Account records money flows between UK &  overseas residents fromthe purchase of fixed or financial assets eg factories or shares, and bank deposits & loans
 Net errors and omissions to take account of discrepancies that arise in recordinginternational transactions. By definition the balance of payments must balance and =0
Outline the components of the current account
 Balance of trade in goods (visible trade) the difference between exports and imports oftangible products eg oil, manufactures and components between UK residents and non-residents.
 Balance of trade in services (invisible trade) the difference between exports and imports ofintangible products eg banking, insurance, royalties & tourism between UK residents andnon-residents.
 Current Income: the difference between income earned by UK residents from owningoverseas assets and income paid out to overseas residents owning UK assets.
 Current transfers are mainly transfer payments are made by government eg receipts fromand payments to the European Union.
Assess the UK’s current account Money entering the country to pay for imports, or wagesinterest & profits earned overseas, are credit items and have a positive sign in the BoP accounts.Money flowing out of the country are debit items and havea negative signThe UK runs a £93.4bn deficit on trade in goods and a£56.2 bn surplus on trade in services giving an overallBalance of trade deficit of £37.2BnThe UK earned £27.3 Bb net income from owing assetsoverseas while the paying out a net £13.7Bn overseas eg inaid and EU payments.The 2008 Balance of Payment deficit on the currentaccount was -£23.6Bn
What causes such a large trade in goods deficit? Reasons include:
 Lack of competitiveness

 Price: UK workers and capital have a lower productivity than EU & USA rivals sooverseas products are cheaper
 Non price the UK may also be uncompetitive in terms of quality, design, reliability andafter-sales service.

 Loss of UK comparative advantage developing countries are acquiring a comparativeadvantage in traditional manufacturing
 Sterling is overvalued resulting in relatively expensive UK exports in terms of foreigncurrency, whilst imports into the UK are relatively cheap.
Is a current account deficit a problem? It depends on the size, duration & cause of the deficitA current deficit is less challenging when:
 the deficit is a small percentage of GDP
 caused by the import of capital goods and technology that enable economic growth anddevelop comparative advantage
 A boom in the economic cycle causes an increase in imports of raw materials & components

UK Current Account
2008

£ million

Balance

Goods -93,446

Services 56,210

Balance of Trade -37,236

Current income 27,340

Current transfers -13,728

Balance on current
account

-23,624
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What is the impact of outward UK direct and portfolio investment? In the short term,overseas investment sees money leaving the country and so worsens the current account. In thelong term income earned from these UK owned overseas is a credit item in the income section ofthe current account. As a result of past overseas investment, the current account improves.
Exchange rates
What is an exchange rate? An exchange rate is the price of one currency in terms of anothercurrency or currencies.
What is a bilateral exchange rate? A bilateral exchange rate is the exchange rate between twocurrencies, eg the pound relative to the US dollar
Give an example of a bilateral exchange rate. There are many exchange rates eg the £ againstthe US$, euro, yen, etc. For the UK, the dollar exchange rate means the number of dollars ($) onepound (£) can buy and is determined by the supply and demand for sterling (pounds). If theexchange rate is, say, $2 then one £ buys two $. A buyer gives up $2 for every £1 required.
What is the value of sterling? The pound is also known as sterling. The value of the pound ismeasured in terms of the amount of foreign currency it can buy. A strong pound suggests ahistorically high exchange rate eg $2:£1.
Define an effective exchange rate. An effective exchange rate is an index value based on abasket of currencies of the UK's main trading partners, weighted according to the importance ofeach one to a country's trade.
Given an example of an effective exchange rate. In the UK the Bank of England’s sterling
effective exchange rate index (Sterling ERI) is used as the official measure of the trade-weightedexchange value of sterling against a basket of currencies.
Interpret movements of Sterling ERI. In the base year, the value of Sterling ERI = 100. Anincrease in the index value to say 110 means sterling has, on average, appreciated againstcurrencies included in the index. The pound has become stronger. A fall in sterling ERI means adepreciation of the pound against the currencies of trading nations in the index.
How is the value of the pound determined? The value of sterling is set by the market forces ofsupply and demand. Currency trading takes place in the Foreign Exchange Market (ForEx or FX).

Demand for £s: the demand curve for sterling D£ showsthe amount of pounds demanded at each and everyexchange rate. Economic agents want to exchange dollarsfor pounds to buy UK products (exports X) or buy UKassets (inward investment) or put deposits in UK banks.
Supply of £s: the supply curve for sterling S£ shows thenumber of pounds supplied at each and every exchangerate. Holders want to exchange pounds for dollars to buyUS made products (imports M) or buy US assets (outwardinvestment) or put deposits in US banks.

Define currency appreciation. Appreciation means an increase in the price or value of anasset. A rise in the exchange rate is it called a currency appreciation and means one unit ofdomestic currency buys more units of another currency or currencies.
Given an example of sterling appreciation. An increase in the $/£ exchange rate from $1.40/£to $1.50/£ means each pound now buys one and a half dollars instead of $1.4
What is a depreciation of sterling? A fall in the value of the pound means one pound buys lessforeign currency. Eg a fall from $2/£ to$1.5/£, means each pound buys half a dollar less thanbefore the fall in the exchange rate.

$/
£ S£

$2

£Bn

Forex for £:$

D£

1.2



30 Exchange rates |

Drag diagrams to show the effect of an increase in the demand for sterling and a decrease
in supply of the pound in the $:£ , foreign exchange market

Reasons include: economic agents holding dollars
want to buy more pounds, because they want to buy
more UK made products ie UK exports have
increased. Alternatively foreigners want pounds
because they are buying UK factories, shares or
moving their funds into UK banks

Reasons include UK citizens want to buy fewer US
made products. Fewer imports mean less pounds
being offered in exchange for dollars. Events in
America may make some UK economic agents less
willing to invest in the USA or to move their money
into American banks. Eg a fall USA interest rates.

Why are exchange rate movements important? The exchange rate affects of the price ofimports and exports and so influences price competitiveness of UK products.
Use a worked example to show how an appreciation of the pound can affect the price of
imports and exports. Assume two rival firms based in the UK & USA sell teddy bears in theirdomestic market and export overseas. The exchange rate affects price competitiveness eg ifsterling appreciates against the US dollar, the UK exporter must now double its US price to $20if it wants to continue to earn £10 for every bear sold, while its US competitor can now halve itsUK price to £10 and still earn $20.

UK firm exporting teddy bears to USA

UK
Price

$ price to earn £10
given1$:£

$ price to earn £10
given2$:£

£10 $10 $20

USA firm importing teddy bears to UK

US Price £ price to earn
$20  given1$:£

£ price to earn $20
given2$:£

$20 £20 £10

What factors affect exchange rates? The exchange rate is determined by the interaction ofsupply & demand for a currency:
 Demand factors: competitiveness (current account) and the merits of inward investment orloans in to the UK (capital account)
 Supply factors: competitiveness in terms of price and quality of overseas products (currentaccount) and the relative merits of outward investment or loans overseas (capital account)
What are hot money flows? In economics, hot money refers to funds that move around theworld in search of the highest short term interest rates possible.
How are interest rates and the exchange rates interlinked?A fall in UK interest rates reduces the return of depositsheld in UK financial institutions.If economic agents opt to move their funds out of the UKto overseas banks paying a higher rate of return, thesupply of sterling increases. In the diagram, increase inthe supply of sterling causes the exchange rate againstthe dollar to fall to $1.8 to the pound.
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The interest rates may also have reduced the demand for sterling shifting the demand curve tothe left, putting downward pressure on the pound
How does a change in exchange rates affect the economy? Movements in the exchange rateaffect the current account, domestic inflation, interest rates and GDP.
Identify the main factors influencing the supply and demand of a currency.

