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Section A 
 

Answer all questions (25 marks) 
 

Q1 Belfast City Council has announced plans to spend £20 million building a flood 
defence system for the Connswater and East Belfast areas.  The scheme will 
include new flood walls and river realignment works.  Explain why a flood 
defence system could be described as a public good.  [4] 

 

Student’s response 

A public good is a good which has non-rivalry & non-excludability characteristics.  
The flood defence system is a public good because people can enjoy the benefits of 
it without paying a price.  The people are free riders as they can enjoy the benefits at 
the costs of someone else’s expenditure. 

Examiner’s comments 

The candidate accurately defines a public good as one which is non-rival and non- 
excludable.  The candidate explains why a flood defense system is non-excludable 
and refers to the free rider problem but does not adequately explain why a flood 
defense system is non-rival and hence is awarded 3 out of the 4 available marks. 
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Q2 Successive UK governments have imposed high levels of taxation on tobacco 
products in order to reduce tobacco consumption.  In 2015, cigarettes faced 
three separate taxes: 

• a specific excise duty of £3.68 per pack of twenty; 
• an ad-valorem excise duty of 16.50% of the retailer’s recommended price; 
• and VAT levied at the standard rate of 20% which equates to 16.67% of the 

retailer’s recommended price. 
 

While most people are in favour of cigarette taxation, some economists are  
opposed to the basis that cigarette taxation is regressive in nature. 

 

Q2a Using the information above, calculate, to the nearest penny, the total tax 
burden on a packet of 20 cigarettes with a retailer’s recommended  
price of £7.98.  [3] 

 

Student’s response 

£3.68 + (7.98 x 10.5) + (7.98 x 16.6 > 1 
  100       100 

= 3.68 + 1.3167  + 1.330266 
= 6.33 
Total Tax Burden = £6.33 
 

Examiner’s comments 

The candidate calculates correctly that the total tax burden is £6.33 and so is 
awarded full marks.  The candidate also clearly shows how they arrived at the 
answer which is good examination technique since if they had made some minor 
error in calculation they would still have gained up to 2 of the 3 available marks. 
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Q2b Explain why cigarette taxation could be considered to be regressive.  [3] 

 
Student’s response 

It can be seen as regressive as the tax takes up a larger percentage of a poor 
persons income than a richer persons income or that the richer are less affected by 
the tax in terms of the percentage of their income it takes up. 

Examiner’s comments 

The candidate provides a clear definition of a regressive tax.  However, the answer 
lacks a numerical example, such as that presented in the mark scheme to illustrate 
why cigarette taxation is regressive.  Therefore, the candidate was awarded 2 of the 
3 available marks. 
 

Q3 In a debate about the future of the NHS, a left-wing MP stated “I believe that 
governments should provide basic healthcare free to all its citizens.  There is 
not a single country in the European Union where citizens have to pay to see 
a doctor!” 

 
With reference to the statement above, distinguish between a normative 
statement and a positive statement.  [3] 

 

Student’s response 

A normative statement is one that that cannot be tested and can sometimes be 
classified as an opinion, such as “I believe the government should provide basic 
health care”.  Where as a positive statement which can be tested to see how 
accuiate it is, such as “Not a single country in the EU... that has to pay to see a 
doctor”. 

Examiner’s comments 

The candidate provides a relatively clear explanation of the difference between a 
normative and positive statement and uses the information in the source well to 
illustrate the difference and hence is awarded full marks. 
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Q4 Economists have estimated the Price Elasticity of Demand for beer to be  
– 0.76 and the Cross Price Elasticity of Demand for spirits with respect to a 
 change in the price of beer to be – 0.59. 

 

Q4a Explain what this data suggests about the relationship between beer and 
spirits.  [2] 

 

Student’s response 

Because the cross-price electricity of demand is negative it suggests that beer and 
spirits are complinentary goods.  So if price rises for beer it is at a result of the 
demand for spirits falling. 

Examiner’s comments 

The candidate clearly identifies the relationship as being complementary (despite the 
minor spelling mistake) and explains that this is due to the negative cross price 
elasticity of demand and hence is awarded full marks. 
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Q4b Calculate the likely percentage change in the quantity demanded of beer as a 
result of a 6% increase in the price of beer.  [4] 

 

Student’s response 

% Δ demand (quantity) = PED 
% Δ price 
 
% Δ x = -0.76 
0.06 
 
% Δ x = -0.76 x 0.06 

= -0.0456 
 
∴ change 
of demand = -4.56% 
 
∴ decreased because -Ve 
 

Examiner’s comments 

The candidate clearly states that quantity demanded would be likely to fall by 4.56% 
and hence is awarded full marks.  Again this candidate lays out the method used to 
calculate the answer in a clear and logical manner and hence would have received 
up to 3 marks even if they had made a minor computational error. 
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Q5 A report published recently has linked hydraulic fracturing or “fracking” for 
shale gas to a wide range of negative environmental effects.  These include 
increased greenhouse gas emissions, contamination of local water supplies 
and an increase in seismic activity and earthquakes.  Environmental groups 
such as Friends of the Earth are calling for a complete ban on fracking in the 
UK. 

