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Section A 
 
Q1a The diagram below depicts the average revenue, marginal revenue and 

marginal cost curves for a firm operating in a monopolistically competitive 
market. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Using the diagram, calculate the following.  
 

The total revenue the firm would earn if it operated at the profit maximising 
point. [3] 

 
Student’s response 

Profit maximisation occurs where MC = MR which is at output 400000 price £8.     
Ans = 400000 x 8 = 3200000 

Examiner’s comments 

The candidate correctly identifies the profit maximizing output level to be 400,000 
and the price to be £8 and calculates the total revenue as £3,200,000 and hence is 
awarded full marks.  While simply calculating total revenue as £3,200,000 would 
have secured full marks the candidate has demonstrated good examination 
technique by clearly laying out how he reached that figure.  This ensured that he 
would have obtained some marks even if he had made an error in calculation.  
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Q1b The increase in total revenue the firm would gain if it switched from a 
policy of maximising profits to a policy of maximising revenue. [3] 

 
Student’s response 

Revenue maximisation where MR = 0 at outlet 600000 and price £6 
New rev = 3600000  Increase = £400,000 
 

Examiner’s comments 

The candidate correctly identifies the increase in total revenue as £400,000 and 
therefore is awarded full marks.  As in the question above the candidate clearly sets 
out the logic by which he arrived at the correct answer and hence would have 
achieved some marks even if he had made an error in calculation. 

 
Q2a Castle Engineering Ltd is a company which manufactures unique precision 

components for the medical industry. They have recently developed an 
innovative laser cutting device. Manufacture of this device involves total 
fixed costs of £90,000 and variable costs of £250 per unit. The firm intends 
to use a cost plus pricing strategy with a 30% mark-up on the average total 
cost of each unit.  

 
Calculate the average total cost to the firm of producing 300 units. [3] 

 
Student’s response 

ATC = TC / output 
TC = TFC + TVC 
      = 90,000 + 250 x 300 
      = 165000 
ATC = 165000   = £550 p.u. 
              300 

Examiner’s comments 

The candidate correctly identifies the ATC to be £550 and hence was awarded full 
marks.  Again the process by which he arrived at this answer is clearly laid out which 
demonstrates good examination technique. 
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Q2b Calculate the price the firm will charge for each device at this production 
level. [2] 

 
Student’s response 

550 x 1.3 = £715 

Examiner’s comments 

The candidate correctly calculates the selling price as £715 and hence is awarded 
full marks.  Again the method used to reach this figure is clearly laid out to assist the 
examiner in awarding method marks in the event of a calculation error. 

 

Q3 A report published recently has suggested that public sector workers in 
Northern Ireland earn almost 40% more than those employed in the private 
sector.  

 
With the aid of appropriate examples, explain the distinction between the 
private sector and public sector. [3] 

 
Student’s response 

The private sector is where private firms own the assests of that sector and the 
government owns very little or none.  The goal of the private sector is to maximise 
profits mostly.  Example farming (on a small scale.) 

The public sector is where the government controls most of the resources and little is 
owned privately.  The goal is assumed to be maximise social welfare.  Example 
NHS. 

Examiner’s comments 

The candidate clearly distinguishes between the private sector and the public sector, 
both in terms of the ownership of resources and their likely aims.  This distinction is 
illustrated via the use of relevant examples and hence is awarded full marks.  It 
should be noted however that it may have been better to use an actual private sector 
company, such as those suggested in the mark scheme, rather than a general 
industry when attempting to illustrate the private sector. 
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Q4 Shagpile Mats is a small independent retailer which sells mats for 
household and industrial use. The firm has traditionally operated by selling 
its mats from a high street unit at the market equilibrium price. However, it 
has recently set up an online auction site and intends to close down the 
shop and only sell online using perfect price discrimination.  

 
With the aid of an appropriate diagram, analyse the likely impact on total 
revenue if Shagpile Mats switches from selling at the market equilibrium 
price to using perfect price discrimination. [6] 

 
Student’s response 

Price discrimination involves charging prices to separate customers for reasons not 
associated with cost. 

 

 

 

 

From, diagram A we can see that originally Total revenue is included in the shaded 
area shown.  When perfect price discrimination is implemented in B, consumers are 
charged exactly how much they are willing to pay for a unit of a good or service.  
Therefore consumer surplus is converted to total revenue as shown by the shaded 
area. 

Examiner’s comments 

The candidate begins the answer by giving an incomplete definition of price 
discrimination. In itself this definition is not worthy of any credit as it is incomplete 
however it does go some way to introducing the answer.  The candidate produces 
two clear and accurately labelled diagrams which illustrate the total revenue of the 
firm if they charge the market equilibrium price (diagram A) and if they used perfect 
price discrimination (diagram B).  The candidate does what a surprisingly large 
number of candidates often fail to do in that he attempts to explain what the 
diagrams show.  Too often, in this unit particularly, candidates produce relevant and 
accurate diagrams but provide no commentary to explain the diagrams and hence do 
not receive the credit they deserve.  The candidate then goes on to produce a fairly 
accurate explanation of what perfect price discrimination is and makes reference to 
the fact that perfect price discrimination converts consumer surplus into total 
revenue.  As a result the candidate is awarded 5 of the available 6 marks.  
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Section B 
 

Answer all questions (40 marks) 
 
Q5  The following passages were compiled in August 2016.  

Read them carefully and answer the questions which follow.  
 

Case study: To merge or not to merge?  
 

Source 1: The UK mobile phone market  
 

The UK mobile phone market is one of the most developed in the world and, in 
many respects, it is also one of the most competitive and successful: 93% of 
adults in the UK have a mobile phone contract, with almost 30% having more 
than one. Approximately three-quarters of the adult population own a 
smartphone and the UK is one of the most advanced countries in terms of roll-
out of fourth generation (4G) technologies and take-up of 4G services.  

 
There are about thirty mobile phone providers in the UK who compete 
intensely for customers. This competition helps to ensure that UK customers 
have access to a wide variety of bundles and services at prices which are 
lower than most other rich countries.  

 
Fig. 1 below shows the monthly price of a standard mobile contract in the UK 
and five other major economies. 
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While there may be thirty mobile phone providers, the market is dominated by 
four large companies (EE, O2, Three and Vodafone) who actually own, run 
and maintain a physical network infrastructure. Fig. 2 below shows two 
separate estimates of market share for the UK mobile phone market in 2016. 

 

Company Market share % (revenues) Market share %  
(no. of subscribers) 

EE 33 29 
O2 21 29 
Vodafone 18 23 
Three 10 12 
Other 18 7 

Fig. 2 
 

The other twenty-six companies are known as virtual network operators and 
include companies such as Virgin Media, Talk Talk and Dixons Carphone’s iD. 
These virtual network operators do not own the networks they use to provide 
mobile services to UK consumers. Instead, they enter into agreements with 
one of the four network operators to access their network at wholesale prices.  
 
Source 2: O2 and Three announce merger plans  
 
Hutchison, the Hong Kong-based company that owns the Three network, has 
confirmed that it is in advanced talks to buy rival network O2 from Spain’s 
Telefonica for a cool £10.25bn. While the deal has been agreed by both 
companies, it still needs to be approved by the relevant regulatory authorities. 
Once completed, the Three/O2 partnership will make it the biggest mobile 
network in the UK, potentially offering the widest coverage and the fastest 
speeds.  
 
The potential merger mirrors similar mergers in the UK and abroad, which 
have reduced the number of alternative network providers available to 
consumers. Both Three and O2 claim that it is only through consolidation that 
they can gain the scale required to justify the huge investment needed to roll 
out high-speed 3G and 4G networks.  
 
Joseph Daly, a telecoms analyst, stated, “The huge fixed costs associated 
with the development of a network capable of delivering 4G services to the 
whole of the UK means that the industry can only accommodate two or three 
big players. Fast-moving, high-tech industries such as telecoms naturally tend 
towards oligopoly. While regulators may worry about the lack of competition, 
the reality is that we cannot have an efficient and innovative telecoms industry 
in the UK with lots of small network providers competing for market share.”  