 International competitiveness in terms of price and quality of UK products comparedwith overseas made alternatives. A fall in the price, or improvement in the quality, of UKmade products increases their competitiveness. UK consumers switch away fromimports while overseas economic agents start buying more UK made items. The supplysterling on Forex market falls; the demand for the pound rises; sterling appreciates.
 Overseas national income, especially the GDP of major trading partners. For example, arecession in the USA reduces the demand for UK exports. Less sterling is demanded
 Domestic GDP. An increase in UK national income means an increase in the demand forimports. The result is an increase in the supply of pounds to convert into say dollars topay for extra imports pushes the price of the pound down.
 Foreign direct investment (FDI) factors. Where the UK is seen by overseas firms as aplace to build new factories or offices, the demand for sterling rises to pay for land andbuildings. Similarly if UK firms are attracted by the lower cost of basing operationsoverseas, then the supply sterling rises and downward pressure is placed on the pound
 Interest rates. An increase in UK interest rates attracts hot money inflows puttingupward pressure on the value of sterling.
 Speculation. $1.36 trillion is traded everyday on the London ForEx. The vast majority oftransactions are speculative where buyers and sellers buy or sell now are hoping tomake a profit on future currency movements. Where market sentiment turns against acurrency speculation causes further falls in the value of the currency. Such speculationdamages economic stability

How does a depreciation of the pound affect import and export revenues? Usually asterling depreciation reduces the price of UK exports while increasing the price of UK imports.However this assumes:
 Importers pass on increased costs in the form of higher prices. They may opt to absorbhigher import prices by cutting their profit margins. Import prices remain constant
 UK exporters may opt to keep current overseas prices and enjoy higher profit margins.Even if import prices rise and export prices fall the overall impact on net exports is uncertain
 Import revenue has a price and quantity element. A 10% increase in import pricesincreases the revenue earned from every sale. However rising prices cause a contractionin demand which lowers sales income. Overall spending on imports falls only if the

demand for imports is price elastic ie there is a bigger percentage fall in the volume ofimports than the percentage increase in price.
 Similarly the depreciation allows UK firms to lower the price of their exports. Thismeans less revenue on every unit sold. However the quantity of sales increases. Theoverall impact on export earnings depends on the price elasticity demand for exports. Ifdemand is price elastic, export revenue rises because of the fall in the value of sterlingHow can exchange rate changes affect the macro economy? Assume a reduction in the exchangerate and at the demand of imports and exports is price elastic. Depreciation generally
 Benefits domestic producers as the price of export falls while the price of imports rises,boosting exports and reducing imports. Net exports [X-M] improve shifting the aggregatedemand curve to the right. Overall impact on the economy depends upon currentcapacity utilisation, the size of the changing exports, and the size of the multiplier
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 Generates inflationary pressure. The cost of imported raw materials, components andfinished products rises.  If cost increases are passed on to consumers in the form ofhigher prices, cost push inflation follows.
Do all UK firms benefit from a depreciation of sterling? No. UK firms where imported rawmaterials or components form a significant part of total costs face higher costs of production
Macroeconomic policy

Macroeconomic policy objectives
List major macroeconomic policy objectives. low and stable inflation; low  unemployment;high and sustainable economic growth; a satisfactory balance of payments; economic stability;an acceptable distribution of income.
What is the major macroeconomic policy objective? Emphasis on an objective changeaccording to the stage in the economic cycle and current economic theories. For example thecredit crunch has seen a focus on reducing unemployment using fiscal stimulus. Previously thefocus was on containing inflation using monetary policy
How can government deliver its objectives? Macroeconomic policies eg adjusting tax rates,interest rates or competition laws, are designed to address and correct the causes of a giveneconomic problem and so enable the government to achieve its objectives
What is a policy? A policy is a course of action designed to achieve a stated objective
State the two main categories of macro policy. There are two main types of macro policy:
 Demand side policies concerned with the management of aggregate demand eg fiscal policy
 Supply side polices to raise potential GDP over time and improve the flexibility of  markets
Why does government need macro economic policies? Economies are bombarded by supplyand demand supply shocks which cause actual and potential GDP to diverge. Macro policyinstruments allow the government to manipulate the demand or supply side of the economy tomeet macroeconomic objectives faster than if markets are left to their own devices.
Distinguish between policy instruments, policy measures, and policy tools. These termshave identical meaning and refer to methods used by government to influence economic activity
What is the Treasury? The Treasury is a major government department that coordinatesgovernment economic policy and is managed by the Chancellor of the Exchequer.
List the main types of macroeconomic policy? Government can use
 Fiscal policy: the use of government expenditure, benefit payments and taxation tomanipulate the level and makeup of aggregate demand
 Monetary policy: influences interest rates which affect components of aggregate demand (C,I & [X-M] via the transmissions mechanism.
 Supply side policies measures designed to raise productive capacity and so increaseaggregate supply by making labour and product markets work better.
Explain demand management. Demand management occurs when the government intervenesin the economy to change the level of aggregate demand (AD).
State the main types of demand management policy:
 Reflationary policies stimulate aggregate demand eg lower interest rates and taxes
 Deflationary policies act to lower total spending eg higher interest rates and taxes
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Fiscal policy
Define fiscal policy. Fiscal policy is the use of government spending and taxation to influenceeconomic activity. Government spending is also called public expenditure.
List the main types of fiscal policy instruments. The two main instruments of fiscal policyinstruments are government spending and taxation

 Taxes (T): government can adjust the types, rates, and coverage ie who pays
 Government spending (G): on services infrastructure and  benefits

Taxation and government spending
Why do governments collect tax? Governments raise taxes to:

 finance public expenditure: eg education, health and defence
 finance transfer payments eg unemployment benefit
 Discourage purchases of harmful demerit goods such as alcohol and cigarettes
 Influence the level of aggregate demand as part of fiscal policy
 Achieve a greater equality in income & wealth through progressive income tax
 correct for market failure eg a polluter pays taxes on air travel
 reduce imports to improve the balance of payments or protect infant industries with

tariffs

What are the main categories of tax? Direct taxes are taxes on income and wealth. Indirect
taxes are taxes on spending.
List the main types of direct tax

 Income tax including national insurance contributions on earnings.
 Corporation tax on company profits
 Capital Gains Tax when assets such as shares are sold at a large profit

List the main types of indirect tax
 Value Added Tax (VAT) 15% is added onto the selling price of most products
 Duties a fixed amount is added to the selling price of items such as petrol and alcohol

Explain progressive proportional & regressive taxes. As income rises a:
 Progressive tax takes a higher percentage in tax
 Proportional tax takes the same percentage in tax
 Regressive tax takes a smaller percentage in tax eg TV Licence & VED

