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Unit 3: The National and international economy: 
Examiners comments and tip s 
 
A nalysing data: H ere are a few  useful hints: 

• W hat has happened overall? Com pare the data at the start to the data at the end to 
state the trend. 

• Is there a pattern in the data? i.e is it fluctuating, cyclical or constant? 

• Is the data alw ays positive/negative? 

• A re there years/m onths that are exceptions to the trend? 

• To w hat extent have things changed? i.e. an evaluative com m ent is needed. 

• W hat influences on the variable m ight have altered over the period concerned? 

• W ith tw o sets of figures a com parative com m ent is needed (e.g. one is rising, one is 
falling). 

 
Performance of an economy 
 
If asked to com m ent on this, look at Inflation, U nem ploym ent, Balance of Paym ents and 
Econom ic grow th data. 
 
B alance of payments 
 
A  record of all financial transactions betw een a country and the rest of the w orld. 
 
Exchange rate: The external value of a currency in term s of another currency, e.g. £ against €. 
 
Policies to im prove the Balance of Paym ents position of a country 

• D eflation of the econom y (to decrease im ports). 

• D evaluation of the currency to m ake exports cheaper and im ports m ore expensive. 

• Im port controls to decrease im ports. 

• Supply side policies to increase U K com petitiveness and so increase exports. 
 
Problem s w ith these policies 

• Tim e lags before effects take place. 

• Im pact on U K com petitiveness . 

• Im pact on other governm ent m acro-objectives. 

• Lim itations on governm ent ability to im plem ent them  (e.g. W TO ). 

• The cause, size and duration of deficit w ill influence how  successful the policy w ill be. 
 
 
Economic grow th 
 
The aim  is to achieve steady, sustainable grow th; i.e. grow th w hich m inim ises the negative 
consequences of grow th 
 
M easured by changes in real G D P (i.e. real output). 
 Real: A djusted for inflation. 
  A t constant prices. 
 GD P is total output/incom e/expenditure in an econom y in a given period of tim e. 
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Costs of Econom ic Grow th: 

• O pportunity cost of consum ption goods forgone (if the econom y is at full capacity on 
the PPC) as the econom y builds up its stock of capital 

• Increase stress/deterioration in quality of life. 

• D epletion of natural resources/dam age to the environm ent. 

• The need to retrain w orkers w hose jobs becom e obsolete/outdated 
 
Benefits of Econom ic Grow th: 

• H igher living standards as there is an increase in the quantity/quality of goods/services  

• H igher life expectancy, 

• D ecrease in poverty if the benefits of grow th are spread evenly 

• The possibility of im proved public services as governm ent tax revenue increases 

• Im proved status of nation. 

• Im proved business/consum er confidence and the resulting future planning 
 
A  recession is: A  period of decline in output/real GD P over tw o consecutive quarters or m ore. 
  W hen the econom y is shrinking. 
  W hen Econom ic Grow th is N egative. 
 
Production is m easured by output. 
 
Productivity is m easured by output per w orker: It is an indicator of the efficiency of an econom y. 
 
 
Inflation:  
 

• A  sustained rise in the general level of prices over a period of tim e  

• A   fall in the purchasing pow er of m oney over a period of tim e. 
i.e There is an inverse relationship betw een inflation and the purchasing pow er of 

m oney 
 
A  fall in inflation rate m eans that 

• Prices rising m ore slow ly. 
O r 

• Purchasing pow er of m oney is falling at a slow er rate. 
It does not m ean that prices are falling 
 
Inflation is m easured by changes in the RPI: This is a m easure of the change in consum er 
prices based on a basket of goods and services (i.e. a range of products are m onitored). Item s 
in the basket are allocated w eights based on expenditure patterns gathered from  the fam ily 
expenditure survey. W eights show  the relative im portance of different goods. The greater the 
%  of incom e spent on the product, the higher the w eight allocated. Changes in the prices of 
the item s in the basket are m easured m onthly and then m ultiplied by the w eight and 
averaged out to provide the overall increase. 
 
 
Problem s w ith the RPI: 

• W hat to include in the basket of goods. 

• W eights are out of date; they show  w hat people spent m oney on in the past. 

• It takes no account of im provem ents in the quality of goods/services 

• It takes no account of special offers 
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A dvantages of low  inflation: 

• Im proved international com petitiveness. 

