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AS 2 Economics Course Companion

Unit AS 2: Managing the National Economy 
What is this unit about?

In this unit you will be learning about how the macro-economy works. Macroeconomics is the study 
of the national economy as a whole, rather than its individual parts. 

Beginning with a simplified model of how an economy works, you will learn how the government and 
other public bodies like the Bank of England monitor economic performance, and ways in which they 
seek to influence it.  You will build on the model of the economy by studying how aggregate demand 
and aggregate supply interact.  On completion of the unit, you should understand what policies 
governments may use to achieve certain economic objectives, how they are meant to work and why 
they sometimes fail. 

You will investigate issues which form the basis of news reports about the economy and learn, among 
other things:

• how inflation damages an economy; 
• why it may be difficult to avoid some level of unemployment; 
• how periods of increasing prosperity, though normally considered a sign of economic success, 

may also have some less desirable consequences; and how events in other parts of the world 
may affect the national economy. 

The focus is mainly on the economy of the United Kingdom, although in short-answer or data-
response questions you may be given familiar types of information about other economies and asked 
to interpret it. 
 
 
What are the main topics I need to study?

The exact number and sequence of topics you will study in this unit will depend on how your teacher 
decides to organise the course. However the content is organised, you should always try and relate 
the concepts and theories you study to real world events and trends. It is likely that this unit will 
follow a structure similar to the one which follows: 

National Income and the “Circular Flow” model 

You will learn how wealth and income differ, how income is calculated and what influences it.   Wealth 
is a stock. A nation’s wealth is its real assets, which may decline or grow over time in value or quality. 
Income is a flow. It is new welfare being created as a result of factors of production being put to work. 

Ideas and concepts you will be dealing with include:  

The circular flow model: households, firms, government and other economies.

Leakages from, and injections into, the circular flow.
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Components of expenditure: 
     consumption, investment, government expenditure, net exports.

The link between the flows in this model and national income accounting. 

The idea that income ≡ output ≡ expenditure.

Gross Domestic Product/Gross Value Added

Gross National Product (GDP - net income from abroad)

Capital consumption/depreciation

Real and nominal values of some of these measures

Limitations of national income statistics as comparative measures of welfare, including differences 
in population; environmental, social and working conditions; composition and distribution of GDP; 
distortions due to cultural differences; definitions of productive activity; and relative purchasing 
power of currencies.

Alternative measures of welfare, such as the United Nations’ HDI.

Aggregate Demand, Aggregate Supply and Macroeconomic Equilibrium 

The theory of aggregate demand and aggregate supply is the basis for the formulation of economic 
policy in the United Kingdom and many other developed market-oriented economies. It seeks to 
explain the forces that determine the level of national income, and the likely effects of various 
changes within an economy, external events and policies. 

Key areas for understanding include: 

The aggregate demand (AD) curve showing planned national expenditure over a range of real prices
The inverse relationship between the levels of prices and expenditure due to:

• the income effect of price changes, changing what people can afford
• the substitution effect when relative prices of foreign goods change
• the interest-rate effect when rising prices result in rises in interest rates; this is a deterrent to 

spending and an increased incentive to save 

Shifts in the AD curve which can be brought about as a result of changes in expectations, fiscal policy, 
monetary policy, exchange rates or relative productivity in countries with which the nation trades. 
The aggregate supply (AS) curve showing planned national output over a range of real prices. 
The distinction between the short-and long-run AS curves.
 
The direct SRAS relationship between levels of prices and output due to a time lag between rises in 
prices of goods and services and rises in prices of resources:  in the short run, producers feel that 
higher prices make it worth their while to increase output by employing less efficient factors of 
production. 
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Factors causing shifts in the AS curve, including: 

changes in costs of production, taxes and subsidies in the short-run changes in the quantity or 
quality of factors of production or the efficiency with which existing resources are used in the long-
run. 

The interaction of AD and AS to determine equilibrium levels of income, output and prices. 

Macroeconomic Objectives, Problems and Indicators 

This section should clarify the economic issues that make headlines in the news because they have 
such a direct effect on people’s economic welfare. You will also learn that, whatever governing parties 
promise, it is often very difficult - or impossible - for those managing an economy to meet all their 
targets at once. 

Topics you will be investigating include: 
Four generally-agreed targets for macroeconomic management (in bold below).
Pressures on governments to consider other objectives such as 
redistribution of income or protection of the environment. 
Distribution of income - why inequality might be an economic problem.
Illustration  of inequality income distribution using the Lorenz curve.
Derivation of the Gini coefficient by comparing perfect equality with the actual distribution shown 
by the Lorenz curve.
Inflation - the sustained fall in the value of money.
Causes of inflation: demand-pull and cost-push explanations. 
Adverse consequences of inflation, including 
the arbitrary redistribution of incomes; 
uncertainty and disincentive to investment; and 
decline in international competitiveness. 
The meaning and interpretation of index numbers.
The measurement of inflation: the Consumer Prices Index (CPI) and Retail Prices Index (RPI). You 
may be asked to make calculations based on index numbers or on the concept of “weighting” or to 
explain why official agencies may refer to different measures in different circumstances. 
Deflation - an overall decrease in prices of goods and services. 
Adverse consequences of deflation, including increases in the real value of debts; 
the tendency for consumption and (thus) investment expenditure to fall
Unemployment, including awareness that this is a problem with social implications. 
Types (categories or causes) of unemployment. 
The concept of a “natural” or “non-accelerating-inflation” rate of unemployment. 
The Claimant Count and International Labour Organisation approaches to measuring 
unemployment. 
The difference between economic inactivity and unemployment. 
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Economic growth and its implications for material well-being, the environment, international 
payments and government finances. 
Factors which cause growth and how it is measured.
The idea of economic cycle: recovery/growth~boom~peak~recession/slump.
Output gaps - reasons why an economy may be at equilibrium without full employment.
The balance of international payments. Negative consequences of trade imbalances and the 
impact of changes in global demand or supply on a national economy. Detailed understanding of 
the structure of the UK balance of payments is not required at AS level. 
How pursuing one or more objectives may make others difficult to achieve. 
Why governments and economic agencies are interested in forecasting economic trends and why 
this is often difficult in practice. 
Differing priorities in economic objectives. 

Economic Policy and its Effectiveness 

Here you will investigate how governments try to achieve their macroeconomic objectives and how 
success may be measured. In detail, this study area involves: 
 

Types of macroeconomic policy: fiscal, monetary and supply-side policies. 
Fiscal policy: adjustments to levels of government expenditure and taxation. 
Differences between current and capital government expenditure.
The potential consequences of imposing various forms of taxation, for example, the effects on 
government revenues, consumption patterns and the possibility of disincentive effects.
Classification of taxes as direct or indirect.
Automatic and discretionary fiscal policy.
The effects of fiscal policy on levels of AD or AS.
Monetary policy: interventions to affect the cost and/or availability of credit in the economy. 
How rises in interest rates increase the cost of credit and cause a fall in AD, and vice versa.
The role of the Monetary Policy Committee of the Bank of England.
Supply-side policies: a range of measures to stimulate the supply of goods and services in the 
economy including reducing the government’s involvement in the economy, helping to create an 
enterprise culture, increasing the mobility of factors of production, increasing incentives to effort 
and enterprise, and the reduction of the power of monopolies in product and factor markets.
Exchange rates - the potential effect on the economy of exchange rate changes.
Intervention of a national government in international currency markets.
The need for different policy instruments to address different aspects of a single macroeconomic 
problem.
The possible consequences, including the social and political implications, of government failure to 
select or apply appropriate macroeconomic policies. 
The external constraints on the operation of certain policies, including international obligations or 
free movement internationally of goods and resources.
The likely consequences in different economic conditions of polices aimed at influencing either AD 
or AS.
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The comparative effects of different policy instruments, including possible undesirable short- and 
long-term side effects.
Arguments for and against the government relying on one type of policy for macroeconomic 
management. 