What is public expenditure? Public expenditure refers to government spending.
What is the difference between government spending, public spending, and public
expenditure? These terms have identical meaning
List the main types of government spending:

 current spending on maintaining public services eg teachers pay
 capital expenditure on infrastructure (social capital) eg schools hospitals and roads
 transfer payments from taxpayers to benefit receivers eg pensioners
 debt interest payments to holders of government debt eg bondholders

State factors affecting the level of government spending. Current spending and capitalexpenditure are discretionary (optional). Many transfer payments linked to the level ofeconomic activity eg unemployment benefit. Debt interest payments depend upon pastgovernment decisions about spending and taxes determining the level of national debt
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Government budgets
What is the Comprehensive Spending Review? Government spending proposals for the nextthree years are set out in a Comprehensive Spending Review. Spending by departments reflectsgovernment's priorities.
What is the budget The budget is the government’s annual financial statement summarisingthe country’s economic situation and announcing specific measures the government intends tointroduce to raise money to finance its spending eg through taxation or borrowing
Explain the budget position? The budget position is the relationship between governmentspending and tax revenues. There are three potential positions:
 Balanced budget: government revenue equals government expenditure ie G=T
 Budget surplus: government revenue is greater than government expenditure ie G>T
 Budget deficit government revenue is less than government expenditure ie G<T
How are budget deficits financed? If the government spends more than its tax receipts thenthe budget is in deficit. The deficit is funded by borrowing and added to the national debt.
What is the national debt? The national debt is total amount owed by the government.
How does national debt arise? The state builds up debt over time by running a budget deficit.
What determines the size of the national debt? National debt is the sum of previous budgetdeficits. The larger previous deficits, the larger the current national debt.
What is the cost of the national debt? The national debt incurs interest charges. Theopportunity cost of interest payments is the investment in infrastructure or public servicesforgone.
When is the national debt the problem? If the national debt is an excessive proportion ofGDP, then the burden of interest payments has a severe impact on the level of public services.An upper limit of the national debt not exceeding 40% of GDP was a government targets until2008. The national debt is forecast to rise to some 80% of GDP by 2013
What is the difference between a budget deficit and current account deficits? The budgetdeficit crisis occurs when government spending exceeds tax revenues. Current account deficitsare caused by a country’s spending on imports exceeding revenue from its exports.
Fiscal policy
How does fiscal policy affect the level of economic activity?
 Government spending (G) is a component of aggregate demand (AD). A change in the levelof G shifts the AD  curve moving the economy to a new equilibrium level of national income
 Income Tax and benefit rates affect the level of disposable income, hence consumption (C)
What is discretionary fiscal policy? The government deliberately adjusts its spending andtaxation to influence the overall level of economic activity
What is a government’s fiscal stance? Fiscal stance refers to the intended impact ofgovernment spending & taxation plans on the level of future economic activity and can be:
 Neutral: fiscal policy aims to have no impact on the future levels of aggregate demand (AD)
 Reflationary or expansionary:  fiscal policy aims to increase the future level of AD
 Deflationary or contractionary:  fiscal policy aims to lower the future level of AD
What is deflationary fiscal policy? Cuts in state spending or increases in taxation calculated tolower aggregate demand are called deflationary, contractionary or fiscal tightening policies
What is reflationary fiscal policy? Higher state spending or lower taxes calculated to boostaggregate demand are called reflationary, expansionary or fiscal loosening policies
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Does the government have full control over the level of its spending and tax revenues?The amount of tax raised and job-related benefits depends on the level of national income.
What are automatic stabilisers? Automatic stabilisers are changes in taxes and governmentspending beyond the control of government and brought about by the economic cycle.
Give an example of automatic stabilisers in action. Automatic stabilisers work by triggeringchanges in aggregate demand that counter the economic cycle. Eg a recession means lesseconomic activity; income, output and employment fall; unemployment rises. This means:

 Less tax revenues from income tax as staff work less overtime or lose jobs; lowercorporation tax on falling profits; and less VAT receipts without any change in tax rates
 More state spending on unemployment benefits without any change in the benefit rate

Can governments use automatic stabilisers in their fiscal policy? The government can
 Simply allow automatic stabilisers to work and take no action
 Use discretionary fiscal policy to change its overall expenditure (G) and/or taxes

Explain counter cyclical policies. As the economy moves over the economic cycle there areswings in private sector spending (C+I+X). In order to counteract the swings and achievegreater economic stability, the government increases its own expenditure in times of recessionand cuts back public spending in times of a boom.
Can fiscal policy measures be targeted? A major advantage of fiscal policy over monetarypolicy is the ability to target changes at specific households, firms and regions. Eg tax cuts forsingle parent families; new schools in deprived areas or aid for the film industry.
How can fiscal policy influence unemployment? Cyclical unemployment is caused by a lackof aggregate demand. The government can use fiscal policy to boost aggregate demand causingfirms to hire unemployed workers to increase output. Eg

 Higher government spending means more workers are required, eg to build new schools
 The initial increase in government spending has a subsequent multiplier effect
 Income tax cuts raise disposable income which be spent on consumption, imports orsaved
 Lower Corporation & Capital Gains Taxes raises rewards, encouraging investment
 Consumer confidence and business expectations affect the response to tax cuts

Use AD & AS analysis to illustrate the effect of
reflationary fiscal policy on the economy.Keynesian economists argue it is quite possiblefor an economy to be in long run macroeconomicequilibrium at Y1, below the full employmentlevel of Yfe, causing cyclical unemployment.Reflationary fiscal policies use increases ingovernment spending or lower taxes to raiseaggregate demand, shifting AD1 to AD2. The newlevel of national income is Y2, with more output &employment and lower cyclical unemployment.The impact on the price level depends on the slope of the AS curve. An increase in AD beyondAD2 generates an increase in both general prices, and income, output and employment.

How can fiscal policies affect economic growth? Sustained economic growth requires anincrease in long run aggregate supply. Specific types of spending and tax cuts can boost growth:
 Increased government spending on education and training increases productivity
 Income tax cuts increase the reward of working. This encourages economically inactivepeople to join the labour force; and workers to do more overtime.
 Lower corporation taxes and capital gains taxes increases the rewards of enterprise
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How can fiscal policy affect inflation?Deflationary fiscal policy can be used to reducethe level of aggregate demand and lowerdemand pull inflationary pressure.Lower government spending and higher taxesshifts AD1 to AD2. There is a fall in the pricelevel from P1 to P2 with not impact on outputand employment which remains at the fullemployment level of Yfe.
How can fiscal policies improve the balance of payments? A current account deficit can bereduced or even eliminated if government action reduces domestic spending on imports whileincreasing exports. Two fiscal measures can be taken:
 Expenditure reducing policies lowers domestic aggregate demand hence the demand forimport eg raising income tax and cutting government spending reduces domesticexpenditure on all products, including imports.
 Expenditure switching. Expenditure switching policies change the relative prices of importsand exports. A tariff raises the price of imports while subsidies to domestic producersincrease exports. UK membership of the EU and WTO and retaliation limits use.
What factors limit the effectiveness of fiscal policy? Demand management using fiscal policyneeds the right amount of G-T at the right time with the right time lags. This has provedproblematic in practice.
 Inaccurate economic data. Governments take action on the basis of economic data. Eg if theONS announces a recession, the government responds by stimulating aggregate demand byreducing taxes and increasing its spending. If six months later the ONS revises its estimateand states there was no recession, fine tuning has generated inflationary pressure
 Inaccurate economic forecasts. It is difficult to predict future levels of income and taxreceipts. Even if T is known, government departments do not always spend their allocatedbudgets. This makes it doubly difficult to get G-T exactly right. Forecasts are not facts.
 Delayed multiplier process. It takes time for the multiplier process of spending giving rise tomore income hence more spending, to work its way through the economy.
 Tax changes affect incentives Increasing income and corporation tax rates diminishes theincentive to work, and so reduce aggregate supply. Fiscal policy affects supply side policy.
 Fiscal policy is inflexible. Budgets occur annually.  Monthly budgets to change tax rates wouldconfuse households and firms – uncertainty reduces investment
 Contractionary fiscal policy involves politically unpopular spending cuts and tax increases.
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Monetary Policy
Define monetary policy. Monetary policy is the use of the money supply, credit, and interestrates to influence the level of aggregate demand.
What are monetary policy instruments? Monetary policy instruments are the tools used toinfluence the money supply, credit conditions and interest rates.
What is money? Money is anything generally acceptable to others as a method of payment egnotes & coins or bank deposits.
What are the main types of money? In the UK two types of money are used as payment:
 Cash ie notes & coins issued by the Bank of England are used to settle small debts
 Bank deposits are transferred by debit card or cheque to settle large transactions
Define the Money Supply. The total amount of cash and bank deposits in circulation.
What are the two main measures of the money supply?