Source: Adapted from various sources, March 2016 
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Source 3: O2 still for sale as Brussels blocks merger with Three  
 

EU Competition Commissioner Margrethe Vestager has sent shockwaves 
through the European telecoms market by announcing that the Commission 
would not allow Hutchison to merge O2 with its own mobile operator Three. In 
a statement explaining the decision, Commissioner Vestager stated, “Allowing 
Hutchison to take over O2 at the terms they proposed would have been bad 
for UK consumers and bad for the UK mobile sector. We had strong concerns 
that consumers would have had less choice finding a mobile package that 
suited their needs and would have paid more than without the deal. It would 
also have hampered innovation and the development of network infrastructure 
in the UK, which is a serious concern especially in fast-moving markets.”  

 
Not everyone, however, agrees with this assessment of the proposed merger. 
Market analyst Tom Ridgeway said, “A combined O2/Three would provide a 
counterbalance to the strength of BT/EE, by offering an alternative source of 
capacity to the virtual network providers who would provide competition in 
their own right. The EU’s decision is a short-sighted one that fails to take into 
account the need for a viable competitor of comparable scale and the potential 
to use other forms of state intervention to protect consumers. Competition 
authorities have a range of alternative tools at their disposal. If used properly, 
these would allow the combined company to benefit from the scale 
advantages while still protecting consumer choice and maintaining the relatively 
low mobile phone prices that exist in the UK.”  

Source: Adapted from various sources, June 2016 
 
Q5a  Using the information in Fig. 1, compare the price of a standard mobile 

phone contract in the UK with that of the USA and France. [4] 
 
Student’s response 

The UK standard contract rate for a mobile phone is £35.  This is significantly lower 
than the standard rates in France or the USA which stand at approximately £46 and 
£62 respectively.  This means that the UKs phone contracts are typically 24% 
cheaper than in France and 44% cheaper than the standard rate in the USA. 

Examiner’s comments 

The candidate correctly identifies the fact that the standard mobile phone contract in 
the UK is lower than both France and the USA.  The candidate manipulates the data 
appropriately to show how the UK is approximately 24% lower than France and 44% 
lower than the USA.  While the figures in the mark scheme are 25% and 45% 
respectively, the candidate still received full marks. 
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Q5b Using the information in Fig. 2, explain why it might be difficult to 
accurately estimate market share for the UK mobile phone market. [9] 

 
Student’s response 

Using Fig. 2, the market share (revenues) states a 12% point difference between EE 
and 02 while on the no. of subscribers the percentage is equal.  The 4 firm 
concentration ration is 82% in revenue but jumps up to 93% in no. of subscribers. 

Fig. 2 shows that it can be difficult to measure market share.  The first main reason 
for this is the two different calculations for market share, it can be measured by sales 
revenue (value) or by volume (no. of subscribers).  Both calculations are valued and 
are good at measuring market share but both together creates confusion. 

The figures used to calculate revenue and volume can be hard to obtain and 
therefore the calculation may be inaccurate.  When you bear in mind that revenue 
and volume for each firm in the market need to be calculated, obtaining these figures 
may be time consuming.  Also there is likely to be a time lag between the date of the 
figures and the date of release of the figures. 

The time of year can also make market share different, if one company offers a 
cheap contract the market share may increase. 

The calculations may also be inaccurate due to human error or an omission of a 
certain sector of the industry such as pay as you go. 

Examiner’s comments 

The candidate begins their answer by explaining how the market share can differ if it 
is measured by the number of subscribers (volume) rather than revenue (value).  He 
uses EE and O2 and a 4 firm concentration ratio to illustrate the difference and 
hence gains application marks. 

Unlike a large number of other candidates however, this candidate then goes on to 
offer alternative reasons for the difficulty in accurately measuring the market share of 
the UK mobile phone market.  These alternatives include the difficulty in obtaining 
accurate figures, the time lag between calculation and publication, the fact that the 
figure may vary with the time of year at which they are collected and the fact that 
human errors and omissions can impact upon the accuracy of the calculations.  It is 
this explanation of the additional factors that impact upon the accuracy of the 
calculations that lifts this answer into the level 3 range and gained the candidate 8 of 
the 9 available marks. 
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Q5c Examine the extent to which the UK mobile phone market could be 
described as a natural oligopoly. [12] 

 

Student’s response 

A natural oligopoly has the same characteristics as a normal oligopoly market 
structure in which there will be high business to entry, interdependence, imperfect 
knowledge, supernormal profits and non-price competition. 

However a natural oligopoly is defined as where it is only profitable for 3 to 4 terms 
to deal with within the industry due to the significant level of output that is needed at 
the minimum efficient scale.  The minimum efficient scale is defined as the point at 
which all internal economics of scale have been exploited. 

 

 

 

 

 

 

The diagram above displays the minimum efficient scale.  Initially economies of scale 
push down long run average cost.  The minimum efficient scale is reached when all 
economics of scale have been exploited.  This is the lowest point on the LRAC 
curve.  It is assumed that eventually diseconomies of scale will set in, these are the 
disadvantages that are associated with an increase in scale or capacity that cause 
average unit costs to be pushed upward. 

In order for a natural oligopoly to exist there would usually be such barriers to entry 
as high fixed costs that prevent many firms from entering the market. 
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The above diagram displays that that of a natural oligopoly.  In order for the firm to 
be operating at the MES they must have at least 25,000 units of output which is a 
quarter of the overall industry size.  From Fig 2 we can see clearly that the top 3 
firms of EE, O2 and Vodaphone have a huge market share percentage well over that 
of the 60% needed to be declared as an oligopolistic market structure. 

However the reason as to why it can be argued to be a natural oligopoly is due to the 
network infrastructure that is owned and ran by the top 4 firms.  This creates a 
significant barrier to entry for firms as they will not have the funds needed to set up 
their own infrastructure.  But instead ‘they enter into agreements with one of the 4 
network operators to access the network.’  This furthermore cousolidates the idea 
that the mobile phone market could be described as a natural oligopoly as other 
firms have to pay onto the network to allow them to operate within the market.  As it 
would be unable to do this any other way.  



13 
 

CCEA EXEMPLIFYING EXAMINATION PERFORMANCE 

Examiner’s comments 

The candidate begins his answer by identifying the key characteristics of oligopoly. 
While it would have been possible to produce a level 3 answer without reference to 
these general characteristics it does help to set the rest of the answer in context.  
The candidate then goes on to explain the concept of a natural oligopoly with 
reference to the minimum efficient scale of production.  This analysis is fairly 
comprehensive and is supported by two separate diagrams.  The candidate also 
correctly points out that it is the fixed costs associated with setting up and running a 
mobile phone network that results in the MES occurring at a level of output that 
causes the industry to tend naturally towards oligopoly.  This level of analysis and 
application is sufficient to place the candidate in the level 3 range. 

However, the response could have been improved with greater critical examination 
of whether the total mobile phone market could be described as naturally 
oligopolistic.  For example the candidate might have referred to the fact that while 
the network side of the UK mobile phone market might be naturally oligopolistic the 
retail section may not be.  Alternatively they may have considered how effective 
government policy, for example forcing the network operators to allow competitors 
access to their network, could make the market more competitive or at least 
contestable. 
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Q5d The European competition authorities decided to prohibit the proposed 
merger of O2 and Three. Critically examine some of the alternative 
measures that regulators could take to ensure the UK mobile market 
functions well for consumers. [15] 

 
 
Student’s response 

There are a range of alternative measures that regulators could use to ensure the uk 
mobile market functions well her consumers.  Price controls, removing barriers to 
entry as well aa deregulation would help the market function better for consumers. 

 

 

 

 

 

 

 

 

One policy that the government could introduce in order to ensure that the market 
functions better for consumers is by introducing price controls.  This would ensure 
that consumers are not exploited by the phone companies through charging high 
prices.  The diagram shows that the firm is earning abnormal profits between P1 and 
C1.  If a regulator were to introduce a price cap, this would reduce abnormal profits 
from P1C1 to PCC1.  This has many benefits for consumers aa it reduces the price 
and increases their level of consumers surplus byP1APCB. 

It also move the hrm closer to allocshier and produchve efficiency, where P=MC and 
AC=MC respectively.  This means that the mobile phone conmers are being supplied 
and the price they are willing to pay, and the hmm is woruing at relatively low costs. 
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However, price capping may also be ineffective.  The existence of abnormal profits 
means that firms are able to invest in research and development which results in 
dynamic efficiency.  The reduction in abnormal profits therefore means that the firm 
cannot invest in new, innovative products for consumers which leads to a fall in their 
standard of living.  In addition, innovation helps firms stay competitive on global 
matters without it firms cannot complete and the maruet becomes less contesbble. 