Taking AS level examinations in the revised specification format.

The scheme of assessment for GCE Economics has changed quite significantly, and you are strongly 
urged to think carefully about examination strategies which will enable you to earn the highest 
possible grade.

Until there are some past papers available for the current specification candidates may be consulting 
past papers from the previous specification for ideas about questions which may be set.  It is 
important to note that some advice given to candidates preparing for legacy examinations is not 
necessarily the same advice as examiners would offer in these new circumstances.  Because of this, 
some comparisons will be made from time to time in these notes to highlight how it may be wise to 
work on new techniques for Economics examinations from 2017.

Comparing the examination papers that were set between 2008 and 2016, the first obvious difference 
is that the revised examination has three sections instead of two, yet the time for completing the 
paper remains at one-and-a-half hours.  Be reassured because the overall demands on students have 
not changed. Some skills are tested in different ways and there will be less emphasis on extended 
responses.

The table below gives an overview of the new assessment structure and gives possible time 
allocations for each section. These time allocations are only estimates of how long a typical candidate 
may wish to spend on each section. Individual candidates may find different sections of the paper 
more or less challenging than others and may, as a result, allocate their time differently.
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Scheme of assessment 

section total marks Type of 
question

Structure Emphasis Possible time 
allocation
(minutes)

some elements of knowledge and understanding will feature in all questions
A 25 short-answer 4 - 7 questions, 

probably 
worth 2 - 6 
marks each

numeracy, 
application, 
analysis

20-25 

B 35 data response 4 questions 
graduated 
in demand 
and marks 
available

all key skill 
areas will be 
tested

40

C 20 essay one single-part 
question from 
a choice of two

focus will be 
on evaluation 
and judgement 
(and analysis) 

20-25

There is no simple formula to equate recommended time spent on a section with 
marks available therefore this suggestion builds in a small safety margin to allow 
for brief planning or review 

5

Total 80 both AS units are equal in value, 
50% of AS or 20% of an overall award at ‘A’ level

90

Will I need a calculator?

Yes. The use of electronic calculators in ‘A’ level Economics has always been actively encouraged.  The 
new specification requires that a minimum of 20% of the total marks available in the A level series 
are allocated to the assessment of quantitative skills. In any one paper this may be significantly higher 
than 20%. Therefore bringing a calculator to the examination is more important than ever.

Section A: Short answer questions 

Section A is the only entirely new element of the examination.   However, it may be helpful for 
candidates to think of a product well known in the D-I-Y market, which is advertised with the slogan 
that it “does exactly what it says on the tin.”  

In the past, one of the introductory sections of a three-part essay may have asked candidates to 
‘Explain how an Index of Retail Prices is constructed.’   People have got used to the idea that this 
would be a cue to supply a context for the RPI, including reference to its purpose.  The answer would 
then explain ideas about selection of items in the “basket” of commodities and the concept of 
weighting, possibly going on to identify problems associated with compilation of indices.  

This type of question will appear more rarely on the new assessment model. Instead the skills and 
knowledge tested in such questions are likely to be tested in a short-answer question like the one 
below:
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Typical short-answer question on a Retail Prices Index:

Q. Researchers from a country’s statistical agency have identified five broad categories of 
consumption in which changes in price are regularly checked to measure the country’s rate of 
inflation.  On 1 January 2016 the RPI (base 2005 = 100) was 150. 

 Expected percentages of households’ spending in 2016 on each category, and price changes 
during the year 2016, are shown in the table below:

consumption category 2016 percentage of household 
spending

change in prices
31/12/15 to 31/12/16

food and drink 15 -10%
house and home 25 +8%

transport 15 +4%
education and leisure 25 +10%

personal spending, including 
clothes

20 -6%

(a) Calculate the rate of inflation during 2016.                           [3]
(b) What would be the value of the RPI on 1 January 2017?                            [2]

How do I answer this question?

(a) The first piece of advice is to do exactly as the question asks. 
 You haven’t been asked to write an explanation so you do not need to do so.  Completing the 

calculation correctly will show that you could have identified percentage expenditure as the 
basis for weights and clarified that each price change was not equally significant, but because 
you weren’t asked to, you didn’t.  Simply writing down the correct answer (2.4%) will gain you 
the full [3] marks. 

However…
 If you make an error in the calculation and write down nothing but an incorrect answer you will 

gain no marks. Thus it is advisable to construct a table and show the examiner your working out. 
By doing so you may gain some marks even if you arrive at the wrong answer. 

 Therefore a typical correct answer may look something like this:
(a) 
consumption category price at end of 2016 as 

percentage of price at 
end of 2015

weight column 2
x

column 3
food and drink                       90   15 1350
house and home                     108 25 2700
transport                     104 15 1560
education and leisure                     110 25 2750
personal spending, 
including clothes

                      94 20 1880

total in column 4 (10240) ÷ total weight (100) 102.40
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 the measured rate of inflation for the one-year period is 2.4%

 for laying out the table correctly, you would earn [1] mark
 for the first 5 rows of the table you would earn [2] marks

 (b)  1 January 2016 RPI value × 102.4% = 153.6

 Even if you failed to calculate the answer accurately in part (a), a correct 
 calculation in part (b) based on your part (a) answer would earn [2] marks

 
General advice for this type of question: 

Be calm: Keeping your wits about you should help you earn higher marks.  It is not an uncommon 
error for Economics candidates to confuse index points with percentage values.  Once you have 
calculated the rate of inflation for 2016 it is worthwhile to write the answer clearly as a statement 
rather than a bare figure.  Remember that the numeracy skills the exam is testing are supposed to be 
at GCSE level.  It is unlikely that the answer to part (b) will just be simple addition.

It is well known, though, that exams are stressful.  The formula for updating an index may refuse to 
come into your mind.  If you find yourself stuck, don’t waste time.  Leave some space and highlight 
the margin beside the unfinished question.  Work on to finish the rest of the section; then come back 
and do something!  

Think logically.  There has been inflation (but not much); the index will be higher.  Thinking what a 
correct answer might look like could give you a clue how to proceed.  Only if you have no idea what 
you ought to be doing is it worthwhile to sacrifice total relevance and just write something you do 
know - or guess! The only time you are guaranteed to receive zero marks is when you write nothing!!

Be resourceful - as far as possible, anyway!  Sometimes it is helpful to look at the information 
provided and ask yourself why the examiner considered it useful or the task based on it relevant, 
This may help you to understand that the January 2017 index value will be 2.4% higher than it was in 
January 2016.  Even recording this without calculating the answer accurately may earn you [1] mark.  

Be flexible: Sometimes examiners will want to test knowledge and understanding, simply. No matter 
how important the advice above is, if you’re asked in a short question to explain what something is, 
provide a concise definition and develop that briefly.

Be economical with your time and maximise your productivity.  Throughout Section A, each question 
should be read carefully in line with the relevant mark allocation. Writing a short essay, in response to 
a question that is worth only four marks, is a very inefficient way to use your time!
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Section B: Data Response

The data response section is the part of the exam which has changed least from the previous scheme 
of assessment. As a result you will find that all the past papers from 2008 (and many of those before) 
will provide you with valuable insight into the nature and style of this form of assessment.