 
With the aid of an appropriate diagram, explain why shale gas production by 
fracking may represent a socially inefficient allocation of resources.  [6] 

 
Student’s response 

Shale gas production by fracking may represent a socially inefficient allocation of 
resources due to its external cost.  An external cost is one incurred by a member of 
society that was not party to the transaction that created the cost.  This cost is shown 
below. 

 

The free market has allocated too many resources and therefore is produced Q1 – 
Q0 too many resources.  The cost to society of producing any more gas above Q0 
exceeds the benefits and is therefore socially inefficient. 

 
Examiner’s comments 

This candidate draws a clearly labelled and accurate diagram which they use to 
explain why fracking for gas may represent “market failure on the basis of efficiency”.  
There is clear application to the source material and some reference to allocative 
efficiency.  However the answer lacks development of allocative efficiency in terms 
of price equaling marginal cost and as a result does not fully explain why the free 
market equilibrium represents an inefficient allocation of resources.  This lack of 
development resulted in a mark of 4 out of a possible 6. 
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Section B:  Data response 
 

Answer all questions (35 marks) 
 
Q6 The following passage as written in April 2015.  Read it carefully and answer 

the questions which follow. 
 

Rockets and feathers 
UK motorists have long suspected that they are being ripped off at the pumps 
in a phenomenon known as “rockets and feathers”.  This phrase refers to the 
situation where, when oil prices rise, petrol retailers respond quickly and petrol 
prices rocket on the forecourts.  However, when oil prices fall, petrol prices 
float down slowly like a feather. 
 
This view that petrol retailers are profiteering at the expense of the motorist 
seems to be supported by data.  Fig. 1 below compares crude oil prices with 
average petrol prices in UK forecourts, and according to Darren Moore it 
“proves that petrol retailers are ripping drivers off by failing to pass the fall in 
oil prices on as a reduction in forecourt prices.  Oil prices have fallen by about 
60% since 2012 while petrol prices have fallen by less than 25% over the 
same period.  The lack of real competition in the petrol retail market allows the 
big players to exploit consumers and keep prices higher than would be the 
case in a more competitive market.” 

 
However, as is usually the case in these matters, the story is not as simple as 
first appears.  Kevin Doyle, a fuel market analyst, suggests that a number of 
factors explain why petrol prices have not fallen as rapidly as oil prices.  
“While I have no doubt that some of the gap between the fall in oil prices and 
the fall in petrol prices can be explained by a lack of competitive pressure in 
petrol retailing, it is only part of the story.  Crude oil is priced in dollars and the 
recent 12% drop in the value of the pound against the dollar has reduced the 
impact of falling oil prices on UK motorists.  In addition UK petrol is the most 
heavily taxed fuel in the EU, with a specific duty of 58p per litre and VAT at 
20%.  This means that the cost of crude oil accounts for only around 40% of 
the price of petrol.” 
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But why has the price of oil plummeted?  It seems the answer lies in the law of 
supply and demand.  Kevin Doyle stated “the high oil prices of the last decade 
encouraged investment in shale oil, with the US now producing about 4 million 
barrels of shale oil every day.  While many felt this would cause OPEC to cut 
production, Saudi Arabia has refused to bow to pressure from other members.  
On the other side of the equation demand has tapered off in Asia and Europe 
as the German and Chinese economies have slowed down and countries 
such as Indonesia have reduced the subsidies available for fuel consumption.  
If you add the fact that US drivers have finally begun switching to fuel efficient 
cars you can see that there has been an almost perfect storm for oil prices.” 

 
While the fall in oil and petrol prices might be a good thing for UK consumers, 
it has caused significant problems for North Sea oil producers who are not 
profitable when oil falls below $60 a barrel, with many firms shedding jobs and 
scaling back investment.  Chancellor George Osborne responded to industry 
pleas for help by slashing the supplementary tax on oil production from 30% to 
20%.  He claimed this would secure the future of North Sea oil production and 
thousands of highly paid jobs.  5 

 
However, not everyone was pleased with the Chancellor’s decision.  
Environmentalist Brad Smyth claimed the decision was costly to the Treasury, 
the economy and the environment.  “The supplementary tax on oil production 
was introduced to ensure that the whole nation benefited from the UK’s oil 
reserves, not just a few energy companies.  The Chancellor’s decision will 
cost the UK economy £1.3bn in lost tax revenue and makes a mockery of the 
government’s claim to be the greenest government ever.  By making 
investment in oil production more appealing, this tax cut will divert investment 
away from renewables such as wind and tidal, and will as a result lead to 
greater CO2 emissions and global warming.” 
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Q6a  Using the information in Fig. 1, compare the trends in the world price of oil 
and the UK price of petrol between Jan 2009 and Dec 2014.  [5] 

 

Student’s response 

In general, the world price of oil and UK price of petrol follow the same trend.  Both 
have experienced an increase up to the start of 2012, where they subsequently 
begin to fall and in 2014 they both fall sharply.  The price of oil fluctuates greater 
than the price of petrol, with an increase from $48 to around $130, an increase of 
63%.  It also experiences the largest fall from $115 to $50, decrease of 56.5%.  The 
price of petrol overall has steadily increased between 2004 and 2014, experiencing a 
33.3% increase. 