Another way in which regulators could ensure the uk mobile phone market functions 
well for uk consumers would be to offer subsidies so new firms could enter the 
market.  The high setup costs often act as a barrier to more firms entry for many fims 
so by reducing the costs of entering the market mare timss enter the market and so 
supply shifts to the right as shown S1-S2. 

 

 

 

 

 

 

 

This means competitions has increased which results in a fall in the price from P1 to 
P2 and an increase in Quantity supplied to Q2.  Consumer surplus has also 
increased by P1AP2B meaning an increase in the standard of living. However, there 
is an opportunity cost involved as this money could have been used to and merit 
goods which generate positive extemalities and result in social efficiency.  The 
subsidising of one firm at the detriment of another who may suffer a fall in revenue.  
The dispute between bombardier and Boeing was over ‘illegal’ subsidies which 
reduced the cost for bombardier and allowed them to sell their products below the 
cost of production.  
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Examiner’s comments 

In the introductory paragraph the candidate identifies 3 separate policies the 
government could use to make the UK mobile phone market function better for 
consumers; price controls, removing barriers to entry and deregulation. 
 
The candidate provides a fairly comprehensive analysis of how price controls would 
benefit consumers, primarily in terms of increasing consumer surplus but also 
through improving allocative efficiency.  The candidate also mentions other potential 
benefits of price controls such as improving productive efficiency and reducing the 
abnormal profits of firms but does not state how consumers would benefit from these 
improvements. 
 
The analysis of price controls is supported by an imperfect but reasonably accurate 
diagram. 
 
The candidate then discusses some of the potential drawbacks associated with price 
controls, primarily the possible impact on innovation and dynamic efficiency which 
could result from the lower level of supernormal profit and hence is awarded some 
credit for evaluation. 
 
The candidate then goes on to discuss the policy of offering subsidies to new firms to 
help them overcome the high set up costs which act as a barrier to entry.  Again this 
analysis is supported by the use of a fairly simple but relevant diagram and the 
impact of the subsidy on consumer surplus is also analysed. 
 
The candidate then goes on to discuss some of the drawbacks associated with 
offering subsidies to new firms and is awarded credit for evaluation.  The two key 
points made are in relation to the opportunity cost of the subsidy and the knock on 
effects on those firms who do not qualify for subsidy support.  
 
The depth of analysis and clear attempt at evaluation resulted in this candidate 
gaining marks at the very top of level two.  
 
To access marks in the higher end of level three range the answer would have 
required a little more scope in terms of the range of policies considered.  The 
candidate only produced analysis of two alternative policies. 
 
The answer would also have benefited from a little more critical evaluation and 
judgement.  While the candidate did provide some analysis and evaluation of two 
separate policies there was no real attempt to compare their relative effectiveness 
nor to compare either or both of them to the policy decision taken by European 
competition authorities. 
 
Finally the candidate could have considered what the mobile phone market 
functioning well for consumers actually means.  This candidates answer focused 
almost exclusively on lower prices- however in reality it is likely that many consumers 
would be just as likely to be concerned with areas such as; the quality of coverage, 
the level of customer service and the nature and length of contracts available.  
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Section C: Essay section 
 
Q6 The theory of contestable markets was often cited by regulators and 

academic economists as justification for the deregulation of the US airline 
industry in the mid 1980s. However, experience since then would suggest that 
the deregulation did not lead to lower prices and greater efficiency. Instead, it 
led to a round of mergers and consolidation and accusations of price fixing, all 
of which would have been predicted by the traditional theory of the firm.  

 
Critically examine the view that the theory of contestable markets is no better 
at predicting the behaviour of real world firms than the much criticised theory 
of perfect competition. [30] 

 

Student’s response 

The theory of contestable markets was developed by William Baumal, its arguably 
presents a more modern view if the behaviour of real world firms than other 
economic models such as perfect competition (p.c.) the definition of a contestable 
market is one in which all potential entrants have access to all technology available 
to incumbents, is not prohibited from working to incumbents customers and it’s entry 
decisions can be reversed without cost.  A perfectly contestable market is one in 
which the number of firms can range from one to many, goods can be homogenous 
or there are no barriers to entry or exit and no sunk costs.  All firms in a contestable 
market must also compete ie there is no collusion.  Baumel believes that its a 
perfectly contestable market firms will be highly efficient as the threat of hit and run 
competition is enough to encourage them to produce at a point where productive 
efficiency is achieved where marginal cost equals average costs.  Also, the firm will 
only make normal profits in the long run in order to prevent attracting potential 
entries into the market will be allocatively efficient producing were price equals 
marginal cost. 

There is significant evidence to suggest markets are becoming more contestable. 
Post-2008, the supermarket industry his become mve contestable with discounted 
retailers such as Lidl and Aldi breaking into the market as the barrier to entry that is, 
brand loyalty wis brought down with lower incomes making goods at higher 
supermarkets e.g. Sainsburys more elastic in demand.  This is cited as being one off 
the reasons why Sainsburys and Asda are currently in merger talks.  The 
development of technology has also allowed new firms to break inn the market more 
easily as production costs have fallen are or are new more innovative firms – E.g. 
The rise of the internet  has allowed ‘Uber’ to break into the taxi market.  
Globalisation and the EU single market created in 1992 have also contributed to 
contestability. 

However, critics would argue that theory of contestability is no better at predicting 
real world behaviour of firms as, like any model, it’s based on a number of highly 



18 
 

CCEA EXEMPLIFYING EXAMINATION PERFORMANCE 

unrealistic assumptions such as the idea of perfect knowledge. existing in the 
market.  This is unrealistic in real life as producers are highly unlikely to ever fully 
disclose all information to their competitors or consumers in price and production 
telhniques.  Although, this has become slightly better with the rise of the internet and 
existing websites such as gocompare.com  Critics would also argue the assumption 
of ‘no sunk costs’ are is highly unrealistic as fir modern firms as in today’s economy 
their is a huge proportion of money spent by all firms on advertising and branding 
carries a substantial weight for todays firms, partiulaly with the rise of internet as well 
as social media advertising appearing on many platforms. 

Finally, some would argue the Theory of Contestable markets assumption that all 
firms will compete and there will be no collusion is also very unrealistic given the 
high levels of interdependence that exist in oligoholistic markets, The incentive to 
collude is huge.  In the real world today, there are constintly examples of collusion 
for example, Proctor and Gamble were find guilty of colluding with Unilever on 
washing powder detergent as they price fixed.  The process of deregulation also hes, 
in many cases led to less efficiency and higher prices this before as evidesced by 
the US airline industry.  It did however lead to mergers and price fixing as predicted 
by traditional themes of firms, ie oligopolies.  The opening up if these markets led to 
reduced efficieny as they are essenticlly oligoholishc markets where there are high 
fixed costs of production which means it more efficient for only a few large firms to 
compete instead. 

The much criticised theory of competition however, is arguably worse at predicting 
the behaviour of firms in the real world as its based on very strict consumptiess while 
the theory  of contestability is arguably more flexible in its assumption.  For example 
a P.C. market is expected to be made up of a large number of small firms while 
contestable markets recognise firm numbers can vary from one to many.  They also 
assume there’s perfect homogeneity of goods/services in the industry  While 
contestable markets leave more room for manauever on this feature as they 
recognve products be differentiated: 

While both themes are criticised, as both are based in a number of highly unrealistic 
assumptions, unlikely to be modelled by real firms, both provide a useful benchmark 
for the government which they can use to provide competition in all markets ‘Society 
could not be better off if all industries were run under perfect competition.  On 
balance, I believe the theory of contestability still his it’s flaws in terms of the 
assumptions of ‘no cash’ and ‘perfect knowledges’ as as well as ‘no collusion’ thwgh 
has certcuhtly developed the they of perfect competition its in more modern light.  
The CMA and OFT have admitted contestability his aided them in teir 
recommendations to industries.  However, even Baumal himself stated, ‘The theory 
of perfect contestability doesn’t populate the world of reality any more than perfect 
competition does’  In it evidently takes more than deregulation to create greater 
efficiency.  
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Examiner’s comments 

The answer begins with a clear definition of a contestable market, (indeed the 
candidate uses Baumol’s own definition) and then goes on to explain the key 
underlying assumptions of the perfectly contestable model. 