The key differences that do exist include: 

• A reduction in the number of marks available from 40 to 35
• A corresponding reduction in the suggested time allocation from 45 minutes to approximately 

40 minutes
• A reduction in the number of questions from around six or seven to four.

In the data response section the questions asked will relate directly to a piece of source material. The 
source material will normally contain a written section of approximately 600-800 words and quite 
probably at least one chart, table or graph. 

Approaching the data response section

To ensure success in this part of the paper: 

• read all of the source material first to ensure that you understand what it is trying to say or 
show;

• read all of the questions; and
• read all of the source material again. 

When reading the source material for the second time, highlight the sections which you feel might 
help answer the questions. This second reading is very important as often the answer to a question is 
contained in, or suggested by, the source material.

Making good use of the source material

It is important that you realise that you are expected to use the source material in your answers. It is 
called a data response question after all! However you will gain little reward for simply “copying and 
pasting” large sections of the source material into your answers. 

The data response section aims to assess your ability to interpret and analyse the information 
provided and apply your knowledge of economic models and theory to answer questions on new and 
possibly unfamiliar contexts. 

While this may sound daunting, be comforted by the knowledge that examiners are aware that this 
paper can be challenging and will be sympathetic to candidates who make a genuine effort to write 
focused answers and who endeavour to apply the theory they have learned in class to the questions 
asked. 

Take each question in turn

While there is no hard and fast rule with regard to the type and style of questions in this section of 
the exam, a look at past papers and the sample assessment materials would suggest that many of the 
papers follow a broadly similar format.  
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Question (a)

The first question on this part of the paper will probably require you to analyse and interpret written, 
numerical, diagrammatic or graphical data. You may also be required to make calculations such as 
percentages or percentage changes or you may be asked to calculate and interpret index numbers. 

It is important to realise that this not an examination in statistics and you will not be expected to carry 
out very difficult calculations.  Nevertheless, you may also be asked to describe trends in economic 
data or to describe the relationship between two variables.  Although these are fairly elementary 
skills, students often lose marks in questions of this kind.

Describing trends:

A trend is an approximate path which statistics follow.  If you are asked to describe a trend you need 
to consider whether the figures are constant, rising or falling. 

To score full marks in this type of question

• you firstly need to describe the trend; 
• you then need to include figures e.g. start figure and the end figure; and 
• finally calculate a percentage change over the period.

If there are periods when the data moves in the opposite direction from the general trend then you 
need to explain that there are fluctuations in the data and give at least one example of when this 
occurs.  If there are two or three trends (as there might be with some time series data) then divide 
the information into the separate parts and describe each trend.

Describing relationships:

Often a question will give you two pieces of data and ask you describe the relationship between the 
two. Look to see if the two pieces of data are moving in similar directions (a positive relationship) 
or in opposite directions (an inverse relationship). Remember in some cases there may be no 
relationship between the two pieces of data.

It is important that you describe the relationship and use the data to support the relationship you 
have described. For example, if you are claiming that there is an inverse relationship between the 
two pieces of data, you need to describe those periods when the two pieces of data move in opposite 
directions. If there are periods when the general relationship breaks down you need to mention them 
as well to gain full marks.

Checking your calculations (which applies equally to any question in Section A or B)

An important tip about calculations is to try to develop the skill of estimating in advance what an 
answer might be.  Sometimes candidates simply write down what appears in their calculator display 
without asking themselves if the figure makes any sense.  

Example
Suppose you are presented with a graph showing inflation-adjusted prices of one grade of crude oil 
from February 2006 (approx. $65) to February 2016 (approx. $35).   The highest price (at 2016 values), 
was $140, reached in June 2008.
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If you are asked to describe the trends in oil prices, accurate percentages are probably best, but you 
should check them against rough answers.  

The highest price is approximately double (2.15 times) the initial price; by the end of the period, 
crude oil cost about ½ (54%) of its price 10 years earlier, and had fallen to about 1/4 (25%) of its 
maximum. Making these rough mental calculations will give you something to compare your actual 
answer against and will act as a good reference point.

Question (b) and (c)

These questions will normally require you to examine a particular issue or analyse why something 
is happening. These questions will typically aim to give you an opportunity to demonstrate that you 
can analyse economic issues and events and apply the theory you have learned in class to real world 
situations. 

While the issues discussed and the data used may be up-to-date at the time the exam was written, 
the source material may be a little dated and things may have changed significantly by the time you 
sit the exam. It is perfectly acceptable to demonstrate to the examiner that you are aware of how 
things have changed since the exam was written, but you should still answer all the questions in the 
context of the data presented.

Using diagrams

In many cases questions (b) and (c) may ask you to draw a diagram. When drawing your diagram be 
careful to label it accurately and fully as you will lose easy marks if your diagram is incomplete or 
inaccurate. Often the difference between a top level 3 answer, and a middle level 2 answer, is the 
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quality of the diagram produced. 

You are strongly advised to ensure you bring a couple of sharpened pencils and a ruler into the exam 
for use when drawing diagrams. Experience would suggest that exam candidates often rush their 
diagrams in an attempt to save time in an exam. This is a strategy that should be avoided at all costs. 
The extra 60 seconds or so it takes to draw a large, clear diagram with a ruler, may end up being a 
very efficient use of your time as it is likely to result in a higher mark for that question.

Even if a diagram is not specifically asked for in the question you will still gain marks for an accurate 
and fully labelled diagram which supports your analysis.   

Question (d)

The final question will normally require you to demonstrate your ability to evaluate potential policies 
or judge a particular viewpoint and is likely to be worth between 12 and 15 marks. You should 
approach this question in much the same way as you do the essay question in Section C of the paper. 
How to approach these ‘evaluate’ or ‘critically examine’ questions will be discussed in the next section 
of this course companion.
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Section C: Essay section
The general advice offered about answering data-response questions (ie; the use of accurately drawn 
diagrams and using the source or stimulus material) is equally valid in this section. 

In the previous specification candidates had almost 45 minutes at their disposal to write a three-part 
essay.  The final part of this question was worth 15 marks and required candidates to use judgement 
- for example, about the validity of some assertion, the usefulness of some piece of theory, or the 
effectiveness of some policy or policies.

Candidates would have built up to this through two preliminary parts, involving less high-level skills.  
Many of the marks for the demonstration of these skills are now allocated to Section A.  (That’s why it 
is advisable to allocate sufficient time to complete section A to the best of your ability.)

From 2017, essay questions will be prefaced by a few explanatory lines, indicating the knowledge 
base and clarifying the context in which understanding is to be applied. (This is designed to assist 
candidates and you would be well advised to consider the points when planning your response).
The essay in the new examination will be quite like the part (c) of questions set in the previous 
specification.  Examiners recognise that completing this new, one part, essay is a rather more exacting 
task than simply finishing off a longer essay - hence the 20 mark tariff.  Be aware that there still are 
7 or 8 marks in that mix for demonstrating your knowledge and understanding and applying them to 
the specified situation or idea.

Choose your question carefully

In this section of the exam you must answer one question from a choice of two. While both questions 
are designed to be of equal difficulty and will test the same skills, you may find that you know more 
about one question than the other. 

Obviously you should choose the question you feel you can answer best.

Plan your answer

Take a few minutes to jot down the key ideas you wish to address and the order you intend to address 
them. Too often candidates rush into a question without careful planning and their answer becomes 
a mish-mash of unconnected ideas and thoughts which gains very little favour with examiners. Taking 
a few minutes to plan your answer will lead to a more coherent response and will gain many more 
marks.

Answer the actual question – not the question you hoped had been asked!