Examiner’s comments 

This answer starts well with the candidate clearly identifying that oil and petrol prices 
follow similar trends, and that oil prices fluctuate more widely than petrol prices.  The 
candidate makes an attempt to identify appropriate data and calculate relative price 
changes.  While some of the calculations are correct, some are very inaccurate.  The 
candidate goes on to claim that the price of petrol has steadily increased despite 
previously stating (correctly) that it initially increases but then decreases.  As a result 
of these inaccurate calculations and contradictory claims the candidate was awarded 
3 out of the 5 available marks. 
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Q6b  Explain why UK petrol prices have not fallen by as much as world oil prices 
since 2012.  (Paragraphs 2 and 3)  [6] 

 

Student’s response 

Petrol prices have not fallen as much world oil prices for several reasons.  The lack 
of competition in the petrol market allows the petrol companies to become 
monopolies in the car fuel industry.  As car owners do not have a readily available 
viable alternative, petrol companies are away of the inelastic demand for petrol.  This 
means they would not gain more consumers if prices were to fall.  Another reason is 
due to the lack of strength in the pound meaning that in real income terms, the UK is 
now worse off and imports are more expensive, making it hard to reduce prices.  
Due to taxes on petrol, oil prices are only 40% of the price of petrol and therefore 
does not effect petrol prices as much as a derived demand good would. 

Examiner’s comments 

The source material identifies three reasons why the price of petrol in the UK has not 
fallen by as much as world oil prices.  The candidate selects two of these reasons 
and makes a reasonable attempt to analyse these 2 factors.  While the candidate 
does make some minor errors in their analysis (confusing petrol and oil), the level of 
independent analysis was enough to justify 4 of the 6 available marks. 
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Q6c  With the aid of an appropriate diagram, explain why oil prices have fallen 
rapidly since 2012.  (Paragraph 4)  [9] 

 
Student’s response 

 

Since the price of oil was high, countries have encouraged investment in oil, such as 
the US which is producing 4 million barrels a day.  With that, Saudi Arabia have also 
continued producing large amounts leading to a significant increase in supply. 
[S0 –> S1].  This increase in supply forces supply down & due to such a large 
increase in supply, the price fell dramatically.  This, coupled with lower demand in 
Aisa & Europe, who are large buyers of oil has pushed prices down.  Other countries 
Indonesia, Germany & China whose economies have slowed down have decreased 
demand.  Furthermore, consumers in the US have substituted petrol cars for more 
fuel efficient cars have decreased further from D0 –> D1.  These two shifts of Supply 
& Demand have caused the price to decrease significantly from P0 –> P1. 
 

Examiner’s comments 

The source material identifies a number of factors influencing both demand and 
supply.  The candidate accurately identifies the majority of these factors and 
provides a reasonable explanation of their impact on oil prices.  This analysis is 
supported by an accurately drawn and fully labelled diagram.  However the answer is 
worthy of only a top level 2 mark and not a level 3 mark on the basis that firstly, not 
all of the factors identified in the source have been selected by the candidate (most 
notably the reduction in the subsidy available for oil consumption in countries such 
as Indonesia).  And secondly the candidate has not fully developed some of the 
points effectively.  To reach level 3 a candidate would be expected to explain why 
slowing growth in China and Germany would cause a reduction in the demand for oil, 
for example, rather than just state it as a reason.  These failings resulted in the 
candidate receiving 6 of the 9 available marks in this question.  
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Q6d Critically examine the decision by George Osborne to cut the supplementary 
tax on North Sea oil production in the 2015 budget.  [15] 

 

Student’s response 

The cut in supplementary tax on North Sea oil introduction has positive and negative 
effects.  The cut means that North Sea Oil production will remain viable and 
profitable.  This means that workers will stay employed (they could have been made 
redundant in order to for North Sea Oil to reduce production costs).  As these 
workers have secure jobs then the government won’t have to spend as much on 
unemployment benefits, such as Job Seekers Allowance and so the money can be 
used elsewhere in the economy.  The workers are highly paid as so they will be 
taxed highly by the government, which increases tax revenue, but they will also have 
the confidence of knowing their job is secure and so may consume more, which 
increases the circular flow of income.  The reduction in tax means that the production 
of oil is cheaper and thus the profit margins are higher.  This not only helps the 
company but also the economy because the value of exporting this oil will be higher 
and so the value of exports increase. 

However, this cut in supplementary tax also has a lot of negative extemalities.  
Finally, the 10% drop in tax will result in a £1.3bn loss of tax revenue for the 
economy and this could have knock-on effects such that the government needs to 
tax another sector of the economy more highly convincing social unrest.  If the 
introduction of oil is cheaper than the firm will want to increase it’s production to 
make more profit.  This results in large environmental damage as CO2 emissions are 
increased and global warming is quickened.  This increased production could also 
lead to the supply pf oil diminishing quicker than expected, meaning that the 
government will either need to import all it’s oil in the future, which incurs a massive 
cost, or it will have to rely on renewable sources, which are very weak in the UK 
because of the lack of investment.  Overall, the reduction in the tax was a negative 
decision because of the large environmental effects associated with oil production 
and the dependence on this sector of the economy. 