The candidate then goes on to briefly describe the likely market outcomes under 
perfectly contestable conditions and explains, in a fair amount of detail, how markets, 
such as the UK supermarket industry and the UK taxi market, have become more 
contestable since 2008.  In doing all of this the candidate has been awarded marks 
for knowledge and understanding, analysis and application. 

The candidate then goes on to consider the possible weaknesses of the perfectly 
contestable model in terms of the unrealistic nature of its key assumptions.  In this 
section the candidate demonstrates clear evaluation and a degree of judgement in 
choosing real world examples to illustrate the points he is trying to make. 

In the last section of the answer the candidate compares the model of perfect 
contestability with the model of perfect competition.  At this stage the candidate 
demonstrates clear evaluation and judgement by firstly stating that he disagreed with 
the statement in the question and most importantly providing evidence or justification 
for this conclusion. 

While this answer was fairly comprehensive (indeed it scored 22 out of the 30 marks 
available) it could have been improved in a number of ways. 

Firstly the candidate might have chosen to illustrate some of his analysis through the 
use of appropriate diagrams.  Candidates should be aware that a relevant and 
accurately drawn diagram can go some way to gaining marks for analysis. 

Secondly, while the candidate deals fairly comprehensively with the assumptions 
and predicted outcomes under perfectly contestable conditions the answer is 
somewhat less comprehensive in dealing with the assumptions and predicted 
outcomes under perfect competition.   
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Q7 German supermarket Lidl is planning to strategically reposition the company 
in the UK away from a high-volume discounter towards a mainstream one-
stop supermarket. The German giant is actively aiming to boost quality 
perceptions through store expansions, more careful merchandising, heavy 
investment in advertising and the introduction of loyalty cards. Critics of the 
move have suggested that it will ultimately lead to higher prices for UK 
consumers.  

 
Critically examine the view that consumers benefit more from non-price 
competition than from price competition. [30] 

 
Student’s response 

→ Not Real Comp. 

Non-Price – Advetising   + > More informed 

         → Mostly non-
informational 

         → Creates 3rand 
Loyalty 

         + > Promotes Comp. 

   Loyalty schemes + > higher satisfaction 

         → Deters from cheaper 
option 

- Customer Service + > offers more pleasant exp 

         → Makes the customer 
make an economically unuise  

          decision 

 

Competition between firms comes in two separate forms, price competition, and non 
price competition.  The latter refers to firms competing through methods not relating 
to changes in their price while the former simply refers to measures made to reduce 
the price of a good in order to gain more sales.  It is highly debatable as to which of 
the methods truly benefits consumers most. 

The approach that Lidl have decided to take is through non price competition, 
examples of this would be ‘investment in advertising and the introduction of loyalty 
cards’.  Advertising is helpful to consumers as it allows them to make more informed 
decisions about what they are purchasing through main display of products through 
various media sources.  It can also help consumers by encouraging other firms to 
compete in other forms of competition in order to win over consumers. 
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However, it is also frequently argued that advertising is harmful to consumers as it 
frequently do not focus on factual reasons to purchase a product and in the end 
merely encourages consumers to make the potentially illogical decision of 
purchasing it over potentially a superior product which was not advertised as 
aggressively.  Due to advertising costs being seen as costs of selling a good, these 
costs to the  firm are frequently translated into the price of the good itself, meaning 
consumers end up paying for the advertisements though higher prices.   

Another problem consumers face with advertising is that it creates a false sense of 
competition.  In many markets, products which are seen to be competing against 
each other are often owned by the same firm.  This is particularly evident in the 
detergent industry where almost all big brands are owned by a very small group of 
firms. 

Loyalty cards are also very frequently used means of non-price competition.  These 
give consumers the opportunity to save money, with the more they spend on goods 
from a particular firm.  This gives the consumer a reason to exclusively shop in 
stores owned by the firm offering them the loyalty scheme as they will feel that they 
are benefitting from exclusive bargains. 

However, many of these loyalty schemes do not truly benefit the consumer, or may 
only do so in a marginal way.  Schemes such as Tesco’s clubcard may stop a 
customer from benefitting from significantly better schemes in Asda or Sainsburys.  
This poor decision on the customers behalf is then masked by the idea of clubcard 
points which may not add to the same value as the money lost by the consumer and 
may only be used in Tesco stores, further discouraging rational decision making by 
consumers. 

Another form of non price competition is through superior customer service.  This 
allows consumers to enjoy a more positive shopping experience, encouraging them 
to return and purchase more from the firm.  This, however could lead to further 
irrational thinking by the consumers as they may decide to purchase goods from a 
firm shown for it’s pleasant customer service over one which could potentially sell a 
similar or identical good for a lower price. 

The other form of competition between firms is price competition, which is when 
firms lower the price of the good through lowering production costs or other means in 
order to sell a good to the consumer at a lower price compared to the competitors. 

As mentioned previously, firms may attempt to cut costs in order to sell a good at a 
lower price, this can be seen on the diagram below.  
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As seen in the diagram, this allows firms to sell at a higher output with lower cost, 
meaning that consumers can purchase the good at a cheaper price without the firm 
compromising its profits. 

However, firms may also take certain measures in order to lower cost which will not 
benefit the consumer such as lowering the quality of the good or lower the amount of 
post sale services they provide.  These actions are detrimental to the consumer in 
the long run as other firms are likely to follow suit, leading to an overall drop in 
product quality within the market. 

Overall, I believe that both forms of competition to a certain extent benefit consumers 
through better service or better value.  However, both can be taken to extremities 
which eventually end up costing the consumer either through lower quality or loss of 
rational decision making.  
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Examiner’s comments 

The answer begins by clearly making the distinction between price and non-price 
competition and highlighting that the repositioning strategy adopted by Lidl is 
focusing primarily on the latter rather than the former.  This immediately gains the 
candidate some A01 marks and some AO2 marks. 
 
The candidate then goes on to discuss two of the non-price strategies adopted by 
Lidl in some detail.  The candidate produces a fairly comprehensive evaluation of 
advertising and to a lesser extent the use of loyalty cards.  The candidate then goes 
on to discuss the use of superior customer service as a non-price competitive 
strategy.  This gains the candidate some AO3 and AO4 marks 
 
The candidate then switches focus to price competition and again attempts to 
evaluate the impact of price competition on consumers.  While the candidate makes 
some relevant points the analysis lacks a little depth and scope.  A candidate hoping 
to score in the level four range would be expected to develop their analysis of price 
competition in term of its impact on areas such as consumer surplus, inflation and 
real disposable income. 
 
The candidate does attempt to produce a diagram to illustrate how cost cutting could 
help the firm reduce the price it charges while maintaining profit margins.  However 
the diagram is not totally accurate and the candidate provides only a very superficial 
commentary on what the diagram is attempting to illustrate.  As a result, the diagram 
gains the candidate very few additional marks. 
 
Overall the answer could be described as good rather than excellent and is worthy of 
a mark in the middle of the level 3 range. 
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Section A 
 
Q1a The table below shows outputs of computers and slaughtered beef cattle in 

two countries when each country allocates exactly half of its resources to 
each type of output.  

 
A computer and a tonne of beef are of equal value in world markets. 

 
Country Computers Beef (tonnes) 
Carniva 200 million 300 million 
Tronica 400 million 200 million 

 
Using the information in the table above, explain what is meant by 
“absolute advantage”. [2] 

 
Student’s response 

A country has an absolute advantage in the production of a good when they can 
produce that good at a lower cost than its rivals.  Tronica have an absolute 
advantage in the production of computers. 

Examiner’s comments 

The candidate accurately defines the term absolute advantage and hence gains the 
mark for AO1.  The candidate then correctly states that Tronica has an absolute 
advantage in the production of computers and hence gains the second mark for A02. 

  



28 
 

CCEA EXEMPLIFYING EXAMINATION PERFORMANCE 

Q1b Using the information in the table above, explain how both countries could 
benefit by specialisation and trade. [5] 

 
Student’s response 

country comp beef comp beef comp beef 

carniva 200m 300m 0m 600m 300m 300m 

Tronica 400m 200m 800m 0 500m 300m 

Total 600m 600m 800m 600m 800m 600m 

 
1 C comp = 3/2 beef = 1 ½ 

T = 1comp = ½ beef.  1-1 

Both countries will benefit from specialisation and trade as carniva is better off by 
100 million computers and Tronica are better off by 100million computers and 100 
million tonnes of beef.  Tronica gained 100 million computers without having to give 
up any beef. 