 M0 (narrow money): notes, coin & commercial banks' deposits at the Bank of England
 M4 (broad money): M0 plus all deposits held in bank accounts

Define interest rates. An interest rate is the price of money, the cost of borrowing and thereward for lending and saving.
How are interest rates determined? Interestrates are set in the money market by theinteraction of supply and demand.MD is the demand for money curve and MS is themoney supply curve. R is the equilibrium rate ofinterest.
What is the base rate? The base rate is interestrate set by the Bank of England. Commercial banksset their own interest rates for mortgages andloans around this base rate.

Is there more than one interest rate? There are many different interest rates in the economyeg the official rate or base rate the Bank of England charges retail banks such as Barclays;London Interbank Offered Rate (LIBOR) at which commercial banks lend to each other
How can the money supply be used to
influence interest rates? An increase inthe money supply from M1 to MS2 lowersinterest rates from R1 to R2.
What is a central bank? A country's mainbank, which: issues currency; enactsmonetary policy; is banker to thegovernment & commercial banks; managethe nation’s foreign exchange reserves. TheBank of England is the UK’s central bank.

Who carries out UK monetary policy? In 1997, the government gave the Bank of England(BOE) operational independence to set interest rates.
What is the Monetary Policy Committee (MPC)? The Monetary Policy Committee MPC is aBank of England group that meets monthly to set an interest rate to influence aggregate demandand achieve the government’s target of 2% inflation.
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How do interest rates affect the economy? Interest rates affect components of aggregatedemand. Eg lower interest rates increase aggregate demand because they affect
 Consumption: lowers the reward for saving and the cost of borrowing. Households withvariable interest loans eg mortgages have more money available to spend. C rises.
 Investment: reduces costs for firms with existing loans and encourages new investment.Firms expect increased sales as households are encouraged to increase spending. I rises.
 Net exports. Sees hot money leave the UK, causing a depreciation of sterling. Lower exchangerates lower the price of exports and increase the prices of imports. [X-M] increases
What is the transmissions mechanism? The transmissions mechanism is the process bywhich a change in interest rates affects economic activity and inflation.
What factors determine the impact of an interest rate change? The impact of interest ratechanges depends on the size of the change, and overall consumer & business confidence.
How effective is monetary policy? Most nations now use monetary policy as the main meansof influencing the level of aggregate demand to achieve a macro objective. Interest rates are:
 Highly flexible eg rates are set monthly by the MPC
 Have a faster impact on aggregate demand than fiscal policy measures eg new hospitals
 Blunt instrument. Eg higher interest rates to dampen demand in a booming house markethave an adverse impact on firms struggling to compete on price in overseas markets. Saversbenefit while borrowers with variable rate loans face higher interest payments.
 Subject to time lags. Interest rate changes takes around a year to affect the output and afurther 12 months to impact to on the price level - the '1+1' rule.
 Affects other variables in the economy eg hot money flows impact on the exchange rate
 Depends on consumer and business confidence. Cutting interest rates to stimulate aggregatedemand is ineffective if low confidence means economic agents postpone spending plans
Supply side policy
What is supply side policy? Supply side policies are measures designed to increase potentialoutput.
What is the supply side of the economy? Supply side refers to economic agents involved inproduction e.g. workers seeking employment and firms creating products for sale.
Distinguish between capacity and capacity utilisation. Capacity is maximum GDP fromcurrent inputs. Capacity utilisation is the extent to which current resources are used. It ispossible to increase actual GDP by hiring the unemployed while leaving the level of potentialGDP unaffected.
What is the impact of successful supply side policy? Successful supply side policy increasespotential GDP and so shifts the long run aggregate supply curves to the right. Given matchingincreases in aggregate demand, sustained non inflationary growth is possible.
Why can supply side policies increase productive capacity? Government measures whichraise the quantity of resources, or efficiency of inputs, increase the level of potential GDP.

Use aggregate supply and demand analysis
to show ineffective supply-side policy.Given AD1 and AS1, the economy is inequilibrium at Y1. Successful supply-sidepolicies now shift the AS curve to AS2.However if AD remains unaltered, actual GDPis unaffected. GDP remains at Y1
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List the main types of supply side policy

How does education and training affect the supply side of the economy? Education andtraining can improve
 skills and so raise labour productivity allowing more output from given inputs
 the occupational mobility of labour so reducing labour and product market inefficienciesEffective training increases productivity; improves the occupational mobility of labour and givesworkers the skill levels needed for new high-tech, high value added jobs.
What is privatisation? Privatisation is where state owned firms are sold to the private sector.
Why can privatisation increase potential output? State run firms may be productivityinefficient. The profit motive gives privatised firms the incentive to increase output from giveninputs ie increase the productivity of labour. Productive capacity rises.
Why do governments regulate firms? Unregulated production can endanger workers andgenerate negative externalities eg pollution. Monopolies can exploit their market power. Firmsincur higher costs in ensuring government laws, rules and regulations are observed.
What is deregulation? Deregulation occurs when government removes or simplifies‘unnecessary’ restrictions on the operations of an industry or a firm.
Why do governments deregulate? Deregulation can reduce costs and increase competition.
What is the impact of deregulation on competition? Deregulation opens up markets to newfirms resulting in an increase in supply, lower prices and more choice for consumers. Existingfirms strive to reduce costs and maintain competitive prices to retain their customers
Give an example of how deregulation can increase competition. The Royal Mail has a legalmonopoly over the deliver of certain types of post. Allowing other firms to offer postal servicesremoves a barrier to entry and encourages competition.
How can deregulation increase the supply of labour? Visa controls restrict the ability ofskilled labour to enter the UK. Relaxing Visa control allows inward migration of skilled workers
How do tax rates affect the supply side? Tax affects disposable incomes and the rewards ofeconomic activity. Cutting high rates of marginal tax gives individuals more incentive to workextra hours, accept higher paid jobs & responsibility or risk personal capital in hope of profit.
Can tax cuts increase productive capacity? There are two opposing arguments:
 Cutting income tax rates encourages the economically inactive to join the labour force andthe unemployed to take jobs. Workers are more willing to undertake overtime
 Workers may have target income and use higher disposable incomes brought about by taxcuts to work fewer hours
 Cutting capital gains taxes encourages entrepreneurs to risk capital and organise moreproduction. Owners who sell on their successful business keep more of any capital gain
 Cutting corporation tax leaves firms with more profit to invest in research & development,new plant buildings & machinery, or distribute to shareholders to reward their risk taking.
What is the unemployment trap? The unemployment trap occurs when workers calculate thatlost benefits and extra tax mean they are no better off working than if remain unemployed.Income from benefits is higher than from working, paying tax and losing benefits.