Examiner’s comments 

This is a fairly comprehensive answer which deals reasonably well with most of the 
issues identified in the source material.  The answer demonstrates a competent level 
of analysis, particularly when dealing with the possible macro-economic benefits of 
the decision.  The answer is reasonably well balanced and the candidate has 
attempted to evaluate the decision to reduce the supplementary tax.  As with the last 
question however, some of the points made in the source material were not 
identified, let alone developed by the candidate, which limited the scope of the 
answer.  This answer was awarded 12 of the available 15 marks which put it at the 
bottom end of a level 3 answer. 
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Section C:  Essay section 
 

Answer one question (20 marks) 
 

Q7  Government data suggests that national public sector pay scales result in the 
real incomes of public sector workers in low cost areas (such as Northern 
Ireland and the North East) being up to 15% higher than those of similar 
workers in high cost areas (such as London and the South East).  Some 
economists argue that this makes it difficult for private sector employers in low 
cost areas to employ high quality staff. 

 
Critically examine the proposal to introduce regional rates of pay for public 
sector workers.  [20] 
 
 
 
QUESTION NOT BEING EXEMPLIFIED 
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Q8 A health minister claims that, as a result of an ageing population and 
medical advances, the cost of running the NHS is set to rise from £108bn 
today to £230bn by 2030.  Some economists have used these figures to 
claim that universal healthcare, free at the point of use, is no longer 
affordable for the UK. 

 
Critically examine the view that the government should abandon the 
National Health Service and allow healthcare in the UK to be provided by 
the free market.  [20] 

 

Student’s response 

The NHS provids free health care for the whole population in the UK, thus it can be 
viewed as a quasi public good because no-one is excluded however it is rivalry such 
that when one person needs a hospital bed another is deprived of it.  If the NHS was 
abandoned then it would have a regressive effect on the population.  Those with the 
lowest income may not be able to afford the expensive healthcare provided by 
private firms and so they are at a disadvantage.  We can see from the American 
healthcare system that the cost are sometimes extornatianally high and for some 
people it is better if they are in jail because then they get the healthcare they need.  
If healthcare was to be provided by the free market then some form could be purely 
incentivises by the profit motive and thus eliminate people from the market.  The 
NHS provide a regulatory standard on all the drugs and medication they use, and the 
staff, to ensure upmost safety and if the NHS was abandoned who is to say that 
some “professionals” won’t engage in malpractice to earn money.  Finally, many 
people could lose their jobs if the NHS was abandoned and as the government 
would be put under immense pressure to provide unemployment benefits for these 
people. 

With the abandonment of the NHS, the government would “gain” around £108bn 
which could be put to use in other sectors of the economy and reduce the deficit.  
Private healthcare could result in workers becoming better off and so they could be 
taxed at a higher rate which again increases the governments tax revenue.  Private 
healthcare also reduces the waiting times for operations such as knee and hips 
replacement or organ transfers, which have long waiting lists with the NHS.  Without 
the same regulations, some healthcare firms could find new drugs and medication 
that work more effectively for certain illnesses, meaning that there’s an overall 
healthier population, which in term could lead to better productivety in work and 
therefore increasing the productive potential of the economy.  I feel the abandoning 
the NHS could be a bad decision because it could lead to mass unemployment, 
which the government would have to try to help and a proportion of the population 
could be excluded because at the cost of healthcare, which could in a less 
productive population and thus the productive potential of the economy also falls. 
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Examiner’s comments 

Like the previous answer this answer deals reasonably well with a number of the 
issues identified in the mark scheme.  The candidate has made a reasonable 
attempt to ensure that the answer has a sense of balance yet they make a clear 
attempt to justify their view that abandoning the NHS would be a bad idea.  However, 
the answer does lack a number of key issues that you would expect an AS student to 
make.  Most notably the answer fails to deal with the NHS as a merit good and as a 
result fails to analyse effectively the argument that the free market would lead to the 
under consumption of health services.  The answer does touch on some important 
potential advantages of free market provision, namely the possible reduction in 
waiting lists and the improvement in the quality of service, however these points are 
underdeveloped.  A better answer would have explained why the free market would 
reduce waiting lists and improve the quality of provision, rather than just state that 
this is the likely outcome.  It is this failing in particular that led to this answer being 
awarded a top level 2 mark rather than a level 3 mark. 
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 GCE:  AS Economics 
  

 

Grade:  A Exemplar 

 

  

SEC21:  Managing the National Economy 
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Section A 
 

Answer all questions (25 marks) 
 

Show your workings 
 

Q1 The diagram below shows the short and long run aggregate supply curves and 
the aggregate demand curve for an economy. 

 
Q1a With reference to the above diagram explain the concept of an output gap.  

[3] 
 
Student’s response 

A negative output gap is when the actual level of output of an economy is below the 
potential output level of an economy.  This is shown by the diagram above as the 
economy is working at an output level of £60bn of real GDP.  When it has the 
potential of work at an output level of £100 bn real GDP.  Y£ is below YF£, the actual 
level of employment is below full employment. 