Start your answer with an introduction which sets the answer you intend to provide in the context of 
the actual question asked. Take each point you intend to make in turn and fully develop each issue 
before moving on to the next one. When addressing each point, explain your thinking clearly and 
provide relevant examples or evidence to support the point you are making. Doing this will allow you 
to gain valuable marks for application and analysis. 
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Demonstrate effective evaluation and judgement

In the essay section approximately half of the marks available are for the demonstration of evaluation 
and judgement.  Ensure that you consider all the relevant alternative points of view and that you 
judge the importance of each individual point. Sometimes candidates simply list a number of pros and 
cons in the hope that this will gain them evaluation marks. This form of superficial evaluation will gain 
little reward.

What you actually need to do is neither very difficult nor overly complicated.  If you read the part of 
the examination specification detailing the skills candidates are expected to demonstrate, you will 
see that the fourth assessment objective states that candidates must “evaluate economic arguments 
and use qualitative and quantitative evidence to support informed judgements on economic issues”.  
Just as in a court of law, it is essential that a judgement is based on evidence.  You must look for 
evidence about the topic - ideally evidence which supports alternative points of view - and then 
comment on the quality of that evidence and present a conclusion.  It doesn’t have to be a definite 
approval or rejection of the idea or policy in question.  It is perfectly valid to present a judgement that 
acknowledges that the situation is too complicated, or the evidence insufficiently clear, for a simple 
‘yes/no’ answer.

Although it’s always a good idea to keep yourself informed about what’s going on in the world, you 
can do well in Economics examinations without constantly reading scholarly journals.  In the normal 
course of preparing revision notes, get in the habit of including references to events or comments 
which may prove useful in essays.  These may be points discussed in the classroom or interesting 
snippets you picked up in an Internet search about the topic.  Teachers, textbooks and guidance 
materials from the examination board are useful sources of ideas about how theories may fail to 
cover all possibilities or policies may not (wholly) solve problems.

Elsewhere, you may have read advice about including a “final judgement”, but please be reassured 
that markers in this subject will give you credit for an overall summary of your ideas whatever your 
preferred style for expressing them.  If you feel more comfortable beginning your essay with a 
statement of your considered opinion, referring to data you will be presenting to support it, by all 
means do so.  

General evaluative points in economics

There are some general evaluative points which can be applied to many different aspects of 
economics to keep in mind when trying to produce a high quality evaluative answer. However be 
careful not to over-use these points or depend on them exclusively in an answer.

The ceteris paribus assumption

The “ceteris paribus” assumption is a very useful tool in economics as it enables us to isolate one 
particular variable in our analysis of some situation or other. However in reality “other things” rarely 
do remain exactly “equal”.  The number of people in employment may have risen, but that doesn’t 
necessarily mean the unemployment rate has fallen, because there may have been an increase in the 
population of working age, or else more people may be actively seeking work.  

The assumption that economic agents are rational

The “rationality” assumption is also often rather suspect.   Someone who needs a job done around 
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the house might feel guilty looking for the best-value price from local trades people instead of 
employing their cousin.  Mentioning such things may not lift your answer into the highest levels, 
but it’s better than not making any truly evaluative comment at all. For more information on why 
consumers (and other economic agents) may act irrationally please see the Fact File entitled 
Consumer Rationality.

Policy impacts are inconsistent 

Politicians may apply sets of policies which were successful at some other time or place in 
circumstances where they are no longer appropriate.  ‘A’ level candidates often write about policies 
meant to fix some problem as if just passing a law brings instant solutions, but in fact, legislation is 
often very difficult to enforce.  
Note that very often politicians are under pressure to be seen to be doing something about a 
particular issue.  In some cases they may choose the quick or obvious option even when they know 
that it may not be the best.  For example, politicians often talk about tightening up laws around waste 
disposal, in the full knowledge that tightening laws is unlikely to prevent criminals from “fly-tipping”.  
The example of “fly-tipping” is by no means the most difficult of situations.  There are thousands 
of decent, law-abiding householders in Northern Ireland who may not even be aware they live in a 
designated “smokeless zone”, because burning ordinary coal in an ordinary fireplace (illegal or not!) is 
what everybody else is doing.

A politician’s or spokesperson’s policy stance may be driven by personal motivation

Anyone arguing their own case with force and fluency will generally pick the best arguments to back 
it up, but this doesn’t make their case the only just one.  It is always useful to consider the aims and 
values of someone expressing a particular point of view.  For instance, representatives of charities 
generally don’t support cutbacks in governments’ welfare spending, and entrepreneurs will rarely 
argue for increases in taxes on business! However, in both cases the particular policy may well be the 
best one in the current circumstances. 
No policy is perfect – but that does not mean they are ineffective

Sometimes a way out of an economic crisis involves unpleasant consequences for some groups in 
society, but that doesn’t inevitably mean that solution should not be tried.  Similarly, since perfection 
is unachievable, it is often a mistake to think only in ‘black-and-white’ terms.  For example, most 
people consider pollution to be undesirable; however the optimum amount of pollution in an 
economy may not be zero. This is because the external costs of some productive activity may be 
significantly less than the additional welfare the activity provides.

Information failure

As well as deliberate bias, it is worth considering whether information on which an opinion or 
decision may be based is out-of-date, incomplete or inaccurate.  Some data may not really mean what 
someone who is presenting it believes.  

As an example, consider some statistics published by the European Union’s Eurostat agency featuring 
details of Gini coefficients for EU member states.  These appeared in a report on taxation within 
member states and its effects.  The most recent data permitting comparisons dated, in most cases, 
from 2010.  
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A researcher who did not read the entire document might list a certain selection of countries in a 
different order of inequality in income distribution than one who had studied the whole document.  
The figures for market income (in the middle column below) show rates of inequality that seem 
uniformly quite high.  When comparison is made with the figures for disposable income in the right 
column, a common picture emerges of greater equality after intervention by national governments.  
That is not the only difference, however: some of the positions in a rank order of income inequality 
would be altered.  It is important, even when official statistics are quoted, to be certain exactly what 
they mean.

Gini coefficients, selected EU member states, 2009-2010

Country Market Income Disposable Income

Denmark   3                    0.50   2                    0.26

Ireland   6                    0.59   4                    0.32

Poland   1=                  0.46   3                    0.30

Portugal   4=                  0.52   6                    0.34

Slovenia   1=                  0.46   1                    0.25

United Kingdom   4=                  0.52   5                    0.33
 
Imperfect information may be better than no information

An imperfection in any theory or analytical field of study does not necessarily render it useless.  
Meteorology in the UK has a chequered history, but despite notable occasions when forecasts have 
been inaccurate, they have undeniably helped people plan for routine and abnormal bad weather.  
Likewise, economic forecasting is often inaccurate.  However, having some idea as to the likely 
rate of inflation over the next year (even if this isn’t exact) is more useful to firms and government 
departments than having no information at all.

Things to avoid: (a list of don’ts)

Don’t think that beginning a paragraph with “However, ...” fools the examiner when you’re not 
expressing a contrasting idea at all.  The same is true for expressions such as “On the other hand, ...” 
etc.  By all means use such vocabulary - but do so appropriately.

Don’t express normative ideas as if opinions are evidence -
Many aspects of government policy are unpopular and it is perfectly valid to dislike them yourself 
and favour different political opinions.  What’s sloppy is to express this opposition only by saying 
something such as ‘this policy is unfair’.

Don’t, at the same time, be timid about stating facts even if they are unsavoury.
For example, when discussing the impact of immigration it would be unwise and unnecessary to 
express strong hostile opinions either about immigrants or about other people’s opposition to 
immigration.  However, it is quite acceptable to show that you are aware that the arrival of workers 
from other countries may create social tensions in the host community. 