Examiner’s comments 

The candidate reproduces the table in the question but adds additional columns 
which demonstrate the likely production outcomes after specialization and trade at a 
rate of one computer to one tonne of beef.  The explanation clearly explains why 
both countries benefit from specialization and trade and hence was awarded the 
full 5 marks. 
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Q2a Domestic demand and supply schedules for microwave ovens in a 
particular country are illustrated in the table below. 

 

Price ($) Quantity demanded 
domestically (000s) 

Quantity supplied 
domestically (000s) 

60 1500 100 
100 1300 300 
140 1100 500 
180 900 700 
220 700 900 

 
There has been no government intervention in the market, so microwave 
ovens have been selling within the country at the world price of $100. 
Domestic output accounted for less than 25% of total sales, prompting the 
government to introduce a specific tariff of $40 per microwave oven.  

 
Calculate the revenue which this tariff will raise for the country’s 
government. [2] 

 
Student’s response 

Imports of ovens after the $40 tariff = QD – QS domestic  
 
= 1,100,000 - 500,000 = 600,000 
 
Tariff revenue = 600,000 X $40 = $24,000,000 
 
 

Examiner’s comments 

The candidate correctly calculates the revenue raised by the tariff to be £24,000,000 
and hence is awarded the full 2 marks.  The candidate clearly sets out the method by 
which he calculated this figure and therefore would have been eligible for one mark 
had he made an error in calculation. 
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Q2b With the aid of a diagram, analyse the impact of this tariff on community 
surplus in the country. [5] 

 
Student’s response 

 

 

 

 

 

 

 

A tariff is a form of government intervention used to reduce international trade.  If the 
government introduce this tariff it will have an impact on community surplus which is 
the sum of producer and consumer surplus.  Before this tariff was introduced, 
consumer surplus can be shown through the area of AC WS on the diagram.  Once 
this tariff of $40 is introduced, consumer surplus falls to the area of ABWSD.  This 
loss of consumer surplus is converted into a dead weight welfare loss which is the 
loss of community surplus when price isn’t placed at the allocatively efficient level it 
is also converted into new producer surplus and revenue.  This shows that 
community surplus is lost through the loss of consumer surplus. 

Examiner’s comments 

The candidate produces a clear and fairly accurate diagram showing the impact of 
the tariff on community surplus.  The diagram is supported by a detailed and 
accurate commentary which defines community surplus and analyses the impact of 
the tariff on consumer surplus.  The diagram clearly marks two triangular areas as a 
deadweight welfare loss.  The triangle on the right can rightly be described as a 
deadweight welfare loss as it is caused by reduced consumption brought about by 
the higher price.  The triangle on the right however, while certainly a loss of 
consumer surplus, is not necessarily a deadweight loss since it is reflective of 
increased costs of production.  The mark scheme describes these two triangles as a 
net welfare loss.  However, this distinction is subtle and the mark scheme does not 
require students to demonstrate an awareness of the distinction. Hence this student 
was still awarded the full 5 marks for this response.  
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Q3  A country’s government is worried about a long-term deficit on the balance of 
payments on the current account. A few months ago, it began implementing 
policies to try to reduce the exchange value of its currency. The value of the 
trade-weighted exchange rate index of the country’s currency (base 2008 = 
100) has reduced from 97.00 to 87.30. In the same time period, imports into 
the country have fallen by 4%, and the country’s exports have risen by 4%.  

 
Assume that there are no other changes.  

 
With reference to the Marshall-Lerner condition, analyse whether the 
government’s policy is achieving its objectives in the short term. [6] 

 
Student’s response 

The Marshal lerner condition states that in order for this to work PED of exports and 
PED of imports added together must be greater than one, Ceterius Parabus – it 
states that we have a high marginal propensity to import.  If wages fall by 1% the 
demand for imports would fall by around 4.5%  The governments not achieving its 
objecties in the short term as the PED of exports plus the PED of imports is only 0.8 
which states that objectives aren’t achieved (04 + 0.4).  However, even if the Marshal 
Lerner condition is met, they may experience the J curve effect.  This shows that 
things may potentially get worse in the economy before getting better. 

 

 

 

 

Examiner’s comments 

The response begins with a clear statement of the Marshall-Lerner condition and 
hence gains marks for AO1.  The answer then drifts slightly into what seems to be an 
irrelevant discussion of the UK’s high MPM and the likely impact on imports of a 1% 
fall in wages.  However, the candidate quickly returns to make the relevant point that 
the government is not achieving its objectives since the sum of the import and export 
elasticities is 0.8.  While this analysis is correct it is not eloquently expressed nor is 
the calculation of the import and export elasticities clearly set out.  It is this which 
prevents the candidate gaining the maximum six marks.  However, the candidate’s 
response is assessed to be in the level three range and hence is awarded five of the 
available six marks.  
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Section B  
 
Q4  The case study which follows was compiled in August 2016.  

Read the articles carefully and answer the questions which follow.  
 

Case study: “Interesting Times”  
 

Source 1: Fears of deflation spark unprecedented measures 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

On 4 August 2016, the Bank of England reduced its base lending rate to a 
new record low level of 0.25%. Just over a quarter of a century earlier, that 
rate was 14.875%! Economic conditions and problems faced by policy-makers 
have changed considerably since the banking crisis of 2008–9. Mark Carney, 
Governor of the Bank of England, warned high-street lenders they must pass 
on cheaper borrowing costs to customers as part of a bigger-than-expected 
package of measures designed to prevent a post-Brexit recession. The Bank 
indicated that interest rates could be reduced further in coming months as the 
economic fallout from the vote to leave the EU becomes clearer. It had been 
forecasting slower growth in earnings and 250 000 job losses, even with these 
stimulus measures. Early economic indicators suggested that confidence 
among businesses and households slumped after the June referendum and 
that a slowdown in spending threatened to tip the UK into recession. Mr 
Carney rebuffed suggestions that the Bank was over-reacting to the Brexit 
vote. “There is a clear case for stimulus, and stimulus now, in order to have an 
effect when the economy really needs it,” he said.  

Source: Adapted from The Guardian: “Bank cuts interest rates to 0.25% and expands QE”, authors Katie Allen and Larry Elliott, 
4 August 2016 
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Source 2: HM Treasury ready to be more flexible 
 

The Bank’s intervention to shore up confidence was backed by the Chancellor 
of the Exchequer, Philip Hammond. He also responded to assertions from Mr 
Carney and others that monetary policy had limited power to solve Britain’s 
economic problems. “Alongside the actions the Bank is taking,” he stated, “I 
am prepared to take any necessary steps to support the economy and 
promote confidence.”  
 
Markets are notoriously fickle, and the “liquidity trap” identified by John 
Maynard Keynes may result in growth being less than these measures are 
aiming for. The Bank’s Monetary Policy Committee (MPC), chaired by the 
Governor, would almost certainly support a further interest rate cut, potentially 
taking official borrowing costs to as low as 0.1%, although Mr Carney said he 
was strongly opposed to negative interest rates.  
 
The European Central Bank’s introduction of charges to commercial banks for 
holding their cash was not a solution for stagnation in the Eurozone, and the 
Bank of Japan’s introduction of negative rates in early 2016 had 
consequences scarcely anyone would have predicted. Instead of speculators 
selling the yen and triggering a beneficial depreciation of the Japanese 
currency, global uncertainties encouraged investors in Japan and abroad to 
invest in safe Japanese government bonds, despite their negative yield. The 
value of the yen on international currency markets actually rose, and the 
stimulus the Japanese monetary authorities were counting on did not happen!  
 
The MPC was not unanimous in endorsing all the measures, which also 
included:  
• plans to pump an additional £60bn in electronic cash into the economy to 
  buy government bonds, extending the existing quantitative easing (QE) 
  programme to £435bn in total;  
• another £10bn in electronic cash to buy corporate bonds from firms “making 
  a material contribution to the UK economy”;  
• as much as £100bn of new funding to banks to help them pass on the base 
  rate cut. Under this new “term funding scheme”, the Bank will create new 
  money to provide loans to banks at interest rates close to the base rate of 
  0.25%. Banks which do not re-lend would be penalised.  
 