Examiner’s comments 

Candidate provides an accurate definition of a negative output gap and uses the 
diagram in the question to explain how the economy is operating at an output level of 
£60bn which is below the full employment level of £100bn and hence received full 
marks.  
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Q1b With the aid of an appropriate diagram explain the likely impact on this 
economy of the government adopting an expansionary fiscal policy.  [3] 

Student’s response 

 

 

 

 

 

 

 

Fiscal Policy is the use of government spending, taxation and borrowing to control 
the level and composition of aggregate demand and supply.  Expansionary Fiscal 
Policy is the use of increasing government spending and cutting tax to increase 
aggregate demand within the economy.  Through increasing aggregate demand 
through the use of expansionary Fiscal Policy the economy is able to close the 
negative or lessen the negative output gap.  The economy will experience higher 
levels of economic growth due to the fact that employment has increased, as the 
economy has moved from point A to B on the diagram.  However, the economy will 
also experience inflation due to an increase in aggregate demand which increased 
CPI and caused demand pull inflation. 

Examiner’s comments 

Candidate provides a clear definition of fiscal policy and a good explanation of 
expansionary fiscal policy.  The answer also contains a clearly drawn and accurately 
labelled diagram showing AD increasing to the full employment level.  The candidate 
makes clear reference to the impact of this increase in AD on GDP and the average 
price level and hence is awarded the full 3 marks. 
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Q2 The following figures relate to the UK labour market in November 2014. 

 

Q2a Using the above table calculate the number of persons who are 
economically inactive.  [2] 

Student’s response 

30.8 + 2 = 32.8 

41.8 – 32.8 = 9 million 

9 million are economicaly inactive. 

 
Examiner’s comments 

The candidate correctly calculates that the economically inactive population is 9 
million and hence is awarded full marks.  However the candidate shows the method 
they used to reach the correct answer which would have gained them 1 mark had 
they made some computational error. 
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Q2b Calculate the UK’s rate of unemployment from the above table.  [2] 

Student’s response 

30.8 +2 = 
     32.8 

 
   2    x 100 = 6.097 
32.8         = 6.10% 
 
Examiner’s comments 

Candidate correctly calculates the rate of unemployment as 6.1% and is therefore 
awarded 2 out of 2.  Again the process by which the answer was calculated is clearly 
set out which is good examination technique. 

 

Q3 With reference to the data below explain what is meant by the real rate  
 of interest.  [3] 
 

 

Student’s response 

A ‘real’ value is one which is adjusted for inflation.  The rate of interest is the amount 
borrowers have to pay back on a loan.  In order for the average rate of return on 
bank deposits to be a rate of interest, the consumer price index, a measure of 
inflation, must be taken into account. 

Examiner’s comments 

The candidate provides a clear explanation of a real interest, however they do not 
use the data in the table to calculate the real rate of interest as -2.5% and hence is 
awarded only 2 of the 3 available marks. 
  



25 
 

CCEA EXEMPLIFYING EXAMINATION PERFORMANCE 

Q4 In 2012 the Gini coefficient of income distribution for China was 0.47.  For the 
USA in the same year the corresponding figure was 0.38. 

 
Explain what is shown by the higher Gini coefficient in China.  [2] 

 
Student’s response 

 

 

 

 

 

 

 

 

The Gini Coefficient in China was higher than the Gini Coefficient 0.47 than that in 
the USA of 0.3a.  This would mean that due to the fact that it is closer to 1 which 
represent perfect inequality of distribution of income that China has a more unequal 
distribution of income than the USA. 

As interest rates increase, the will increase the hot money coming into the UK.  This 
is due to the fact that firms and business will now want to hold their money in UK 
banks due to the higher interest rates.  This will mean that the demand for the pound 
will increase and cause an appreaciation in the value of the sterling.  This means 
that the pound becomes strengthened against the euro due to an increase in interest 
rates. 

Examiner’s comments 

The candidate scores full marks in this question for stating that the higher Chinese 
Gini coefficient means that china has a more unequal distribution of income than the 
USA. 
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Q5 Explain, with the aid of an appropriate diagram, the likely impact on the value 
of the pound against the euro of a rise in UK interest rates.  [4] 

Student’s response 

 

 

 

 

 

 

If the UK were to raise interest rates, saving in the UK would become more 
attractive.  Foreign investors would want to save their money in the UK so they get 
more back from interest.  However, in order to save in the UK, they need to buy 
pounds. 

As more people buy pounds, the demand for them increases.  I have shown this by 
my right shift in the demand curve.  This creates a new equilibrum price of P1, which 
is higher than P0.  Ultimately if the government increase interest rates, the value of 
the pound will likely increase. 

 
Examiner’s comments 

The candidate again receives full marks in this question, 2 marks were awarded for a 
clearly drawn and accurately labelled diagram showing an increase in demand for 
sterling leading to an increase in the value of the pound against the euro.  The 
candidate also received 2 marks for their explanation of how an increase in UK 
interest rates would attract hot money into the UK and hence drive up the demand 
for sterling on the forex market. 
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Q6 In November 2014 the price of oil fell to a 5 year low of $60 per barrel.  With 
the aid of an appropriate diagram explain the likely impact of low oil prices on 
an economy which is a major oil importer.  [6] 

Student’s response 

 

 

 

 

 

 

 
If the price of oil was to decrease this would cause the SRAS circle to shif to the right 
add to the fact that the raw materials used in productions has decreased.  Firms will 
then be able to reduce production costs and therefore reduce prices.  This will 
reduce cost push inflation within the economy.  It also that economic growth will 
increase within the economy and the economy will experience a positive output gap 
where the actual surplus of the economy is above the potential output level of the 
economy.  Also due to the reduced cost production can be seen as more efficient. 