Don’t approach all problems as if economics has all the answers and don’t be afraid to say that 
non-economic considerations are also important. For example in the debate over advantages and 

Source: Eurostat
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disadvantages of membership of the European Union, some people whose lives have been affected by 
wars in Europe may have different perspectives on European unity from those who feel bureaucratic 
control from some outside agency is an unnecessary limitation on their freedoms.

Don’t be beguiled by the proposition you’re asked to consider critically. Evidence would suggest 
that some candidates have been unduly influenced by the wording of a statement they’re asked to 
comment on.  Some topics are more difficult than others, but examiners are obliged to set questions 
on all parts of the specification.  Sometimes, therefore, exaggerated or extreme views have been 
presented to give candidates a little help.  An example of this might be to attribute a quote in the data 
to someone arguing that “the government should stop paying unemployment benefits because many 
people spend them foolishly, and they remove the incentive for looking for work .”   Just because this 
view is expressed in the question does not mean that that you are expected to agree with it. Indeed it 
should not be too difficult for you to find some fault with this statement!  

Finally be careful with the “quality of written communication” 

The assessment of essay and data response questions which require you to write extended answers 
takes into account the quality of your written communication. This does not mean that you have to 
write elegant phrases with long words to earn high marks.  However, it does mean that you take care 
with your spelling, punctuation and grammar and that you use economic vocabulary accurately. Try to 
express your ideas clearly and concisely and present your arguments logically and coherently.  Focus 
on what the question is asking you and do not include irrelevant or unnecessary information in your 
answers. Always write in sentences and paragraphs and avoid lists of bullet points unless you are 
short of time to complete a question. 

How can I make the most of my ability?

Study tips
Each student who studies economics is different and has her or his own preferred learning style. 
However research has shown that there are a number of factors which tend to be common to most 
students. Therefore there are a number of strategies which should help you to become a better 
learner.  The list of study tips below is not meant to be exhaustive. It is a starting point to help you 
begin the process of learning more effectively.

Find a quiet spot where you can work without interruption.

Where you study can be just as important as how you study. For the best possible learning 
environment, you should try to find a nice quiet spot that is free from interruption.

If possible, try to find a spot that you can call your own, with plenty of room to spread out all your 
material. If you go to this same spot each time you wish to study, you will find yourself adapting to 
a productive study routine. When you study in the same place each time, you should become more 
productive in that spot because your brain associates it with studying.

Rewrite your notes

Research has shown that our brains create engrained memories through repetition. The more times 
we hear, see, or repeat something to ourselves, the more likely we are to remember it.

It goes without saying that everyone should study their notes at home. However simply re-reading 
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your notes again and again is not very effective as it can cause you to become disengaged and 
distracted.

To get the most out of your study time, you need to make it active. Rewriting your notes in a 
different form for revision purposes helps to turn passive study into an active and engaging learning 
experience. You can begin using this technique by buying two notebooks for Economics. You can 
use one of the notebooks for making notes during each class and the other for rewriting your notes 
outside of class.  Alternatively, if you have access to a computer and printer, you can use these to 
produce a set of neat and attractive revision notes.

Use flashcards, mind maps and mnemonics 

Flashcards can help you learn new subjects quickly and efficiently since they allow you to study 
anywhere at any time. Their portable nature lends them to quick study sessions on the bus, in 
traffic, between classes or at lunch. To create effective flashcards, don’t load up the entire card with 
information. Instead, you should dedicate each card to just one concept.

One of the best ways to make flashcards is to put a question on the front and an answer on the back. 
This way, you can repeatedly quiz yourself until you have mastered that particular topic.

A mind map is a diagram which puts words, pictures, thoughts and ideas into an interconnected 
diagram which can be used to help you make connections between different sections of the course. 
Mind maps are believed to be one of the best ways of learning new things since they help you to 
relate what you want to learn with something you already know.

A mnemonic is a verbal memory aid like a rhyme or special word which can be used to help you 
remember things. If you have lists to memorise it may be best to take the first letter of each word in 
the list and use them to make another word which will help you remember all the words in the list.

Use past paper questions

After you have spent time revising your notes, it is important to test yourself to see how much you 
know. One good way to do this is to try and answer questions from past papers. Obviously in the first 
few years of this specification there will be few past papers to choose from. However even though the 
scheme of assessment has changed looking at questions from the old specification is still very useful. 
The data response section has changed very little and the part C of the legacy essay questions will 
give you some insight into the type of essay question you might be asked in the new assessment.  
Initially when attempting past papers, you should spend as much time as you feel is necessary to 
complete each question. However, as exam time approaches you should try to complete the question 
in the time you will be given in the exam. This will help you develop the timing skills required in the 
examination. Remember practice makes perfect!

Read around the subject

Some people think economics is only about money, business and the stock market. While these 
are important elements of the subject, economics also deals with a wide range of social and 
environmental issues such as climate change, globalisation, immigration, sustainable development 
and the distribution of income.

To be truly successful in economics it is important that you are able to apply basic economic concepts 
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to this wide array of contemporary issues and the best way to ensure that you are able to do this is 
to read as widely as possible around the subject.  For more information on where to read around the 
subject see the further resources section of this course companion.
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Further resources
Text books

There are a number of excellent textbooks available which cover the content of this unit in detail. 
The list below covers some of the most commonly used texts and should in no way be interpreted 
as prescribing particular books at the expense of others. The subsidiary list includes some wry and 
challenging views of the subject - a kind of antidote to conventional Economics.  Some of titles may 
be hard to find, but other works from the same authors may be equally subversive; they are included 
for interest only - not to be considered ‘recommendations’!  

For more advice on which texts to read or purchase consult your teacher.

Anderton A G: Economics
Anderton, A G: Economics for AS Level 
Beardshaw, J et al: Economics: A Student’s Guide
Begg, D & Fisher, S: Economics and Economics Workbook
Cramp, P: Understanding Economic Data
Lipsey, R G & Harbury: C: First Principles of Economics
Maunder, P et al: Economics Explained 
Begg, D & Fisher, S: Economics and Economics Workbook
Sloman, J: Economics 

Chang, H-J:  Economics, The User’s Guide
Galbraith, J K: The Essential Galbraith
Harford, T: The Undercover Economist
Krugman, P:
 The Accidental Theorist: And Other Dispatches from the Dismal Science
Ormerod, P.: The Death of Economics

Websites

UK Treasury      www.hm-treasury.gov.uk
The Bank of England     www.bankofengland.co.uk
The Office for National Statistics   www.ons.gov.uk
The International Monetary Fund   www.imf.org
The International Labour Organisation www.ilo.org
The OECD      www.oecd.org
European Union Statistical Agency  www.ec.europa.eu/eurostat
The Institute for Fiscal Studies        www.ifs.org.uk
The World Bank        www.worldbank.org
Department of Enterprise, 
Trade and Investment      www.detni.gov.uk/ 
Office of National Statistics   www.statistics.gov.uk/

HSBC: UK economy explained   www.hsbcukeconomyexplained.co.uk/

The Financial Times     www.ft.com
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The Times     www.the-times.co.uk
The Independent    www.independent.co.uk
The Guardian     www.guardian.co.uk
The Telegraph     www.telegraph.com
The Economist    www.economist.co.uk
BBC Business news   www.bbc.co.uk/news/business

Think Economics    http://www.whitenova.com/thinkEconomics/adas.html
David Smith economic blog   www.economicsuk.com/blog/000237.html 
Freakonomics blog   freakonomics.blogs.nytimes.com/
Tutor2U    www.tutor2u.net/
Economics online   www.economiconline.co.uk
Khan Academy   www.khanacademy.org/
Economics Help   www.economicshelp.org/
Investopedia    www.investopedia.com
S-cool     http://www.s-cool.co.uk/a-level/economics
Economic resources on the net www.econwpa.wustl.edu/EconFAQ/EconFAQ.html

There are some worthwhile sites on YouTube, including
     www.youtube.com/user/pajholden
     www.youtube.com/user/EconplusDal

Other publications

Economics Review magazine  Phillip Allen Updates
Economics Today magazine  Anforme limited
UK Economic Outlook   PWC

CCEA resources

Factfiles have been prepared on a selection of topics including some new to the specification and 
some which regularly seem to cause problems for candidates.

