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Extended writing unit 3 questions 
 
Selected from  past papers, for 12 m arks: 
 
June 2002: D iscuss the alternative policies a governm ent m ay use to im prove a deficit in 
the balance of paym ents. 
 
June 2003: U sing AD  and A S analysis, discuss the effect of an expansionary fiscal policy on 
the econom y. 
 
A nd the follow ing are from  older papers, for 20 m arks. 
 
January 2003: 

- D iscuss the im pact an increase in dem and for U K exports m ight have on 
governm ent m acro policies. 

- D iscuss the policies a governm ent could use to reduce unem ploym ent. 
 
June 2002: 

- A part from  interest rate cuts evaluate tw o other m easures the governm ent could 
use to stim ulate aggregate dem and. 

- D iscuss the effectiveness of m onetary policy in achieving an increase in aggregate 
dem and in an econom y. 

 
M odel answers 
 
D iscuss the effectiveness of m onetary policy in achieving an increase in aggregate dem and in 
an econom y. 
 
M onetary policy is the attem pt by the governm ent or central bank to control the level of 
econom ic activity w ithin an econom y by m anipulating the m oney supply, supply of credit 
and interest rates. 
 
To increase aggregate dem and low  interest rates w ill be required as these stim ulate the 
com ponents of aggregate dem and, C + I + G + (X-M ). 
 
For a policy to be view ed as effective a greater than proportional im pact m ust be had w ith 
respect to the change m ade, that a ¼ %  decrease in the rate of interest w ithin an econom y 
w ill lead to a greater than ¼ %  increase in aggregate dem and. 
 
C, consum ption is likely to increase if interest rates are low ered in an econom y. 
Consum ption becom es m ore attractive and saving less attractive as the rew ards to 
individuals for saving becom e low er; the opportunity cost of dissaving decreases. The cost 
of taking on new  debt decreases as repaym ents, at least at the present tim e, w ill be low er. 
By the sam e reasoning repaym ents on current borrow ing becom es low er and as m any 
households have a m ortgage the com bined effect of the above w ill result in increased 
discretional incom e for individuals w ithin the econom y. As the U K has a high M PC any 
increase in discretional incom e w ill lead to a large increase in consum ption. 
 
Investm ent, spending by businesses on capital is also likely to increase as loans are 
cheaper and the opportunity cost of dissaving decreases, so investm ent projects w ith 
projected low er returns becom e m ore attractive. Increased consum er spending w ill also 
m otivate firm s to increase investm ent as prospective return from  projects w ill increase. 
 
A s m any individuals ow n their ow n hom es in the U K econom y low  interest rates are likely 
to increase the dem and for housing as generally it is the cost of repaym ents that 
individuals take into account, not the cost of the property. Increased investm ent w ill also 
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lead to higher future expectations and m ay increase the value of stocks and shares. The 
cum ulative effect w ill therefore be that m any consum ers m ay experience a positive w ealth 
effect and so increase consum ption further. 
 
Governm ent expenditure is likely to rem ain reasonably unchanged as generally this is 
planned far in advance and not altered but a decrease in interest rates w ould lead to a 
decrease in repaym ents on the national debt so there m ay be sm all increase if the 
governm ent chooses to spend this. 
 
If the rate of interest in the econom y is low er than in other global econom ies then ‘hot 
m oney’ stored in the U K m ay m ove overseas, how ever this w ill be very dependent on the 
m agnitude of the change and the com parison of interest rates betw een different 
econom ies. 
 
If hot m oney does flow  out of the U K this w ill cause an increased supply for GBP so cause 
the equilibrium  price and quantity dem anded to increase, but m ore im portantly for the 
price to fall. This deflation m akes im ports m ore expensive for U K consum ers so dem and for 
im ports should decrease, and m akes exports cheaper for overseas businesses. This w ill 
cause an increased dem and for U K exports as they becom e m ore com petitive w ith 
overseas m anufacturers. 
 
The change in net exports is very dependent on the size of the change, initially on the 
am ount of hot m oney stored in the U K but then also on the elasticities of dem and for both 
im ports and exports. H ow ever there should be a general trend to som e degree that 
exports increase and im ports decrease w hich is likely to im prove the balance of paym ents 
situation for an econom y such as the U K w hich has a current account deficit. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The expansionary m onetary policy aim s to increase aggregate dem and and so cause the 
aggregate dem and curve to shift outw ards from  A D 1 to A D 2. This w ill cause an increase in 
the price level in the econom y of P1 to P2 and an increase in real national incom e (output) 
from  N Y1 to N Y2. This w ill cause a decrease in unem ploym ent from  N Y1N Y3 to N Y2N Y3. 
D epending on how  near to the full capacity the econom y w as previously acting the 
inflationary pressure m ay be larger or sm aller depending on the scarcity of resources as at 
very low  em ploym ent levels it is easy for firm s to find resources w ithout any increase in 
price. 
 
Interest rates are likely to be very effective at increasing both consum er consum ption and 
investm ent by private firm s, and in the long run w ill bring about an increase in aggregate 
supply (due to increased investm ent) so w ill aid the econom y to m eet it’s long run grow th 
potential. 
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