• Low  m enu costs. 

• Low  shoe leather costs. 

• Low  adm inistrative costs. 

• Encourages I � Increased econom ic grow th � decrease in U . 

• Consum er confidence (“feel good” factor). 
 
D isadvantages of high inflation: 

• A dm inistration; shoe leather and m enu costs all increase. 

• Fiscal drag. 

• Problem s in planning. 

• N egative effect on our international com petitiveness. 

• N egative effect on BoP, Econom ic grow th and U nem ploym ent. 

• A nticipated or unanticipated?: The effects should be less if it is anticipated. 
 
W hat happens if U K inflation is higher than that of our com petitors? 

• A  negative effect on exports w hich becom e less com petitive (but the extent of the 
effect w ill depend upon changes in the exchange rate and the PED  for our exports) 

• Im ports becom e m ore com petitive and so hom e produced goods becom e less 
com petitive 

• The overall effect of the tw o w ill be a w orsening of the Balance of Paym ents 
 
Unemployment 
 

• W illing and able to w ork but unable to find a job; people actively seeking em ploym ent. 

• ILO  survey  defines unem ploym ent as ‘out of w ork, but seeking em ploym ent’. It is 
based on a survey (i.e. a sam ple). 

• Claim ant count defines unem ploym ent as the num ber claim ing job seekers allow ance. 
It is usually thought to understate the level of unem ploym ent (as people are 
unem ployed but not eligible for benefit) but can also overstate it (due to people 
w orking in the black econom y signing on 

 
Benefits for the econom y of a decrease in U nem ploym ent 
 

• Increase in output in the econom y. 

• Increase in tax revenue for governm ent. 

• D ecrease in G on jobseekers allow ance and associated benefits. 

• D ecrease in crim e levels. 

• D ecrease in health problem s related to stress and low  incom es. 

• Increase in incom es leads to an increase in consum ption, so leading to an increase in 
A D . 

 
The opportunity cost of unem ploym ent 

• Lost output 

• A lternatives that governm ent expenditure on benefits could have been spent on 
 
The link betw een GD P and Unemployment 
 
The relationship is an inverse one 
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• Increase in real GD P � increase in D  for goods and services � Increase in dem and for 
labour to produce them : U nem ploym ent decreases. 

• M ultiplier effect �a larger decrease in U . 

• But, there m ay be a tim e lag before the effect on U  is seen. 

• H ow  strong is the link? H as autom ation of m anufacturing reduced the link? 

• N B: GD P can increase w ith no decrease in U   if productivity in the econom y  increases. 
 

 
Circular flow  of income 

• Injections are I, G and X 

• Leakages/W ithdraw ls are S, T and M  
 
 
A ggregate D emand 
A ggregate D em and = C + I +  G + (X – M );  
 
X - M  is som etim es referred to as net exports. 
 
A D  m easures the total value of goods and services produced w ithin the boundaries of a 
country in a given tim e period; or; the total value of spending on dom estic output at a given 
price level in a given tim e period. 
 
Investment: Spending on capital goods by business/governm ent. 
  If asked to define Investm ent, give an exam ple. 
  N et investm ent increases productive capacity. 
  Investm ent is a com ponent of A D  and the circular flow  m odel. 
 
W hy Investm ent in an econom y increases: 

• D ecrease in the interest rates. 

• Increase in Y. 

• Increase in consum er D  for products. 

• D ecrease in cost of capital goods. 

• D ecrease in corporation tax. 

• Technological advances m ean that firm s needs to update their equipm ent. 

• Increase in confidence/expectations by firm s. 

• D ecrease in x-rate m eaning exports becom e m ore com petitive. 

• Low  and stable inflation. 
 
H ow  to stimulate A ggregate D emand 
 

• D ecrease in interest rates/Increase in M oney Supply. 

• D ecrease in tax rates. 

• Increase in governm ent spending. 

• Incentives to increase exporter. 

• D evalue your currency. 

• Incentives for firm s to increase Investm ent . 

• Protectionism  to decrease im ports. 
 
 
M acro-economic policies the Government can use 
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D em and side 

• Fiscal Policy 

• M onetary (interest rate) policy 
 
Supply side 
 
M onetary (interest rate) policy 
 
M onetary policy: M anipulation of the econom y using interest rates and/or m oney supply. 
 
W hy increase interest rates? 