Further factfiles are planned during the lifetime of the specification.
Factfiles relevant to AS 2 published during 2016 are: 
 Index Numbers and Indexation
 Measuring Inequality

Some worthwhile resources may have been overlooked or are as yet unpublished; look out on http://
www.rewardinglearning.org.uk/microsites/economics/gce/, the CCEA Economics microsite, for 
updated information.
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GLOSSARY
Activity rate:    The proportion of the population which is either in work or registered as unemployed. 
It is a measure of the extent to which the population is economically active. It is also called the 
participation rate.

Aggregate demand curve:    This plots the level of aggregate demand against the price level. It slopes 
downward from left to right showing that at lower price levels, there will be higher levels of aggregate 
demand for any given level of income.

Aggregate demand:    The total demand for goods and services in the economy. 
It includes consumer expenditure, investment by firms in capital equipment and stocks, government 
expenditure on goods and services and the net effect of exports minus imports.

Aggregate supply curve:    The aggregate supply curve plots the total amount of goods and services 
produced against the price level. In the short run the aggregate supply curve will tend to slope 
upwards from left to right as higher prices will raise profits and encourage producers to expand 
output.

Aggregate supply:    The total of all goods planned to be produced in the economy. In the short run, 
aggregate supply may increase in response to a rise in aggregate demand that forces up the general 
price level. However, in the long run aggregate supply can only be increased by the availability of extra 
resources, improvements in technology or increased efficiency.

Balance of (international) payments:    A statement of all financial payments into and out of a 
country over a given period of time such as a year.

Boom:    A period of very rapid economic growth.  Firms employ less efficient resources in their haste 
to expand; inflationary pressures build up in the economy.

Circular flow of income:    This describes the process by which income flows around the economy 
continually between firms and households and vice-versa.

Claimant count measure of unemployment:    This is the number of people in the UK receiving the 
Job Seeker’s Allowance benefit, but that total may include people who are doing some part-time 
work.  Recipients must be able to prove they are actively seeking work.  It is generally a lower figure 
than the officially-recognised Labour Force Survey total.

Consumer Prices Index (CPI):    The CPI is the government’s primary measure of inflation and the one 
on which its inflation target is based.  It is an internationally comparable measure of inflation also 
used by other European countries and the European Central Bank.

Cost-push inflation:    This is caused by increases in the costs of production which firms pass on to 
their customers in the form of higher prices.

Credit crunch:    A period of financial difficulty in which banks are reluctant to lend to each other, 
business and individuals; interest rates may be much higher than normal. A credit crunch as 
experienced in 2007/8 may cause or prolong a recession and make the operation of official interest 
rate policy less effective.
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Crowding-out:     An idea that heavy government borrowing soaks up funds available for lending and 
drives up interest rates, thus preventing private firms from borrowing when they might otherwise 
want to. 

Cyclical unemployment:    {also described as “demand-deficiency”) Unemployment arising from a 
downturn in the economy as a result of long-term fluctuations.

Deflation:    A sustained fall in the general level of prices.  The real value of debts rises.  Businesses 
and consumers tend to postpone spending as they expect prices to fall further.  These factors may in 
turn lead to businesses cutting output or closing and to a further rise in unemployment. 

Demand-pull inflation:   This is caused when there is a positive output gap.  Planned spending 
exceeds current potential output, giving producers an opportunity to charge higher prices.

Depression:    Though there is no precise definition, a depression is normally considered to be an 
economic downturn that is far more severe and long-lasting than a recession (see recession).

Depreciation:    In the context of this unit, depreciation means the wearing out of capital assets.  
Gross investment includes spending on replacement of assets. (Students and teachers may find useful 
development of these ideas on the website ‘Economics Online’.)

Deregulation:    Cutting “red tape” by reducing legislation, or otherwise reducing the extent to which 
the state intervenes in a market or markets generally

Distribution of income:    The way in which national income is divided between different income 
groups within a country, for example, the percentage of national income earned by the richest and 
poorest tenths of the population.

Economic cycle:   (also historically referred to as the trade or business cycle)
Although most economies continue to grow in the long-term, they tend to experience fluctuations in 
terms of stagnations or bursts of rapid expansion.

Economic forecasting:    The use of economic models (simplifications of real world economic activity) 
in an attempt to predict future trends in key economic indicators such as economic growth, inflation 
and unemployment.

Economic growth:    An increase in the productive capacity of the economy. This can be shown by an 
outward shift in the production possibility frontier. The rate of economic growth is normally measured 
by the percentage increase in real gross domestic product (GDP) over a period of time such as a year.

Economic inactivity:   The situation in which people have dropped permanently or temporarily out of 
the labour market for a variety of reasons, including: 
 long-term illness or disability; early retirement; having a wealthy and generous life partner;  
 education, re-training or a ‘career break’; and family responsibilities - for example, care for  
 children or the elderly. 

Economic welfare:    The extent to which the economy is able to provide people with the resources 
required to ensure their physical and emotional well-being and allow them to lead satisfying lives.
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Equilibrium level of national income, output and prices:     A situation in which aggregate demand 
is equal to aggregate supply. At this price level, buyers are prepared to purchase all the output that 
firms are planning to produce, there is no rise or fall in stocks and no reason for the price level to 
change. The equilibrium level of output may be more or less than the full employment level (see 
output gap).

Exchange rates:    The rates at which one currency may be changed for another in international 
markets.  When economic conditions mean that the price of pounds in terms of euros rises, and more 
euros may be bought for each pound exchanged, the pound is said to be appreciating against the 
euro.

Fiscal policy:  This is government policy in relation to its expenditure and revenue-raising through 
taxation and borrowing. The main fiscal policy measures are set out in the Budget in the spring 
of each year. This follows an annual review of fiscal policy in the autumn in the form of the Pre-
Budget Report.  Fiscal policy may be automatic (as the economy expands government revenue in 
the form of taxes increases more than proportionately and acts as a brake to control the rate of 
growth.  The reverse is true when the economy is shrinking.)  It may also be discretionary - (this is 
when governments deliberately change relative revenues raised from taxes or their spending as a 
percentage of GDP.)

Fixed capital formation:    increase in stocks of assets needed for production - eg :
 a window-cleaner buys a tank and spray equipment; a plumbing supplies company extends its  
 showroom by 50 square metres; a market gardener buys a lorry; a pharmaceutical company  
 buys a photocopier.

Frictional unemployment:   When people are between jobs, recently graduated, seeking to return to 
work or in some similar situation, there is a time lag between their decision to seek a new job and a 
suitable vacancy becoming available.  There will always be frictional unemployment in an economy, 
but in a buoyant economy it need not be a serious problem.