 Improving education and training
 Improving productivity
 Privatisation
 Deregulation

 Cutting the marginal rate of direct taxes
 Reducing benefits
 Encouraging enterprise
 Reducing trade union power



40 Supply side policy |

Do can benefit cuts increase productive capacity? Cutting unemployment benefits canencourage the jobless in the labour force to seek work. If successful, better use is made of theexisting labour force and actual GDP moves towards potential GDP.Tighter eligibility rules reduce the numbers able to claim benefits. Eg paying benefits for only afixed period of time; requiring attendance at training schemes or community projects. Thegovernment is about to tighten rules for receiving long term sickness benefitsHowever cutting benefits can reduce aggregate demand causing a lower equilibrium level ofGDP. Firms cut back on output by using less labour. Producing other benefits received by theeconomically inactive
How does enterprise affect productive capacity? Enterprise is the willingness and ability torisk production. Profit is the reward risk-taking; losses penalise unsuccessful businesses. Anincrease in successful enterprise increases the number of firms in the economy
How can trade unions restrict markets? Trade unions may use their labour market power to:
 Force wages above their equilibrium
 Resist new working practices that improve productivity or insist on over manning
How can trade union reform increase productive potential?
 Firms that are unable to hire and fire are reluctant to take on new staff. Laws which reduceminimum redundancy payments and make it easier for firms to dismiss unwanted workersmake labour markets more flexible but at a significant social cost
 Labour market imperfections prevent economies moving to long run macroeconomicequilibrium. Trade union reform that reduce the ability of workers to strike to protectwages means short run aggregate supply can adjust quickly and fully to economic shocks.
How can government grants affect the supply-side? Grants to encourage foreign directinvestment or to support the development of infant industries help establish new firms. Regional
policy eg aid for relocating firms can help regenerate depressed areas. Regional aid alsogenerates a local multiplier effect. Some economists argue that government subsidies thatenable firms to retain staff during a recession maintain long-term productive capacity
What is the link between fiscal & supply side policy? Income tax and income related benefitsaffect take home pay and the incentive to work or remain unemployed. Cutting taxes tostimulate aggregate demand also increases incentives. Extra workers boost aggregate supply.
How can supply side polices reduce the unemployment trap? Supply side polices such asFamilies Working Tax Credit & Sure Start minimise the loss of benefits from taking a job
How effective is supply side policy?
 Time lags. It can take years for education and training to generate higher productivity
 Unexpected responses. Eg companies may use corporation tax cuts to raise dividends, notinvestment. Workers may use tax cuts to work less hours and maintain the same income
 Privatisation does not necessarily increase productive efficiency. Extra education spendingmay fail to raise standards or equip workers with relevant skills

What is the link between demand
management and supply side policy?Successful supply side policies shift theaggregate supply curve AS to the right.However if aggregate demand remainsunchanged at AD1, equilibrium outputremains at Y1.A rise in aggregate demand to AD2 is requiredto move the economy to a higher level of GDP.
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Reducing unemployment
How can government reduce unemployment? Government can opt for policy instrumentsdesigned to tackle the causes of unemployment. Potential measures include:
 Fictional unemployment arises through normal labour turnover and the resultant delays inapplying for interviewing & accepting jobs. Job searches take time. Policies: improve jobinformation, eg better job centres. Reduce amount & duration of unemployment benefits
 Structural unemployment arises from dynamic and challenging markets where evolvingconsumer tastes and new technologies can cause joblessness through the immobility oflabour. Policies: Offer retaining to improve occupational immobility and relocation grants toimprove geographical immobility
 Demand deficient or cyclical unemployment occurs when the economy is operating belowpotential GDP. Expansionary demand management, by say, increasing governmentspending, cutting taxes and interest rates, stimulates aggregate demand
Controlling inflation
How can government control inflation? The policies adopted depend upon the cause of priceinstability. Potential measures include:
 Cost push inflation requires government action to lower costs. For example the state canrestrict wage increases (incomes policy); cap council tax increases; or encourage anappreciation of sterling to reduce the price of imports.
 Demand pull inflation requires contractionary demand management. The state can raiseincome tax; lower its own spending or increase interest rates.
 Inflation targeting where an independent central bank can use monetary policy to keepinflation target rate eg 2.5%. Inflation expectations are lowered
Promoting growth
How can government promote economic growth? The government adopts mainly supply-side policies aimed at improving the quantity and quality of resources
Achieving a satisfactory balance of payments
How can a government correct balance of payments difficulties? Policies focus on the causeof balance of payments disequilibrium. With respect to current account imbalances. Policymeasures to increase export earnings and reduce import expenditure include:
 deflationary demand management to lower spending on imports
 import restrictions such as tariffs and quotas providing these allowed by the EU or WorldTrade Organisation
 exchange rate adjustment. For example a depreciation of sterling lowers the price of exportswhile increasing the price of imports improving UK price competitiveness
 supply-side measures to increase productivity and improve the quality of UK productscausing an increase in UK competitiveness
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Conflicting macroeconomic objectives
Can macro objectives conflict? Yes. Eg government policies to boost growth may generatedemand pull inflation and a deterioration of the balance of payments. Suppressing domesticdemand to reduce imports may improve the Balance of Payments, but cause cyclicalunemployment
Can all macro objectives be met, simultaneously? Meeting all objectives simultaneously ishighly unlikely eg once high levels of employment have been reached, output cannot beincreased any further without inflation and the BoP is likely to deteriorate as consumersincrease their sending on imports.  A trade-off is usually required between macroeconomicobjectives
Give examples of potential conflicts of policy objectives
 Economic growth v low inflation: If an economy grows too quickly, due to excessiveconsumer spending then aggregate demand outstrips aggregate supply and demand pullinflation follows. Use relatively high interest rates to subdue inflation can restrict growth viareduced consumer spending and investment. Objectives conflict.
 Economic growth v Balance of Payments:  Buoyant growth draws in more imports causingthe balance of trade to worsen.
 Low unemployment v low inflation: As demonstrated by the Philips Curve inflation andunemployment have an inverse relationship. If a government tries to reduce unemploymentthrough reflationary demand management the resulting reduction in unemployment willpush wages, and then prices, higher. If a government tries to control high inflation withhigher interest rates and reduced spending, the resulting reduced consumer spending andlower investment will result in job losses
 Economic growth v the environment & sustainability. Faster growth means more production.More production generates more pollution and also depletes non renewable resources suchas farming land, threatening future generations’ economic welfare
 Economic growth v equity if the benefits of economic growth are kept by ruling elites thedistribution of income becomes even more unequal
What factors determine the effectiveness of government policies?
 Reliability of data. Policy decisions are based on economic data which may be inaccurate. Egif ONS data underestimates current GDP, an inappropriate tax change may be made.
 Time delays. It takes time for a given policy change to impact on the economy. Eg extraspending on new hospitals can be delayed by planning inquiries and building delays.
 Multiplier effect: extra spending generates a stream of incomes and expenditures over time
 Unexpected responses: economic agents may fail to respond to a policy change as expected
 Subsequent economic shocks: a policy change to boost demand may falter if the worldeconomy later moves into recession
 Restrictions: membership of the EU and World Trade Organisation limits economic policy egnew tariffs may break WTO rules; state support of domestic banks may break EU rules
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International Trade