Examiner’s comments 

This answer starts well with a clear and accurate diagram showing the impact of the 
reduction in oil prices on SRAS.  The answer refers to oil as a raw material and the 
fact that production costs would fall as a result of lower oil prices.  The candidate 
goes on to explain the likely impact of an increase in SRAS on the price level and the 
potential impact on economic growth and the development of a positive output gap.  
The answer received 5 of the available 6 marks as most of the key ideas were 
reasonably well developed, however there were some minor errors in how they were 
presented – for example in the first paragraph the candidate refers to the fall in raw 
materials rather than the fall in the price of a key raw material. 
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Section B:  Data Response 
 

Answer all questions (35 marks) 
 

Q7 The following passage was written in January 2015.  Read it carefully and 
answer the questions which follow. 

 

In December 2014 consumer price inflation fell to its lowest level since May 2000.  
The annualised inflation rate was 0.5 per cent.  This is 1.5 per cent below the Bank 
of England target rate of 2 per cent and will force the Bank’s Governor to write a 
letter to the Chancellor explaining why inflation is more than 1 per cent below target.  
The previous Bank of England Governor, Mervyn King, had to write several similar 
letters, but explaining why inflation was significantly above target. 
 
Some economists view these figures as evidence of a longer run trend toward lower 
inflation and perhaps even outright deflation.  Paul Hollingsworth of Capital 
Economics said, “We doubt that inflation has reached its low point yet and a figure of 
0.2 per cent in the coming months is highly likely.  Indeed negative inflation cannot 
be ruled out.” 
 
A number of factors have contributed to the UK’s low inflation rate.  These include a 
high value of sterling against the euro, supermarket price wars and the slump in the 
oil price.  Chancellor George Osborne tried to allay fears of deflation by pointing to 
the international origins of lower prices.  He said, “The sharp drop in the Consumer 
Price Index is almost entirely driven by external factors, such as the oil price which 
has more than halved since June.”  He added that the UK could experience a few 
months of low or even negative inflation without any significant risk to the economy. 
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This rosy view was supported by Bank of England Governor Mark Carney who 
described falling oil prices as an “unambiguous net positive” for Britain’s economy 
and by Danny Alexander, the Treasury Chief Secretary, who said lower inflation 
was acting “like a giant tax cut for the economy”.  A further benefit of lower inflation 
is the reduced probability of any rise in UK interest rates. Bank of England Chief 
Economist Andy Haldane confirmed that he expected interest rates to stay “lower 
for longer”. 
 
However, not everyone shares this confidence.  Many economists fear that the world 
is on the edge of a long term deflationary spiral with falling prices and little if any 
economic growth.  Falling prices increase the real value of debt, and encourage 
consumers to delay purchases.  Once this self-reinforcing spiral takes hold of an 
economy it becomes extremely difficult to break free from it.  The World Bank has 
cut its forecasts for global growth in 2015 from 3.4 per cent to 3 per cent.  For the 
Eurozone it predicted growth of 1.1 per cent and for Japan 1.2 per cent.  Its chief 
economist, Kaushik Basu, added that the world was in “a critical situation”, meaning 
that it could easily slip into a long term recession. 
 
Independent economic analyst Gavin Armer argued that inflation and deflation were 
not equally undesirable.  He said, “A low level of inflation imposes no significant 
costs on the real economy whereas deflation has a negative impact on economic 
growth, government finances and living standards.” 
 

Source: Adapted from a variety of sources January 2015 
 

Q7a Describe the trend in CPI inflation from January 2000 till the end of 2014.  
(Fig. 1)  [3] 

Student’s response 

From January 2000 to January 2007, the CPI slowly rose from 1% to 3%, with many 
small fluctuations.  At this point of 3%, the CPI took a small dip before rising rapidly 
to a high point in 2008 of 5.2%.  After this high point the CPI feel by 4%, before rising 
back up to 5.2%mid 2011.  The rate of inflation feel gradualy to its low point of 0.4% 
in the end of 2014. 

Examiner’s comments 

Candidate received the full 3 marks that were available in this question as they 
comprehensively described the trends in CPI inflation over the period.  They 
identified the key changes and demonstrated a sense of scale through the use of 
phrases such as “rising rapidly” and “falling gradually” 
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Q7b Explain why UK interest rates were expected to stay “lower for longer”.  
(Para 4)  [8] 

Student’s response 

UK interest rates weere expected to stay lower for longer because low inflation was 
reducing the probability of any rise in UK interest routes.  Due to there being such 
low inflation in the economy, the need for intervention through interest 
rates/monetary policy in greatly reduced and so the government may feel that to 
intervene when there is no real problem would be unnecessary.  Therefore, with this 
in mind the government/central bank would not increase interest rates when there is 
no danger of inflation, as an increase in interest rates would decrease consumer 
spending as saving would increase and there would be limited growth to the 
economy and so the government may feel keeping interest rates lower for longer 
would be beneficial. 