Gini coefficient:   This is  a numerical indicator of inequality in the distribution of income in an 
economy.  It is based on a comparison of a Lorenz curve with the straight line on the same graph scale 
which would represent perfectly equal distribution.  The greater the divergence between the Lorenz 
curve and that straight line, the higher the value of the Gini coefficient and the more unequal the 
distribution.

Government expenditure:    The government’s spending may be classified as current - (salaries of 
government employees or paying for items such as bandages for the NHS or heating government 
offices) or capital - (building new hospitals or other elements of infrastructure.)  Governments are 
committed to recurring current expenditure, but capital expenditure may vary from year to year.  It is 
important to differentiate between G, the element of expenditure in the circular flow from which we 
exclude transfer payments to avoid double counting, and total public sector spending.

Gross investment:    Total spending on machinery and so on used for production.  It includes 
replacement of capital assets which have worn out. Generally in the UK about three-quarters of gross 
investment involves spending on replacing obsolete or useless assets.

Gross domestic product (GDP):    This is the total value of all goods and services produced by an 
economy over a period of time such as a year.
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Gross national product (GNP):    This is a measure of total spending power in the economy. It is 
obtained by adding net property income from abroad to GDP.

Gross value added:    In some estimates gross domestic product, statisticians try to avoid double-
counting by focusing on the value of the contribution to the economy of each individual producer, 
industry or sector in the United Kingdom.  It is a synonym for GDP in the output or income methods.

Index numbers:   An expression of changing values over time as a percentage of a value at a base 
period.  Hence, value at that base period is always 100.

Inflation:    A significant and persistent rise in the general level of prices resulting in a fall in the value 
or purchasing power of money.

Infrastructure:    The network of capital assets necessary for an economy to function at any advanced 
level.  Infrastructure includes railways, sewers, ports and communications systems, including 
broadband access, and much besides. 

Injections:    These occur when money flows into the circular flow of income. The main injections are 
investment, government expenditure on goods and services and exports.

Interest rate:    Interest is payment for the use of someone else’s money.  For example, it may be 
charged by financial institutions on loans to customers or offered by them to depositors. The interest 
rate is the actual charge per period of time and varies according to the length of time before the 
money is withdrawn or repaid and the riskiness of the transaction.  

International Labour Organisation:     An agency of the United Nations.  Guidelines it has published 
are followed by many countries internationally for producing uniform and unbiased statistics on 
unemployment.  
(see Labour Force Survey)

Keynesian economists:    In very simple terms, “Keynesians” are those who favour the ideas of John 
Maynard Keynes who was very influential after the Second World War until  the 1970s.  The term is 
generally used as a “shorthand” for those who argue that some public sector intervention, including 
use of demand-side policies, is essential for economic stability.

Labour Force Survey:    The basis for official unemployment statistics in the UK and the whole EU.  
Data is compiled from a household survey.  By this method, people are considered unemployed if 
they have not had any work for four or more weeks, and could start a job within two weeks.

Labour productivity:   The amount of GDP per hour worked.  It is very important but definition and 
measurement can be inconsistent and imprecise.  It can be influenced by skill and motivation of 
the work force or the quality of capital or management.  It should not be confused with how ‘hard’ 
people work.

Leakages:    These occur when money flows out of the circular flow of income. The main leakages are 
saving, taxation and imports.

Lorenz curve:    This is a graphical representation of the degree of inequality in the distribution of 
income among the population of a country.  The horizontal axis shows cumulative percentage of the 
population, while the vertical axis shows cumulative percentage of income.  The gradient of the curve 
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is initially shallow on the left, becoming steeper throughout its length.

Macroeconomic stability:    Maintaining sustainable growth in the economy in a way which avoids, as 
far as possible, a cycle of booms and recessions.

Macroeconomics:    The study of the economy as a whole. It deals with the aggregate or total values 
for variables such as aggregate demand and supply, national income, total consumption, investment 
and expenditure.

Monetary policy:    This is policy in relation to the cost and availability of credit in the economy. In 
recent years, the main lever of policy has been the use of interest changes to influence the cost of 
credit and thereby the level of aggregate demand in the economy. Since 1997, the Bank of England’s 
Monetary Policy Committee has independent control over the official interest rate in attempting to 
achieve a target rate of inflation set by the Chancellor of the Exchequer.

Monetary Policy Committee: (see Monetary Policy above)

Natural (or non-accelerating inflation) rate of unemployment:    Some economists believe that there 
is a long-term level of unemployment at which the economy will naturally settle. This is the level at 
which inflation is stable. Though unemployment may fall below this level in the short-run, this will 
only be at the expense of accelerating inflation which will in the long-run lead to job losses.

Neoclassical economists:   In very simple terms, neo-classicists are those who most influenced 
economic policy in developed market-oriented economies since the 1980s.  The term is generally 
used as a “shorthand” for advocates of supply-side policies who believe that welfare is maximised by 
leaving the economy as far as possible to be steered by the operation of free markets.

Net investment:    This is the amount of spending on new capital goods - (ie, not simply replacement 
of worn-out machinery and so on).  In the UK it is only a fraction of gross investment. Positive net 
investment is an indicator of future economic growth.

Net national product (or national income):    This is obtained by deducting capital consumption (the 
amount of capital that has worn out during the year) from GNP.

Office for National Statistics:    The independent government agency responsible for official statistics 
in the UK.

Output gap:    This is a situation in which the equilibrium level of output in the economy differs from 
that required to employ all resources to their full capacity. A negative output gap is typified by the 
existence of considerable unemployment and idle capital equipment. A positive output gap may 
occur in the short term when producers stretch existing resources beyond the capacity that could be 
maintained in the long run.

Per capita:    (for example, per capita GDP)  per person or “per head”

Policy conflicts:    The situation in which one policy objective can only be achieved at the expense 
of another, for example, control of inflation through a reduction in aggregate demand might have a 
trade-off in terms of increasing unemployment and reducing economic growth.

Production possibility frontier (also known as Production Possibility Curve): A diagrammatic 
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representation of total potential output of an economy.  It assumes two types of production 
possibility and that all resources are used efficiently.  The curve is bow-shaped, touching both axes 
and bulging away from the origin.  It illustrates how opportunity costs change as more resources are 
reduced to one or other type of production.

Purchasing Power Parity:    The rate at which currencies exchange for each other in international 
markets does not necessarily reflect their actual domestic purchasing power.  When making 
international comparisons, correction should be made for what a currency will buy in real terms 
within the country where it is used.

Rate of inflation:    The percentage rise in the general level of prices measured over a given period of 
time, normally a year. This is normally measured by the percentage increase in an indicator such as 
the CPI.

Real values:   (as opposed to nominal values, for example of GDP)  The nominal value of any variable, 
expressed in monetary terms, may be misleading if there have been changes in the value of money.  
For example, if money wages have increased by 5% in a particular time period, but inflation has also 
been 5%, real wages remain unchanged.

Recession:    A situation in which real gross domestic product is falling over a prolonged period of 
time. In the UK, a recession is officially defined as two consecutive quarters of negative economic 
growth. In a recession, business and consumer confidence declines, there is a fall in investment and 
consumer expenditure, and unemployment tends to rise.

Recovery:    (in the economic cycle) the phase following recession during which there are small, 
gradual increases in investment, output and employment.

Redistribution of income:    The attempt to alter the distribution of income, normally to make it more 
equal by taking income from the richer sections of society and giving to the poorer sections.