Benefits of international trade
Define internal and external trade. Trade is the exchange of goods and services. Internal or
domestic trade is the exchange of goods and services within national borders. External or
international trade is the exchange of goods and services across national borders.
What types of products are traded? Trade in goods includes exports and imports of tangibleproducts eg oil, manufactures and components. Trade in services includes the exports andimports of intangible products eg banking, insurance, & tourism
Why do regions and countries trade? Different countries trade because they have differentfactor endowments eg climate, skilled labour force, and natural resources vary between nations.This means some countries are better placed in the production of certain products than othersie they have a comparative advantage. Trade encourages technological progress and innovation
Use production possibility curves to show the potential gains from international tradeThe diagram shows production possibilitycurves (PPCs) for two countries, A and B,mapping combinations of good X and goodY that can be produced when all resourcesare used. The slope at each PPC reflects thepattern of opportunity cost for eachcountryFor simplicity assume each countrydevotes half its resources to producingeach product. Total world output is givenby point J. 30Y and 50X is made.Assume now complete specialisation. Country A produces 80 of good X. Country B makes 40 Y.total world output moves to point K. Both countries can benefit from specialisation and trade.
List other potential gains from international trade International trade can mean
 competition for domestic firms who must minimise costs & innovate to remain competitive
 Greater consumer choice who can opt rival imports, or new products not currently available
 Trade increase the size of the market offering opportunities for economies of scale
What are main types of goods & services traded? Regions and countries trade to acquireproducts they cannot easily produce themselves. Countries export products they can producerelatively cheaply and import products they would find relatively expensive to produce – thereason why the UK imports bananas and exports services like insurance.
The destinations of UK exports and the main sources of UK imports?iii

 The UK’s main export destinations are: US 13.9%, Germany 10.9%, France 10.4%, Ireland7.1%, Netherlands 6.3%, Belgium 5.2%, Spain 4.5%
 UK imports come mainly from Germany 12.8%, US 8.9%, France 6.9%, Netherlands 6.6%,China 5.3%, Norway 4.9%, Belgium 4.5%
Describe the broad impact of EU membership on the pattern of UK international trade.The European Union (EU) is made up of 27 countries with 419m citizens. The EU has evolvedfrom a customs union to a single market with monetary union for 11 members in the euro zone.
 The single European market came into force in 1993, removing barriers to trade such astariffs and quota and establishing the free movement of goods, people, services and capital.
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 Membership of the EU means the UK is becoming part of an integrated Europe. Economicintegration involves freeing trade by abolishing tariffs, quotas and the removal of non-tradebarriers.
 The consequence of integration is a blurring of national boundaries and the benefits ofincreased specialisation and trade based on comparative advantage
Explain the gains from international trade in general terms. Trade allows
 Specialisation that increases total output thereby increasing economic welfare. See thetheory of comparative advantage.
 Firms greater scope for economies of scale.  Trade opens up foreign markets and allowsfirms to increase production. Resultant lower unit costs reduce prices and benefitconsumers.
 Improves consumer choice. Domestic consumers have access to overseas goods
 Increased competition reduces the power of domestic monopolies and encourages firms tobecome world-class and adopt best practice product and process innovations to reduce unitcosts.
What is free trade? Free trade occurs when a county abolishes any controls or restrictions oninternational trade such as tariffs or quotas.
How can government restrict international trade? There are two main methods of limitingimports and exports
 Tariffs: imposing a tax on imports
 Non tariff: imposing regulations on trade eg foreign-exchange restrictions
Explain tariffs using relevant diagrams. A tariff is a tax on imports and can be used to restrictimports and raise revenue for thegovernment.In a closed economy with nointernational trade, price is P1 with Q1exchanged. In an open economy with noprotectionism the country is a price takerfor the imported good ie it can import allit likes at price P2.The total sold is Q5 of which: domesticfirms supply Q2 – a reduction of (Q1-Q2);foreign firms supply Q5-Q2Adding a tariff to the world supply curveraises price to P3. Domestic firms supply Q3 – an increase of (Q3-Q2) Foreign firms supply Q4 –a reduction of (Q5-Q4)Tariffs raise price and reduce consumption and prevent consumers from enjoying the fullbenefits of international trade.
What is protectionism? Protectionism is measures taken by the government to shield domesticfirms from foreign rivals eg tariffs, quotas and regulation
Apart from tariffs how else can a government restrict international trade?
 Foreign-exchange controls can be introduced to limit the availability of foreign currency topay for imports
 an embargo is when the state forbids the import or export of a product
 Bureaucracy: Customs officials can insist on complex documentation which raises the cost ofimports
 Regulations set higher standards for imports than for domestically made products
 the government can give preference to domestic producers
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Why restrict imports? Economic rationale for import controls include:
 Infant industry argument. Newly developing industries need short run protection fromlower cost overseas rivals until they become fully established and able to compete in termsof price and quality. A comparative advantage is acquired
 Improving the Balance of Trade. Import controls reduce the volume and value of importsimproving the current account
 Counter dumping where importers are charging ‘unfair’ low prices
 Enable restructuring. Declining domestic industries need short term protection ie time torestructure (eg invest in new capital or training) to improve long term productivity andregain comparative advantage
 Raise revenue. Tariffs on luxuries generate taxes  to pay for essential services eg basic healthcare and improve equity
 Encourage import substitution to boost domestic industry by replacing imports withdomestically produced goods
What are the arguments against protectionism?
 Trade barriers distort domestic markets, pushing up prices and insulating inefficient sectorsfrom competition.  They encourage the inefficient allocation of resources
 Using tariffs & quotas to restrict imports limits the potential gain from specialisation andtrade. World output falls and less wants and needs are satisfied.
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Glossary

Absolute advantage: when a country canmake more of a given product using fewerresources than another nation. Unit cost ofproduction is lower.
Active demand management:government use of fiscal or monetarypolicy to change levels of aggregatedemand
Actual GDP: the level of real GDPproduced by a country in, say, one year
Actual economic growth: an increase inreal GDP from using more of an economy'sexisting resources. Short run economicgrowth
Aggregate demand: total spending ondomestic output at a given price level, overa given time period, usually one year
Aggregate supply: shows the total outputdomestic producers are willing and able toproduce at a given price level, over a giventime period, usually one year
Anticipated inflation: the expected rate ofinflation for the near future.
Appreciation: an increase in the value ofan asset or the exchange rate
Automatic stabilisers: changes in taxesand government spending beyond thecontrol of government and brought aboutby the economic cycle
Average propensity to consume: theproportion of household income spent onproducts
Balance of Payments: a record ofeconomic transactions between residentsof a country and the rest of the world, overa period of time, usually one year.
Balanced budget: government revenueequals government expenditure
Bank: a financial institution that acceptsdeposits from savers and makes loans toborrowers
Base rate: the interest rate set by the Bankof England. Commercial banks set theirown interest rates for mortgages and loansaround this base rate
Borrowing: gaining credit from a lender tobe repaid, with interest, within a definedtime period
Budget: expected annual governmentincome & expenditure
Budget deficit: government revenue isless than government expenditure