The pound fell sharply against the dollar and euro after the Bank’s 
announcement but the FTSE 100 share index rallied. Matthew Whittaker, 
economist at the Resolution Foundation think-tank, commented: “On the 
severe near-term economic cooling associated with the post-referendum 
uncertainty, the Bank can help. Longer-term, our economic performance rests 
on the post-Brexit picture on trade, competition and – crucially – productivity. 
Influencing those outcomes largely rests with politicians, not central bankers.”  

Source: Adapted from The Guardian: “Bank of England cuts interest rates to 0.25% and expands QE”, authors Katie Allen and 
Larry Elliott  

and The Telegraph online: “Pound plunges as Bank of England cuts interest rates”, author Tara Cunningham, both 4 August 
2016 
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Source 3: Is the future dark – or just cloudy? 
 

Philip Hammond’s statement of intent was welcome to many who had argued 
that the policies of “austerity” followed by his predecessor, George Osborne, 
were unfair, divisive and inappropriate. The Treasury’s reliance on monetary 
policy had been criticised as “obsessive”. Mr Osborne’s target of reaching a 
budget surplus by 2020 was dropped when Theresa May became Prime 
Minister.  

 
David Farrow of the pressure group “Dikenomika” compared the national 
government to cautious companies in the private sector, which are afraid to 
borrow funds in difficult times, and end up with a more crippling ratio of debt to 
income than buoyant enterprises, which thrive by adopting bold strategies.  

 
Doubts about expansionary monetary policy are not new. Economists 
generally agree that monetary policies can work to “pull down” the level of 
aggregate demand in an economy, but there is less agreement on their 
suitability for “pushing” aggregate demand upwards.  

 
Ian MacParton, of the Pairat Investment Consultancy, told a conference of 
financial advisers: “We don’t know how much worse things might be if the 
Bank of England had done nothing in 2009. We don’t know if banks will find 
people who actually want to borrow, or if they might use their funds from sale 
of bonds to speculate outside the UK. It’s even possible that quantitative 
easing might lead to a new asset price bubble, further increasing problems of 
inequality in the UK. The killer”, he concluded, “is that we can’t tell the future. If 
small firms and householders could be sure of markets and jobs, agonising 
about economic policy would be irrelevant!” Delegates at the conference 
upheld a motion declaring that the government’s monetary policy was not 
working according to plan and needed to be replaced by a raft of tax cuts and 
subsidies for industrial investment. 
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Q4a Compare the trends in the Bank of England’s interest rate and rate of 
change in GDP between 1990 and 2016 shown in Fig. 1. [4] 

 
Student’s response 

Between 1990 and 2016 there were significant changes to both the bank of 
england’s base rate of interest and the annual percentage change in GDP.  Between 
1990 and 1994 as the base rate of interest fell from 15% to 5% the annual 
percentage change in GDP rose from 0% to c. 4.5%.  Then from 1994 to 2008 things 
remained fainy stable with slight fluctuations explained by the economic cycle.  
Interest rates remained around 5% and changes in GDP varied between 3-5%.  
 This was until the economic crash of 2008 when things plumeted.  The base 
rate of interest plumeted to 0.5% where it remained until 2016 and the economy 
entered a grave recession with negative economic growth of over 5%.  It took until 
2010 for the UK economy to re-enter positive economic growth. 

Examiner’s comments 

The approach taken by this candidate to this particular question is one to be 
commended.  Rather than doing what candidates often do when they are presented 
with time series data such as Fig. 1 (that is discuss every change and variation in the 
data) this candidate chose to break the time series into 3 distinct periods and 
compare GDP growth with the base rate in those 3 periods.  This approach allowed 
the candidate to make real comparisons and therefore gain full marks. 
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Q4b Analyse the possible consequences to the UK economy of the cut in the 
Bank of England’s base lending rate to 0.25% in August 2016. [9] 

 
Student’s response 

In August 2016 the Bank of England cut the base leading rate to 0.25% to support 
the UK economy and promote confidence cutting the rate of interest is a measure of 
expansionary monetary policy to boost (aggregate demand) AD and expand 
economic growth.  A reduction in the interest rate means it is less benefical to save 
as you will have lower annual return on your money.  This encourages consumers to 
spend their money therefore boosting the consumption component of aggregate 
demand.  Lower interest rates will also encourage investment in the economy as 
loans will have lower rates of interest and therefore borrowing to invest will become a 
favourable decision for many firms in the UK economy also boosting the investment 
component of AD.  This affect can be shown below. 

 

 

 

 

 

 

 

 

 

 

This boost in AD will in turn bring in more profit for UK firms in the form of higher 
prices and increase output from X1 to X2 which will help boost economic growth and 
prevent the economy from a recession.  However, there is of course negatives to this 
choice.  A lower interest rate will lead to foreign firms and individuals removing their 
money from UK banks as it is now less profitable to save which will decrease the 
demand for the pound, increase the supply and weaken the exchange rate.  
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Examiner’s comments 

The candidate begins the answer by stating the rationale for the interest rate cut in 
terms of promoting confidence in wake of the Brexit referendum result; Then the 
candidate goes on to analyse the likely impact of the rate cut on three key areas; the 
likely balance of saving and consumption, investment by firms and the foreign 
exchange value of the pound.  When dealing with investment the candidate 
produces a short-run equilibrium diagram correctly showing the likely increase in AD.  
The explanation of the diagram also touches on some second round effects from this 
boost to AD and hence hints towards multiplier effects though these ae not clearly 
set out.  

There was sufficient analysis and application in this response to place it in the 
bottom end of level 3.  To improve the answer the candidate could have developed 
his analysis of the impact on the exchange rate to include how the fall in the 
exchange rate would impact on the external component of AD.  Alternatively the 
candidate could have discussed alternative elements of the monetary transmission 
mechanism. 
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Q4c Examine why the result of the referendum on Britain’s withdrawal from the 
European Union might have led monetary authorities to expect negative 
consequences for the UK economy. [12] 

 
Student’s response 

The result of a ‘Yes’ vote for Brexit can lead monetary authorities to expect negative 
consequences for many reasons.  Firstly, the Brexit vote will cause consumers and 
firms to loose confidence in the UK economy.  Consumers will put off spending and 
businesses will postpone investment plans as they are unsure of what is coming 
next.  This is also the case for foreign firms who will lose faith in the UK economy 
and move their money elsewhere.  This will weaken the exchange rate and lower the 
value of the pound causing imports to become dearer and exports to become 
cheaper.  All of these factors will cause AD to fall. 

 

 

 

 

 

 

 

 

 

This will reduce production and cause deflation which could be detrimental to UK’s 
economic growth levels.  A weak exchange is even more detrimental for an economy 
like the UK who rely heavily on imports especially for raw materials for their 
manufactured goods.  The UK’s manufacturing industry has all but banished as we 
have became a highly sophisticated financial sector instead but this is negative here 
as we will not be able to make use of cheaper exports meaning we will spend more 
on our imports than we bring in from exports further contributing to our current 
account deficit which currently stands at £115,455 million.  The result of the 
referendum could also lead to outward flows of foreign direct investment which are 
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crucial to the continued growth of the UK economy.  This could in turn bring 
unemployment as foreign firms move their factories elsewhere leaving behind 1000’s 
of people without jobs.  There is also a risk to employment in terms of the possible 
lack of inward migration.  Currently, migrant workers within the UK occupy the jobs 
that UK nationals do not want and they also fill skills shortages in sectors and areas 
where gaps exist.  They contribute a lot to the UK government in terms of taxes and 
without them it is feared that the UK will see a huge rise in skills shortages, a fall in 
economic growth and more worryingly a fall in productivity within the UK. 

Examiner’s comments 

This answer deals with a number of relevant issues in explaining why the Brexit 
referendum result might have worried the UK monetary authorities.  Among the 
issues discussed are: 

• the likely impact on consumer and business confidence and its impact on AD – 
(this section is supported by a fairly simple, but relevant diagram which helps to 
gain the candidate analysis marks); 

• the possible impact on Foreign Direct Investment and its impact on employment; 
• the possible negative impact of a fall in the value of the pound (particularly on the 

price of imports); and 
• the possible impact on migration levels.  This point is well developed in terms of 

ability of UK firms to fill job vacancies, UK productivity rates, and the budget 
position. 