• D ecrease inflationary pressure. 

• Encourage Savings. 

• Increase the  exchange rate. 

• D iscourage C. 
 
Effectiveness of M onetary (interest rate) policy  
 
You w ill need to know  

• H ow  m oney supply/interest rates effect A D . 

• H ow  m oney supply/interest rates effects the exchange rate and so A D . 
 

A dvantages of m onetary/interest rate policy: 
o Q uicker than fiscal policy. 
o Free from  political control as interest rates are set by the Bank of England. 
 

Lim itations in m onetary/interest rate policy: 
o Som e tim e lag 
o Can’t be too out of step w ith other countries interest rates. 
o O ffsetting factors e.g. lack of consum er/business confidence w ould m ean 

there could be little effect on C and I. 
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Effect of a decrease in interest rates on:  
 
 
 

C I G (X -M ) 

Increase in 
consum ption due 
to…  
 
 
Via m ultiplier 
 
 
Increase in A D  

Increase in 
investm ent due 
to…  
 
 
Via m ultiplier 
 
 
Increase in A D  

N ot a lot as this 
m ainly depends on 
political decisions.  
 
But cost of 
governm ent 
borrow ing w ill 
decrease so there 
m ay be an increase 
in G as governm ent 
has m ore m oney to 
spend. 
 
O r: 
 
D ecrease in G due 
to less interest 
paym ents on 
national debt. A  
further decrease 
due to decreased 
spending on 

D ue to a decrease in 
x-rate. 
 
 
D ecrease in X prices 
� Increase in X. 
 
Increase in M  prices 
� D ecrease in M . 
 
 
Im proved BoP and 
so increase in 
injections and 
decrease in 
leakages. 
 
 
Via m ultiplier 
 
 
Increase in A D  
 
But: D ecrease in Roi 
� increase in 
disposeable incom e 
� increase in M  so: 
 
BoP m ay w orsen 
and A D  m ay fall so 
w hether A D  
increases or 
decreases overall 
depends on the 
relative size of the 
tw o effects. 
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Fiscal Policy 
 
Fiscal policy: M anipulation of the econom y using taxation and governm ent spending. 
 
Expansionary fiscal policy is a policy to increase A D  in the econom y (as opposed to a 
contractionary policy w hich is designed to decrease A D  in the econom y). 
 
H ow ? Increase G and/or decrease T. 
The increase in G or decrease in T should:    Increase A D  �  Increase output �   D ecrease in U  
(if not at full em ploym ent) or an increase in inflation and a w orsening of the BoP (if the 
econom y is at full em ploym ent). 
 
Effectiveness of fiscal policies 
 
H ow  changes in tax rates effects A D . 
H ow  changes in G effects A D . 
 
In evaluating, refer to:  

• Tim e lags; effects on other m acro-econom ic objectives. 

• D ifficulty of changing G (types of spending). 

• Political problem s w ith changes to taxes. 
 
 
Supply side policies 
 

• Long term  policies 

• Policies designed to increase A ggregate Supply and shift the A S curve to the right (or 
m ove the PPC outw ards in a m icro-econom ic context). 

• D esigned to increase the efficiency of m arkets. 

• D esigned to increase the quality/quantity of a nations resources. 

• D esigned to im prove the price and quality com petitiveness of the U K: 
 
Typical S-side policies involve: 

• Education. 

• Training. 

• Tax incentives for individuals and firm s. 

• Changes to the benefit system  

• Privatisation. 

• D eregulation. 

• Trade union reform . 

• Subsidies for firm s. 

• Regional policy. 

• Labour m arket reform s 
 
D raw backs: 

1. Long tim e delay betw een im plem entation and effect. 
2. U ncertainty over the scale of the final effect. 

 
 
Using  the A S and A D  model 
 
Learn the diagram : label curves, axes, arrow s for shifts, learn w hat causes w hich curve to shift: 

Via the com ponents of A D  (i.e. C, I, G, X and M ). 
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State and show  on the diagram  w hat happens to the equilibrium  as a result: 

• O n the vertical (real price) axis. 

• O n the horizontal (real GD P, i.e. output) axis. 
You m ust explain the diagram  and its changes. 
 
 
A n increase in demand for exports w ould have effects on: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Possible policies to decrease Unemployment: 
 
 
 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Inflation 
B alance of 
p ayments 

Unemp loyment Economic 
Grow th 

Increase in A D  m ay 
lead to dem and pull 
inflation. 