Budget surplus: government revenue isgreater than  government expenditure
Capital & Finance Account: a record ofmoney flows between UK &  overseasresidents from the purchase of fixed orfinancial assets eg factories shares andloans
Central bank: a country's main bank,which issues currency, enacts monetarypolicy, and is banker to the government &commercial banks
Circular flow of income: the movement ofspending and income across an economy
Comparative advantage: the ability toproduce a product at a relatively loweropportunity cost than other countries,regions or individuals
Comprehensive Spending Review:government spending plans for themedium term eg next three years
Consumption: domestic householdspending on consumer products
Cost push inflation: inflation caused byincreasing prices of inputs eg wage rise,increased import price (importedinflation) or higher indirect taxation.
Current Account: a record of money flowsbetween UK &  overseas residents arisingfrom trade in goods & services andinvestment income from owning overseasassets
Cyclical unemployment: the number ofjobless as a result of insufficient aggregatedemand compared to aggregate supply.
Deflation: a sustained decrease in thegeneral price level
Deflationary policies : governmentmeasures to lower total aggregate demandand spending eg higher interest rates andtaxes
Demand management: governmentintervention in the economy to change thelevel of aggregate demand
Demand pull inflation: inflation resultingfrom increases in aggregate demandunaccompanied by an increase inaggregate supply: "too much moneychasing too few goods"
Depreciation: a fall in the value of an assetor an exchange rate.
Discretionary fiscal policy: thegovernment deliberately adjusts itsspending and taxation to influence theoverall level of economic activity
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Disposable income : income left afterdeducting direct taxes, and adding statebenefits
Discretionary income: income left afterdeducting direct taxes, adding statebenefits and paying for essentials such asfood and shelter
Dumping: when exports are priced belowunit cost, or at a lower price than in theexporter’s home market
Economic inactivity: people of workingage who are not seeking a job because ofearly retirement, family, long-termsickness or full-time study
Economic agents : a term used in modelbuilding to categorise groups of individualsor organisations eg : consumers, firms, thegovernment and international
Economic cycle: fluctuations in the levelof real GDP over time over four stages:recession, recovery, boom and slowdown
Economic growth : an increase in thecapacity of the economy to produce goodsand services, over time. An increase inproductive potential is usually means arise in GDP
Economic indicator: Any economic metric(statistic) that measures economic activityeg GDP, economic growth, inflation orunemployment rate, or current account
Economic performance: how well acountry uses it scarce resources.
Economic shocks: unanticipated eventsthat affect aggregate demand or supply
Euro zone: the 11 EU countries that haveadopted a common currency, the euro
European Union: an association between27 European member states seekingeconomic and political co-operation andintegration.
Expenditure reducing: policies lowersdomestic aggregate demand hence thedemand for imports
Expenditure switching: policies thatencourage economic agents to substitutedomestic for overseas made products.
Exports: spending by overseas residentson domestically made products
External economic shocks: a significantunexpected economic event occurringoutside the economy eg recession in theUSA

Factor endowment: the quantity andquality of land, labour, capital andenterprise a country possesses
Fine tuning: government use of fiscal,monetary or exchange rate policy tochange levels of aggregate demand
Fiscal policy: the use of governmentexpenditure, benefit payments andtaxation to manipulate the level andmakeup of aggregate demand
Fiscal stance: the intended impact ofgovernment spending & taxation plans onthe level of future economic activity
Foreign Exchange Market: the placewhere currencies are traded (FOREX)
Foreign currency reserves : officialinternational reserves (deposits) ofoverseas currencies of $, €, ¥ etc held bythe government at the Central Bank.
Free trade: a county has no governmentcontrols or restrictions, such as tariffs orquotas, to limit international trade
Frictional unemployment: the joblesshave appropriate skills for vacancies arejobless but need time to find newemployment
Full employment : all workers seekingjobs can find employment at the goingwage rate. There is no cyclicalunemployment
Gini coefficient: measures the degree ofincome inequality between differenthouseholds The lower its value, the moreequally household income is distributed
Globalisation: the process of ever closerlinks between national economies
Golden rule: over the economic cycle thegovernment borrows only to invest andnot to fund current expenditure
Government: the body that passes andenforces laws, collects taxes to financepublic expenditure, and intervenes in thefree market to change behaviour
Gross Domestic Product (GDP): the totalvalue of goods & services produced withina country's borders in a given time periodeg a year. The sum of all economic activityin UK territory
Gross National Income: the total incomeearned by the citizens of a country in oneyear from economic activity, during a givenperiod, usually one year
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Gross National Product: measureseconomic activity a nation’s citizens whereever they are in the world
Hot money flows: highly liquid funds thatmove around the world in search of thehighest short term rate of return fromexpected interest rates and exchange ratechanges
Human capital: the skill knowledge andexpertise of the labour force acquiredthrough experience education and training
Imports: spending by domestic residentson goods and services produced overseas
Income distribution : the extent to whichtotal income is shared out betweenhouseholds
Infant industry : industries with apotential comparative advantage that needshort run protection from lower costoverseas rivals while they establishthemselves
Inflation: a sustained rise in the price level
Inflation rate: The percentage increase inthe price level over a given period of time
Infrastructure: the stock of capital used tosupport the economic system
Injection: Additions of extra expenditureinto the circular flow of income generatedby investment, government spending, orexports
Integration: when economic activity inseparate regions or countries becomeincreasingly interlinked andinterdependent eg the European Union.
Interdependent: when economic agentsare interlinked eg trading partners becomemutually dependent on one another forproducts
Interest: the charge made for the use ofborrowed money for a period of time; thereward for lending; the price of money
Interest rate: the sum charged forborrowing money, expressed as apercentage.
International competitiveness: theability of firms in an economy to match theprice and quality of other nation’s output.
International trade: the exchange ofgoods and services across nationalborders.
International sector: the importing and
exporting of products between one or more
countries