Examiner’s comments 

The candidates’ response clearly indicates that they understand that the low current 
level of inflation means that the Bank of England would not need to increase interest 
rates to control inflation.  They also point out that increasing interest rates could lead 
to a reduction in consumer spending and possibly economic growth.  To improve this 
answer from a level 2 answer of 5 from the available 8 marks the candidate could 
have developed the point about inflation expectations.  Specifically, that many 
believe that inflation could fall further which would make it even less likely that the 
monetary policy committee would consider a rise in interest rates at this stage.  
Alternatively the candidate could have developed the point about the likely impact of 
an increase in interest rates on aggregate demand and hence employment and 
output.  This analysis could have been complimented by an aggregate demand and 
supply diagram. 
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Q7c Analyse the reasons for the fall in the UK rate of inflation.  (Para 3)  [9] 

Student’s response 

A high value of stirling against the euro will decrease the costs of imports and 
increase the costs of exports. 

 

A rise in the cost of exports will reduce the demand for them, shifting the aggregate 
demand curve to the left, reducing the rate of inflation. 

Supermarket price wars occur when, there is a lot of competition between 
supermarkets for lower prices.  This is in order to attract demand from their rivals.  
This reduction in supermarket prices lowers the price level in the economy, which 
lowers the rate of inflation in the economy. 

The slump in the oil price has been due to an increase in the supply of oil.  This 
shifts the short run aggregate supply curve to the right, reducing the price level from 
Pl, to Pl2 and increasing real output from Y1 to Y2 
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Examiner’s comments 

The candidate clearly identifies the three key reasons identified in the source for the 
reduction in the UK inflation rate.  The candidate develops these points reasonably 
well and produces two good diagrams to support their analysis of the impact of the 
exchange rates and of the impact of a fall in oil prices on inflation.  This level of 
analysis means that the answer is worthy of a mark in the level 3 range of 7 out of 9.  
To achieve full marks the candidate could have developed the point about the 
exchange rate to illustrate how it could also impact on the cost of imported raw 
materials and so could reduce cost-push inflationary pressures.  Alternatively the 
candidate could have suggested alternative reasons for the low inflation rate over 
and above those identified in the source material. 
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Q7d Evaluate the view that deflation is a much greater threat to the UK 
economy than inflation.  [15] 

Student’s response 

Some would argue that deflation is a much bigger threat to the fact that deflation 
discourages consumer spending.  This is due to the fact that consumers believe that 
prices will continue to fall within the economy and this means that they will withold 
buying goods or services with the economy.  This will cause a reduction in aggregate 
demand which can be dangerous if in large quatities as it can cause a recession.  
Deflation also increase real wages.  Some believe that this can cause real wage 
unemployment. 

 

The increase in real wages cause the supply of labour to exceed the demand for 
labour which can cause real wage unemployment.  Also deflation can cause the real 
value of interest rates to increase, this means that it will decrease borrowing by firms 
and consumers as they will have to pay back higher rates of interest.  This can again 
cause a reduction in AD which can hinder growth in the economy.  Also deflation can 
increase the real value of debt.  This means that it will be harder for firms to pay 
back debt which can decrease both aggregate demand and investment in the 
economy.  The reduction in investment will also have an impact on the LRAS curve.  
All of these cause a reduction in aggregated demand within an economy. 
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It shows deflation which is the sustained fall in prices that can cause a rise in the 
vale of money causes a reduction in aggregate demand which may reduce CPI, 
though also reduces economic growth within an economy.  Inflation is the sustained 
rise in prices that causes a fall in the value of money.  Inflation can be seen as more 
dangerous than deflation due to the fact that it will increase the costs of exports 
which will make them less competitive than imports, this will cause a withdrawl of 
money from the circular flow and lead to a reduction of demand with the economy. 
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It is also proven that this reduction in demand can cause demand deficient 
unemployment.  It is below YFE and a negative output gap is present.  It can also 
reduce investment due to the fact that firms have less confidence this will cause a 
reduction in AD and cause the LRAS curve to shift left which will hinder economic 
growth.  It can also reduce savings, it decreases the real value of savings as inflation 
increase.  It can also reduce the real value of wags, this means that as inflation 
increases consumer spending decrease as the lower disposable income is 
decreased and this can again case a reduction in AD.  It can also effect end costs if 
prices are constantly changing.  It can also play a factor if deflation is caused by 
efficiency gains, if it is caused by supply side policies that entail the increase in 
quantity or quality of resources. 

 

Examiner’s comments 

The candidate starts by providing a comprehensive analysis of the possible 
economic consequences of deflation in terms of expectations and the subsequent 
impact on consumption and investment.  The candidate produces 2 relevant 
diagrams to support this analysis, however these diagrams are not fully and 
accurately labelled which detracts a little from the answer.  For example the second 
diagram the LRAS curve is not labelled.  The candidate shows balance in their 
answer by going on to discuss some of the broader economic consequence of 
inflation and again supports this analysis with the use of a diagram. 

In the last paragraph the candidate attempted to demonstrate some judgement by 
stating that the impact of the deflation would depend to some degree on its causes – 
if it is caused by improvements in efficiency it may actually be quite benign.  The 
depth of analysis and the clear attempt to evaluate the view and make appropriate 
judgments resulted in this candidate receiving 12 of the possible 15 marks. 
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Section C:  Essays 
 

Answer one question (20 marks) 
 

Q8 UK output per hour is now (Spring 2015) 2.1 per cent below the peak it 
achieved in the first quarter of 2008.  Low productivity means that GDP growth 
can only come from population growth and this is unlikely to increase living 
standards and GDP per capita. 