 
While the answer does address a number of key areas and hence scored at the top 
end of level two, it could have been improved by a more careful development of the 
likely impact of the fall in the exchange rate on the UK economy or by some 
discussion of just how important trade with the EU is to the UK economy and the 
difficulty the UK would face in negotiating trade treaties on an individual basis. 
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Q4d Evaluate the idea expressed in Source 3 that expansionary monetary 
policy was not working and needed to be replaced by a package of fiscal 
measures. [15] 

 
Student’s response 

The positives of expansionary monetary policy have all already been stated 
however, we cannot ignore that there also exist significant disadvantages.  For 
example, it is not necessarily true that lower interest rates will cause consumers to 
spend and firms invest.  Especially in times of recession and economic uncertainty 
consumers and firms will actually hold on to their money as there is much uncertainty 
as to what will happen next and the economy will not be boosted by a fall in interest 
rates.  Furthermore, the current programme of quantitative easing which stands at 
£435bn is heavily criticised.  It is argued that instead of lending out the newly 
established money to businesses the commercial banks will hold on to this money as 
liquid assets to back themselves in times of difficulty.  This is where individuals argue 
a helicopter money drop is actually more beneficial as this is where the central bank 
gives money directly to the people, often with an expiry date, so it has to be spent in 
the economy contributing to AD and helping boost growth.  However, it can still be 
said that measures of fiscal policy are actually better suited to helping boost demand 
in times of need.  Fiscal policy uses government spending and taxation and 
expansionary fiscal policy is the reduction of taxation and the increase in government 
expenditure.  This helps AD by reducing the level of taxation and therefore 
increasing real wages allowing consumers to spend more in the economy.  
Increased government expenditure will also improve situations as there is greater 
spending on areas such as education and infrastructure leading to greater levels of 
output and productivity and therefore greater economic growth.  Many argue that 
once automatic stabilisers of fiscal policy are established, that is lower taxes and 
increased government expenditure in a recession and the opposite during a boom, 
then the economy will be able to rectify itself, there will be more confidence in the 
economy and therefore the potential for greater levels of growth. 

To conclude, I think it is hard to pass judgement on which policy is better but a 
careful balance between both will leave the economy in a safer, more stable position 
post Brexit.  
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Examiner’s comments 

The answer begins by discussing some of the reasons why expansionary monetary 
policy might be ineffective.  The discussion touches on the elasticity of demand for 
loans (although does not use this terminology) and discusses quite comprehensively 
the potential ineffectiveness of quantitative easing as a tool for managing aggregate 
demand.  In evaluating the current QE programme the candidate makes a valid 
suggestion as to how it could be improved and is awarded A04 marks for evaluation 
and judgement.  The candidate then goes on to discuss the potential benefits of 
fiscal policy in terms of its direct impact on AD and indirect impact on the supply side 
of the economy. 

While the answer does deal with a range of relevant points it lacks the depth and 
scope required of a level three response and hence scores ten of the available 
fifteen marks. 
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Section C 
 
Q5  In 2015, the UK’s deficit on the current account of the balance of payments 

was 5.4% of UK GDP, one of the highest figures on record. At the same time, 
figures published by the Office for National Statistics showed that 54% of the 
shares in British companies were in foreign ownership. Despite these figures, 
very few economists have been calling on the government to take action to 
reduce the current account deficit.  

 
Critically examine the view that there is no need for concern about the UK’s 
deficit on the current account of the balance of payments. [30] 

 
Student’s response 

The balance of payments is part of the country’s national accounts which records all 
transactions between UK residents and residents overseas.  There are three parts, 
the current account, the financial account and the capital account.  Currently the UK 
run a deficit on the balance of payments current account which is simply because 
they import more than they export.  This has been a prolonged deficit.  Some critics 
believe that there is absolutely no need for concern about the UK’s deficit on the 
current account balance of payments, as there are other objections such as low 
inflation which is more important.  Whereas others believe that this current account 
deficit should be a main priority. 

Firstly as a young economist, I believe that there is no need for concern about the 
UK’s deficit on the current account of the balance of payments.  This is because it 
could actually be benefitting our economy.  The deficit mainly occurs through us 
being beneficiaries of other countries scarce resources.  As we are currently net 
importers of oil from countries such as Iraq and Saudi Arabia, we are basically using 
other countries scarce resources and are putting them to use for providing heat and 
other sources of energy for our citizens.  We are simply consuming beyond our 
ability to produce.  What harm is that doing? 
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As shown in the diagram, we are supply beyond our ability to produce. 

This deficit also occurs manily to the low wage production in the Far East.  However, 
if the citizens of these countries are willing to work for wages as low as 50p then 
what harm are we doing having the demand for the supply of labour?  If they are 
willing to work for these wages then it is of no concern to us and we should just 
continue to concern ourselves with what we specialise in which is financial services.  
Since we currently operate in a floating exchange note system, the price of sterling is 
determined through the interaction of demand and supply this meas that if the 
demand for our currency falls, then the price of our currency falls, this means that 
exports become much more cheaper and the quantity demanded of exports will 
increase. 

 

 

 

 

 

 

 

 

This shows that because we are in a floating exchange rate system, the balance of 
payments amount account deficit would be self conversely.  What’s the point in 
wasting a lot of time and resources to fix something that will eventually fix itself?  It is 
a waste of the governments time and may cause a huge opportunity cost as the 
money could be spent on the NHS.  Also, why should the deficit matter we have a 
huge surplus in financial services.  This should outweigh the deficit.  If we specialise 
to our countries advantage then why should we worry about the deficit if we are 
performing to well in what we already specialise in.  This surplus should outweigh the 
deficit and therefore it should be of no concern to us.  Lastly if the government take 
action to correct the deficit it may create more demand for other firms.  This is 
because if these firms believe that the government is handing out badly performing 
areas, workers will become slack because they will believe the government will 
intervene to increase competition and therefore will begin to take more risks.  
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On the other hand, other economic commentary such as William Keegan believe that 
the balance of payments current account deficit should be a huge concern.  This is 
because a deficit means that money is leaving the country how which is a net 
leakage for the economy will reduce aggregate demand.  This will have a direct 
negative impact on economic growth which will create a negative output gap. 

 

 

 

 

 

 

 

This occurs when the actual level of output is lower than the full employment level of 
output.  This is will also create demand deficient unemployment.  Therefore should 
be of major concern for the benefit of the UK economy.  If the deficit is prolonged it 
may actually have a negative impact on the UK economy as it will lead to a huge 
depreciation of the sterling.  This means that exports will become much cheaper and 
imports will he dearer which could actually send the UK into greater deficit and will 
also lead to inflation.  It will cause demand pull and cost push inflation.   
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It will cause demand pull inflation as the value of £ falls the price of exports falls, the 
quality demanded of exports will increase and therefore will increase demand full 
inflation.  It will also cause cost push inflation as the value of sterling falls, the price 
of imports increases therefore the price of raw materials will increase and therefore it 
will push up the firms average costs which therefore causes cost push inflation. 

Lastly, the deficit may be an indicator that the UK has an underlying structural 
problem.  The UK has been known for their structural problem low productivity levels.  
This simply means they cannot produce high quality goods at low prices like other 
countries can.  For example, Germany work less hours and get paid the same 
amount however, their productivity levels are much higher than that of the UK.  This 
shows that the underlying problem is simply that we cannot produce high quality 
goods at a low price in Germay and we have both low investment and short-term 
attitude therefore we will only invest in things for the short term. 

To conclude, the period of time one in which the deficit is now determines whether or 
not the current account deficit should be of concern to the UK government or not.  If 
it is a small deficit over a short period of time it is of no concern, however if it’s a 
prolonged deficit over a longer period of time like the UK’s deficit at the moment then 
it should be of great concern.  However, the UK hes an a huge deficit over a long 
period of time which has been of no concern to successive governments, but ‘the 
balance of payments doesn’t matter until it matters – William Keegan’, which shows 
that even though it has been of no concern because it is harmless, it will eventually 
matter and become a big deal which is why its better to correct it while you can 
before it becomes a great deal. 

Examiner’s comments 

The response begins with a clear explanation of what the balance of payments 
measures, the structure of the UK balance of payments accounts and reference to 
the UK’s balance of payments position.  In doing this the candidate gains credit for 
A01. 
 