Increase in exports 
� im provem ent in 
BoP 
 
 
U nless the increase 
in D  m ay not be m et 
if the econom y is at 
or near full 
em ploym ent. 

Increase in output 
� D ecrease in U  
 
 
But the size of the 
decrease in 
unem ploym ent 
depends on the 
type of products 
produced (e.g. 
capital intensive 
production or 
labour intensive?) 

Increased output  
� Econom ic 
grow th 
 
 
But could be offset 
by a larger decrease 
in another 
com ponent of A D . 
 

Fiscal M onetary Sup p ly-side 

D ecrease in T. 
Increase in G. 
 
 
Increase in A D . 
 
 
D ecrease in 
unem ploym ent. 

D ecrease in interest rates 
 
 
D ecrease in x-rate 
 
 
Increase in X and 
decrease in M  
 
 
Increase in A D  
 
 

• A bolish m inim um  
w age. 

• Education. 

• Training. 

• Tax incentives. 

• D ecrease jobseekers 
allow ance. 

• D ecrease trade 
union pow ers 

 
 
D ecrease in 
unem ploym ent. 

Increase 
in C and 
decrease 
in S 

Increase 
in I 

D ecrease in unem ploym ent 
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A ggregate Supply 
 
 

• Total supply/total output of the dom estic econom y at a given price level. 

• Labour – policies aim  to increase both the quantity and quality of labour, but 
particularly quality. 

• Changes in aggregate supply can be caused by: 
o Im proved technology. 
o Im proved education. 
o Im proved training. 
o N et investm ent (= Gross investm ent – depreciation) so increasing productive 

capacity. 
o Changes in tax/benefit policies. 
o Size of the w orking population (i.e. m igration, 16/9 education, retirem ent age) 

 
 
Protection of domestic industry 
 
A rgum ents for: 

• Protect infant industries. 

• Protect declining industries. 

• Prevent dum ping. 

• Im prove the Balance of Paym ents 

• H elp dom estic industry com pete against low  w age econom ies and prevent 
exploitation of labour in developing countries. 

• Protect dom estic em ploym ent. 

• Protect strategic industries. 

• Raise governm ent revenue. 

• Benefits of specialisation and trade. 
o Increase in choice. 
o M ore X and M . 
o Increase in w orld output. 
o Increase in specialisation. 
o Increase in efficiency. 
o Increase in com petition. 
o D ecrease in prices. 

 
A gainst: 

• You loose the benefits of specialisation and trade. 

• Retaliation m ay occur. 

• Reduced w orld econom ic efficiency. 

• Reduced consum er choice. 
 
Policies used for protection: 
 

• Tariffs    - Voluntary export restraint. 

• Q uotas    - Exchange controls. 

• Em bargoes   - Im port deposit schem e. 

• Subsidise hom e producers - Product standard regulations, com plex custom s  

• Subsidise exporters   procedures. 
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Tariffs 

• Leads to an increase in the price of M . 

• The decrease in the volum e of im ports depends on the size of the tariff im posed. 

• The size of the decrease in dem and for M   depends on Price Elasticity of D em and for M : 
The m ore ELA STIC the dem and, the GREA TER the effect 

• The effect of the tariff can be m ore than offset by: 
e.g. Increase in real incom es. 
 Increase in exchange rate (w hich m akes M  cheaper). 

• Risk retaliation from  countries effected by the tariff 

• Leads to less trade and so you lose the advantages of free trade). 
 
 
 
Evaluative comments on macro policies: 
 
You could consider: 

• Trade offs (e.g. betw een inflation and unem ploym ent). 

• Tim e lags (i.e. how  long before the policy takes effect). 

• Lim ited policy choices (e.g. due to international rules ruling out som e options). 

• Skills shortages and how  they m ay reduce the im pact of the policy. 

• Lack of incentives to w ork (e.g. due to increasing taxes). 

• The m otivating/dem otivating effect of increased/decreased benefits. 

• O ffsetting factors (e.g. Increase/decrease in the exchange rate). 

• M ultiplier effects 

• The type of G as som e expenditure by governm ent is m ore effective in increasing A D  
than others (e.g. m eals on w heels em ployees vs. m issile purchase). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