Critically examine the view that addressing this “productivity gap” should be the 
government’s top economic priority.  [20] 
 
 
 
QUESTION NOT BEING EXEMPLIFIED 
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Q9 In a one year period the value of the pound in euros has risen from 1.21 euros 
to 1.37 euros.  Investment bank Goldman Sachs predict a continuation of this 
trend and anticipate the pound reaching 1.54 euros by 2017.  While this would 
be good news for UK holiday makers it might make life extremely difficult for 
UK firms trying to export to the eurozone. 

Critically examine the view that the Bank of England should take urgent steps 
to reduce the value of the pound against the euro.  [20] 

 

Student’s response 

It is in recent years that the value of the pound has increased from 1.21 euros to 
1.37 euros, it is anticipated that this will continue to increase to 1.54 euros in 2017.  
Some believe that its rise in the value of the pound will act as a benefit the to the 
economy, some believe that the government should take action and reduce the 
value of the pound against the euro, however the question is which may be correct 
and benefit the economy to a higher degree. 

Some believe that we should take action and reduce the value of the pound agains 
the euro due to the fact that the rise in the value of the euro will make exports more 
expensive that imports, this will mean that exports will become less competitive and 
imports will become more competitive.  This will lead to a withdrawl of money from 
the circular flow and cause a reduction in aggregate demand. 
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This shows that a reduction in aggregate demand is bad for the economy as it will 
reduce economic growth and cause a negative output gap. 

Also due to the fact that the appreciation of the pound causes an reduction in 
aggreagate demand this may also cause demand deficient unemployment, this will 
again reduce economic growth within the economy. 

This reduction in aggreagate demand and due to the fact that exports are less 
competitive means that firms will be forced to lower their profit margins and accept 
lower prices in order to remain competitive.  This may cause a reduction in 
investment by firms which will also cause the LRAS curve to shift to the left 

 

This shows that this movement into LRAS curve causes a reduction in economic 
growth and reduces the potential output of the economy. 

Also, the rise in the value of the pound may also cause a direct effect on foreign 
direct investment as when priced in foreign currency labour will seem more 
expensive, this will decrease foreign direct investment and have a negative impact 
on the growth within the economy, a reduction in investment can also become a 
negative multiplier. 

Also, it may effect tourism in England and Northern Ireland and also UK based 
countries as the pound is strengthened against the euro.  If the value of the pound 
was reduced in would increase tourism in Northern Ireland. 
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People may also take advantage of border shopping as shopping in the ROI may be 
more affordable than in Northern Ireland due to the increase in the value of the 
pound. 

However, some believe that we should not reduce the value of the pound and 
believe that we should allow it to rise. 

Some believe this due to the fact that if the pound is strengthened against the euro 
we will have greater purchasing power. 

It will also have a direct effect on CPI OS imports are cheaper, this will reduce CPI 

Also, it can reduces demand pull inflation, as exports are less competitive, this leads 
to a withdrawl of money from the circular flow, this reduces aggregate demand within 
the economy, also the reduction in investment will cause a reduction in aggregate 
demand which can reduce demand pull inflation. 

It can also reduce cost push inflation through the like in value of the pound due to the 
fact that it decreases the cost of imports will reduce the costs of the production 
process and allow firms to reduce their prices. 

In conclusion, it is clear that there is both “winners and loser” like in most economic 
situations.  However, in my opinion I believe that the government should take action 
through selling their own currency or buying others to reduce the value of the pound 
due to the negative effects that it brings.  The exchange rate is the price of one 
currency in terms of another. 

Examiner’s comments 

The candidate provides a number of arguments to support the view that the bank of 
England should take steps to reduce the value of the pound against the euro.  They 
argue that the strong pound makes UK goods less competitive and hence impacts 
on UK employment and growth.  This analysis is supported by a clear diagram which 
is labelled fully and accurately.  They go on discuss the impact of the strong pound 
on domestic investment in the UK and on FDI – again this analysis is supported by a 
clear diagram. 

The candidate then goes on to discuss some of the possible benefits to the UK 
economy of having a strong pound – most notably the impact on domestic 
purchasing power and inflationary pressures.  The candidate concludes by clearly 
stating their view that the government should take action to reduce the value of the 
pound and goes on to describe briefly one action the government could take to 
achieve this reduction in the exchange rate – notably selling their own currency. 
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While the answer has much to recommend it and is well worthy of a mark in the 
upper end of the level 2 range, it does lack a little in its evaluation of the policies the 
Bank of England could take to reduce the exchange rate and some of the difficulties 
it might face in doing so.  A level 3 answer might well have discussed whether the 
Bank of England actually had the fire power to directly influence the forex market 
through direct intervention or whether they had space to further reduce interest rates 
from their current historically low levels.  A better answer might also have reflected 
on the fact that by the time the exam was scheduled the exchange rate had actually 
fallen significantly due to concerns about Brexit therefore reducing the need for the 
Bank of England to intervene in the market. 
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