The introduction then goes on to discuss the current account deficit in the context of 
the governments other macroeconomic objectives.  While the discussion is very 
limited it does demonstrate some degree of judgement around the relative 
importance of the current account and helps to set the tone for the rest of the 
answer. 
 
The candidate then goes on to discuss some of the arguments supporting the view 
that a current account deficit is not an issue for government to concern themselves 
with.  In doing this the candidate makes some excellent points.  The first point 
regarding the UK’s use of other countries scarce resources to satisfy domestic wants 
is well made and is supported by the use of a relevant diagram. 
The candidate makes other relevant points including the self-correcting mechanism 
associated with having a floating exchange rate, the fact that the UK has a surplus 
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on the financial account and the potential for the creation of a moral hazard if the 
government are seen to take action to correct the current account deficit.  However, 
these points are not particularly well made and lack the depth required of a level four 
response.  Indeed, the candidate has included a diagram to support the analysis of 
the self-correcting mechanism associated with the floating exchange rate which has 
significant flaws. 
 
The candidate then switches to a discussion of some of the reasons why the UK 
government should be concerned about the current account deficit. Again the 
candidate makes some good points regarding the likely impact on aggregate 
demand and employment, and the possible long term impact on the exchange rate. 
Both of these points are supported by the use of accurate and relevant diagrams and 
hence gain marks for AO2 and AO3. 
 
In the last section the candidate discusses two key issues that help to demonstrate 
evaluation and judgement and hence gain the candidate some AO4 marks. The first 
key point relates to the fact that the deficit may be a symptom of greater structural 
problems such as a lack of productivity and hence the government should be 
concerned about the deficit. The second one relates to the fact that the importance 
of the deficit depends on both its scale and persistence.  While the candidate has 
gained some credit for touching on both of these points, both could have been 
developed further. The second point particularly could have been developed in light 
of some of the information provided in the question stem. 
 
While this is a very respectable attempt at this question, the errors and confused 
analysis when dealing with the self-correcting mechanism, the limited use of the 
information in the stem and the lack of evaluation when dealing with the perceived 
benefits of a financial account surplus prevent this response from reaching level four. 
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Q6  Recent research suggests that there is little, if any, positive link between 
levels of foreign aid and economic growth in Less Developed Countries. Some 
of the fiercest critics of foreign aid programmes go as far as arguing that the 
main beneficiaries of foreign aid are the donor countries themselves. They 
argue that the only way to truly promote development is to change the rules 
regarding international trade.  

 
Critically examine the opinion that financial aid is neither necessary nor 
sufficient to generate economic development in less prosperous countries. 
[30] 

 
Student’s response 

Official development assistance (ODA) is the official name given to foreign aid.  The 
UN has set a target that nations should contribute 0.7% on GNI to the foreign aid 
fund, a figure which the UK is committed to sticking to.  Many different types of aid 
exist, bilateral when one country gives financial aid directly to another and 
multilateral aid when the country gives the money to the world pot with the IMF who 
then prioritise the destinations for aid and split it up equally.  Many argue the later is 
the most beneficial as the countries who really need it receive it rather than 
developed nations just picking a nation with which they want to be on good terms.  
There are many benefits to aid.  Firstly there are both short – term and long – term 
benefits.  Short – term when a country can receive immediate help after say a 
natural disaster and long – term when the aid can continue to improve infrastructure 
and levels of output and development for years to come.  Aid can help developing 
countries build the essential infrastructure it needs to develop and compete 
internationally such as road networks, bridges and advances in technology.  They 
can also use the aid to invest in their education and healthcare systems to promote 
careers amongst the population and prevent further deaths due to illnesses such as 
HIV and AIDS which are only big killers in developing nations. 

However, there are also negatives to aid.  Many argue that developing nations 
become dependent on aid to survive as they know it is always available and 
therefore become inefficient as they make no move to improve development and 
economic situations themselves.  Another big issue with aid is that in developing 
nations it can often fall into the hands of corrupt governments who do not use aid in 
the ways in which it was intended.  Unfortunately, the majority of the population in 
these countries will never see any benefit from this aid.  Furthermore, aid can 
sometimes see these developing nations burdened with debt as they are expected to 
pay back this money to the developed nation which they just cannot afford.  
However, there are two criteria for aid, it must be non – commercial from the donor’s 
point of view and the rate of interest on a loan must be lower than the base rate of 
interest.  Many therefore argue that aid is neither necessary or sufficient and that 
there should be more focus on international trade to generate economic 
development.  Economic development is not simply economic growth, it also 
incorporates social inclusion, fair political motives and overall good standards of 
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living and good social structures.  There are therefore many benefits of trade.  With 
trade, there will be an increase in employment as multi – national corporations 
(MNCS) locate their factories in these developing nations to make use of low costs of 
production (COP).  This will create jobs for many local people which will also in turn 
boost AD and potentially economic growth in their economies as people use these 
salaries to buy goods and services generating income for someone else and hence it 
continues.  However, this could also lead to the exploitation of local people as they 
are paid very low salaries and suffer under poor working conditions, hours and 
regulations.  Another benefit of trade is that the country can exploit their comparative 
advantage.  A lot of developing nations hold natural comparative advantages in 
production of food products due to their climate and natural resources of land.  This 
in turn could boost revenue from exports also helping to boost AD in the economy. 

Longterm, the nation may also be able to exploit economies of scale as they benefit 
from lower costs of production and can increase output and therefore revenue.  
However, it must be noted that sometimes unfair trade negotiations with developed 
nations do not allow developing nations to exploit and make the most of their natural 
cost advantages.  This is therefore where the world trade organisation (WTO) are 
needed.  The WTO can promote trade liberalising agreements so that each country 
involved in trade gets the most out of it.  Another option to generate economic 
development in less prosperous countries is debt relief.  This is where the country 
who gave the aid allow the receiving nation to not pay it back or only pay back a 
certain amount.  This is beneficial for the receiving nation who then get the most out 
of the aid and long – term can see greater development gains as they aren’t crippled 
in debt.  However, this will have a negative effect on the donor nation who never 
receive anything in return.  This is particularly significant for any economy like the UK 
whose level of national debt is currently over 80% of GDP.  Furthermore, the 
developing nation could see this as a loophole whereby they can continue to receive 
aid free of charge and therefore continue to grow of the back of struggling developed 
nations.  A final option could be tourism which is evermore achievable and cheap 
due to improvements in global travel and air travel being cheap.  Developing nations 
normally having raw, natural and beautiful landscapes anyway with attract many 
tourists.  However, it must be ensured that tourism is sustainable for the country to 
receive the full gain.  

In conclusion, it is not that trade is necessarily more beneficial than aid it is that there 
are conditions under which both are beneficial and therefore finding a balance 
between the two as well as incorporating other measures like sustainable tourism will 
be most beneficial for less prosperous countries.  
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Examiner’s comments 

This response ticks many of the boxes in terms of a good answer to a question of 
this nature.  It demonstrates clear knowledge and understanding (AO1) of the key 
concepts such as what constitutes aid, the different types of aid, the concept of 
economic development and how economic development differs from economic 
growth.  The response also discusses many of the perceived advantages and 
disadvantages of aid to the recipient and also some of the potential gains from 
greater trade and hence achieves analysis marks (AO3).  The candidate also makes 
a decent attempt to evaluate some of the issues and to make relevant judgments 
regarding the appropriateness of different strategies to promote economic 
development in LDCs and hence gains some marks for AO4. 
 
Ticking these boxes effectively means the response falls comfortably into the level 
three range and indeed is awarded marks at the upper end of the level three range. 
The answer however does not reach level four for a number of reasons. 
 
Firstly, the answer lacks a little application either to real world examples, or to the 
information provided in the source. A level four answer would be expected to include 
more relevant contemporary examples of successful (or otherwise) aid programmes 
or more historical context in terms of countries who have achieved rapid 
development and the importance of aid, trade or other programs in this development. 
 
Secondly the candidate makes very little use of the stem material in his answer nor 
does he really develop the concept of the necessity or sufficiency of aid in promoting 
development in LDCs. 
 
Candidates should be aware that while major themes such as trade versus aid may 
appear regularly on examination papers, the exact focus of the question may change 
from year to year and hence their pre-prepared answers should be adapted to suit 
the particular focus of the question.  
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