Investment: spending by domestic firms
on capital goods
Keynesian school: economists influencedby the work of J M Keynes who believe thatmarkets often fail to clear requiringgovernment intervention.
Labour force: the total number of people
employed and those registered as
unemployed. B400
Labour Force Survey : a measure ofunemployment which totals all those whohave looked for work in the past monthand are able to start employment in thenext two weeks.
Labour intensive: the use of a highproportion of labour in production relativeto other resources
Leakage: household withdrawals ofpotential spending from the circular flowof income through saving taxes or imports
Lending: extending credit to a borrower tobe repaid, with interest, within a definedtime period
Long run economic growth: an increasein the economy’s capacity to producegoods and services. Potential economicgrowth
Macroeconomic equilibrium: whenaggregate demand equal aggregate supplywith no tendency for output or the pricelevel to change
Macroeconomic objectives: a wholeeconomy aim of the government eg lowunemployment
Market economy: an economic systemwhere the market forces of supply &demand are used to allocate scarceresources between alternative uses
Mixed economy: an economic system thatuses both market forces and state controlto allocate scarce resources betweenalternative uses
Model: a simplified view of complexrelationships and processes, used to makepredictions
Monetary policy: the use of interest ratesto affect aggregate demand via thetransmissions mechanism.
Monetary Policy Committee: a Bank ofEngland group that meets monthly to setan interest rate to influence aggregatedemand and achieve the government’sinflation target
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Multiplier effect: the process by which achange in an injection or leakage in thecircular flow of income brings about agreater change in GDP
National debt: the total amount owed bythe government. The sum of previousbudget deficits
Nationalisation: the transfer of ownershipof a firm from the private to public sector
Negative output gap: actual GDP is lessthan potential GDP causing cyclicalunemployment
Net exports: the difference between acountry’s exports earnings [X] and its totalspending on imports [M] ie [X-M]
Net investment: investment after suchdepreciation of fixed assets is taken intoaccount. Net investment = grossinvestment - depreciation
New Classical school: economists whoargue that free markets are self regulatingand always clear quickly so that wages &prices adjust rapidly to changes withoutstate action.
Nominal GDP: GDP valued at currentprices eg 2008 output valued at 2008prices
Non-renewable resources: naturalresources such as oil which cannot bereplaced and so can only be used once
Opportunity cost: the best alternativesacrificed when an economic choice ismade. The opportunity cost of more leisuretime is the lost wages sacrificed.
Output gap: the difference between aneconomy's potential and actual GDP
Performance indicators: the measuresused to judge  the success of anorganisation eg prices, profits orproductivity
Planned economy: an economic systemwhere the state decides what to produce,how to produce it, and for whom toproduce goods & services.
Positive output gap: actual GDP exceedpotential GDP, generating inflationarypressure
Potential economic growth: an increasein the economy’s capacity to producegoods and services.  Long run economicgrowth
Potential output: highest level of output acountry can produce with current

resources that delivers both fullemployment and stable inflation
Price level: the average of the prices of allthe goods and services produced in theeconomy
Price stability: no or minimal changes inthe price level
Primary sector: The part of the economythat extracts natural resources eg farming,fishing, quarrying and mining.
Privatisation: the transfer of ownership ofa firm from the public to private sector
Productive capacity: the maximumpossible GDP of an economy given itscurrent stock of resources ie labour andcapital. Potential output
Protectionism: measures taken by thegovernment to shield domestic firms fromforeign rivals eg tariffs, quotas andregulation
Public expenditure: governmentspending
Public sector: that part of the economymade up central government localgovernment, and public corporations
Public sector net cash requirement : thedifference between the revenue of generalgovernment and its spending
Purchasing power: The amount ofproducts a unit of currency, eg one pound,can buy
Purchasing power parity: The exchangerate  at which one unit of currency willpurchase the same amount of products inthe USA and another country
Quaternary sector: The part of theeconomy that creates intellectual andinformation processing services egscientific research, R&D, education, and IT.
Quota: the legal limit on the amount of aproduct that can be imported
Rate of inflation: the percentage increasein the general price level, during a givenperiod, usually one year
Real GDP: nominal GDP adjusted forinflation ie current output valued atconstant (base year) prices.
Recession: two or more consecutive fallsin quarterly GDP
Reflationary policies : governmentmeasures to stimulate aggregate demandeg lower interest rates and taxes
Rules based policy: governments adjustmacroeconomic policies to ensure
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published rules are kept eg the nationaldebt must not exceed 40% of GDP
Saving: For households, savings is thatpart of disposable income which is notspent
Secondary sector : The part of theeconomy that manufactures goods eg, cars,construction & energy utilities
Short run economic growth: an increasein real GDP from using more of aneconomy's existing resources. Actualeconomic growth
Social exclusion: low income groups aredenied access to products
Stagflation: an economy experiencingboth inflation and unemployment
Standard of living: the average amount ofGDP for each person in a country ie per
capita GDP.
Strong pound: the value of sterling isappreciating relative to other currencies
Structural change : a change in therelative importance of the primary,secondary and tertiary sectors of aneconomy over time
Structural unemployment : the joblesshave inappropriate skills for vacancies
Supply side policy: measures designed toraise productive capacity and so increaseaggregate supply by making labour andproduct markets work better
Sustainability: meeting the needs of thepresent without compromising the abilityof future generations to meet their ownneeds
Sustainable growth: an increase in GDPthat does not compromise the ability offuture generations to meet their ownneeds
Sustainable investment rule: thenational debt, as a percentage of GDP isheld at a stable and prudent level of nomore than 40% of real GDP.
Tariff: a tax on imports and can be used torestrict imports and raise revenue for thegovernment.
Taxes: compulsory charges imposed bygovernment on individuals & firms
Terms of trade: the ratio of export pricesto import prices expressed as an indexvalue
Tertiary sector : the part of the economythat creates services eg transport, tourism,banking, insurance and retail

Trade barriers : barriers and restrictionson the import or export of products
Trade in goods: exports and imports oftangible products eg oil, manufactures andcomponents.
Trade in services : exports and imports ofintangible products eg banking, insurance,& tourism
Trade deficit: The value of exports is lessthan the value of imports ie net exports isnegative lowering aggregate demand
Trade surplus: The value of exports isgreater than the value of imports, ie, netexports is positive boosting aggregatedemand
Transaction: the act of buying or selling(exchanging) a product
Transfer payments: unearned benefitspaid out to households by the governmente.g. unemployment, disability and childallowances
Transition economies: countries movingfrom a planned to market economicsystem.
Transmissions mechanism: the processby which a change in interest rates affectseconomic activity and inflation
Treasury: the government departmentresponsible for the UK’s economic policy.
Trend growth: the average rate ofeconomic growth in a given period of time– usually the course of the economic cycle
Unanticipated inflation: The failure ofeconomic agents to estimate the futurerate of inflation, accurately
Unemployment: people who are willingand able to work are unable to find apaying job
Unemployment rate: the proportion ofthe labour force registered as unemployed.Given by the equation: total unemployed/
number in the labour force x 100
Unemployment trap: lost benefits andextra tax mean employees earn lessincome from working than if they remainunemployed
Weak pound: the value of sterling isdepreciating relative to other currencies
Wealth: the current value of anindividual's assets eg house and shares
Wealth distribution: the extent to whichtotal wealth is shared out betweenhouseholds
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Working age population: in the UK, thetotal number of men aged 16 to 64 and women aged 16 to 59

i What Was the U.K. GDP Then? http://www.measuringworth.org/datasets/ukgdp/result.phpii Source: ONS National accounts: GDP: expenditure chained volume measures at market prices.http://www.statistics.gov.uk/STATBASE/tsdataset.asp?vlnk=215&More=Yiii CIA World Fact Book 2008 https://www.cia.gov/library/publications/the-world-factbook/geos/uk.html#Econ

http://www.measuringworth.org/datasets/ukgdp/result.php
http://www.statistics.gov.uk/STATBASE/tsdataset.asp
www.cia.gov/library/publications/the-world-