Retail Prices Index (RPI):    The RPI was another indicator of changes in the general level of prices, 
at one time referred to as the “headline” rate of inflation. The Office for National Statistics has “de-
designated” the RPI as an official statistic, mostly for reasons of mathematical reliability, but it is still 
compiled every month.  HM Government is still committed to referring to it in connection with yields 
on some government securities and the ONS sees value in maintaining it for like-for-like comparisons 
over time. The biggest difference between the RPI and CPI is that the latter excludes certain housing 
costs, such as mortgage interest payments and council tax.

Seasonal unemployment:     The phenomenon, especially in temperate countries, that more people 
are without jobs at times of year when there is less activity in sectors such as agri-/horticulture, 
construction and tourism. 

Slump:    see “Recession”

Structural unemployment:   This is a long-term problem, arising when changes in technology or 
relative efficiency internationally cause the decline of some of a country’s established industries.  
Workers may find traditional skills are not transferable to such fresh opportunities as may be arising.

Supply-side policy:    This refers to measures designed to encourage economic growth by helping 
markets to work more efficiently and thereby increasing total production from a given amount of 
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resources. This allows long-run aggregate supply to increase and national income to rise without 
creating inflationary pressures.

Taxation: (see also Glossary, AS 1, Markets and Market Failure)  A tax is a compulsory transfer of 
money from a private individual or organization to local or central government.  A direct tax such as 
income tax is collected from the individual or organisation that pays it.  An indirect tax is normally 
collected from someone other than the person who bears the burden of it.  For example, the burden 
of value-added tax is borne by final consumers as part of the price they pay to a merchant, but HMRC 
collects the revenue from shopkeepers, tradespeople or other suppliers.

Trade-off:    A situation in which some policy target must be modified or (partly) sacrificed because 
the means of achieving it adversely affects another target.

Unemployment:    This refers to those people who are able and willing to work but unable to find 
jobs. It represents the loss of potential output to the economy. In the UK it is measured in two ways. 
The government’s preferred measure is the ILO or Labour Force Survey figure. This includes people 
who register as unemployed but do not qualify for unemployment benefit. The Claimant Count 
measure excludes this group.

Withdrawals:    see “Leakages”
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Revision checklist :
Section 1 : The National Income

At the end of this section you should be able to: Notes

explain and illustrate the circular flow of income 
model of an open economy with government.

identify and analyse the effects of leakages from 
and injections into the circular flow.

explain how changes in injections and 
withdrawals affect the circular flow and 
equilibrium.

explain and illustrate how income, output and 
expenditure should be equal (≡).

analyse and evaluate the limitations of Gross 
Domestic Product (GDP) as a measure of welfare.

explain and analyse differences between GDP 
and Gross National Product (GNP) including real 
and nominal values and total and per capita 
values.

Section 2 : Aggregate Demand, Aggregate Supply and Macroeconomic Equilibrium

At the end of this section you should be able to: Notes

explain and illustrate the components of 
aggregate demand: consumption, investment, 
government expenditure and international trade 
through net exports (X – M).

analyse the shape of the aggregate demand 
schedule.

explain and illustrate the difference between 
movements along and shifts in aggregate 
demand.

analyse factors influencing aggregate demand.

explain and illustrate different forms of 
investment, including gross, net and fixed capital.

Knowledge of the Keynesian theory of 
the consumption function, the marginal 
efficiency of capital and the accelerator 
effect is not required.

analyse factors influencing aggregate supply.

explain and illustrate the difference between 
movements along and shifts in aggregate supply.
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explain and illustrate why the short-run 
aggregate supply curve is assumed to slope 
upwards from left to right.

analyse the factors which affect the relationship 
between the short-run and long-run aggregate 
supply.

analyse factors influencing long-run aggregate 
supply.

analyse and evaluate the different views of 
Keynesian and neoclassical economists of long-
run aggregate supply and the implications for 
government policy.

analyse how aggregate demand and aggregate 
supply interact to determine macroeconomic 
equilibrium.

apply aggregate demand and aggregate supply 
analysis to macroeconomic issues such as 
unemployment, growth and inflation.

Section 3 : Macroeconomic Objectives

At the end of this section you should be able to: Notes

explain and illustrate why the government sets 
macroeconomic objectives relating to inflation, 
unemployment, balance of payments and 
economic growth.

explain and illustrate why the government sets 
other objectives such as environmental or income 
and wealth distribution.

explain and illustrate the Lorenz curve and 
interpret the Gini coefficient.

analyse and evaluate possible government 
policy conflicts and trade-offs in achieving 
macroeconomic objectives.

define inflation and deflation.

explain and illustrate how the rate of inflation 
is measured in the UK, including the Consumer 
Prices Index (CPI) and the Retail Prices Index 
(RPI).

 

Section 4: Economic Policy
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analyse and evaluate the causes, costs and 
consequences of inflation and deflation.

explain and illustrate the causes of demand-pull 
and cost-push inflation.

analyse and evaluate the impact of government 
policies on inflation and deflation, using AD-AS 
analysis.

calculate and interpret index numbers in relation 
to inflation and other areas.

calculate retail prices indices and explain and 
illustrate the significance of weights.

explain and illustrate how unemployment is 
measured in the UK.

explain and compare claimant-count and 
International Labour Organisation measures of 
unemployment.

explain and illustrate the difference between 
unemployment and economic inactivity

analyse and evaluate the causes of 
unemployment and of economic inactivity

explain and illustrate the difference between 
voluntary and involuntary unemployment and 
between seasonal, frictional, structural and 
cyclical unemployment

analyse and evaluate the costs and consequences 
of unemployment and economic inactivity

analyse and evaluate the impact of government 
policies on unemployment and economic 
inactivity and of government intervention in the 
labour market, using AD-AS analysis.

explain and illustrate actual and potential growth 
diagrammatically using a production possibility 
frontier (PPF).

explain and illustrate how to measure economic 
growth.

explain and illustrate the characteristics and 
stages of economics cycles such as booms and 
slumps.

explain and illustrate the meaning and 
significance of sustainable economic growth.

explain and illustrate the meaning and 
significance of output gaps.
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analyse and evaluate the causes of economic 
growth.

analyse and evaluate the benefits and costs of 
economic growth.

analyse and evaluate government policies to 
promote economic growth illustrated using AD-
AS analysis.

 
Section 4 : Economic Policy

At the end of this section you should be able to : Notes

explain the nature of fiscal policy.

illustrate the effects of fiscal policy using AD-AS 
analysis.

explain and illustrate the main categories and 
components of government spending and 
taxation.

explain and illustrate the difference between 
direct and indirect tax.

analyse and evaluate the impact of fiscal policy 
on levels of output and employment, the price 
level and economic agents through both demand 
side and supply side policies.

explain the nature of monetary policy, focusing 
on the use of interest rates.

 

illustrate the effect of monetary policy using AD-
AS analysis.

analyse and evaluate the impact of monetary 
policy on levels of output and employment, the 
price level and economic agents.

explain and illustrate the nature of supply side 
policies, including:
− tax cuts;
− deregulation;
− incentives to promote competition and  
   innovation;
− reforming the labour market;
− improving the skills and quality of the labour  
    force; and
− improving the infrastructure.

 

analyse and evaluate the factors influencing 
labour productivity and its significance.
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illustrate the effect of supply side policies using 
AD-AS analysis.

analyse and evaluate the impact of supply side 
policies on levels of output and employment, the 
price level and economic agents.

explain the meaning of exchange rates.

illustrate the effect of exchange rate changes on 
the economy using AD-AS analysis.

analyse the effects of maintaining exchange rates 
artificially above or below the market clearing 
rate.

analyse how and why a government might have 
an exchange rate policy.

analyse and evaluate the possible impact of 
exchange rate changes on levels of output and 
employment, the price level and economic 
agents.
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