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Exam tips


Advice on key points in the text to help you learn and recall content, avoid pitfalls, and polish your exam technique in order to boost your grade.
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Knowledge check


Rapid-fire questions throughout the Content Guidance section to check your understanding.
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Knowledge check answers


Turn to the back of the book for the Knowledge check answers.
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Summaries





•  Each core topic is rounded off by a bullet-list summary for quick-check reference of what you need to know.
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About this book



The aim of this guide is to prepare students for the AQA A-level Paper 2 ‘The national and international economy’ examination and for the macroeconomic parts of AQA A-level Paper 3. All the topics explained in this book could be examined in the A-level Paper 3, which is a synoptic paper testing the whole of the A-level specification.


Content Guidance


The Content Guidance section of this book covers six macroeconomic topics in the order in which they appear in the AQA A-level ‘The national and international economy’ specification, starting from ‘The measurement of macroeconomic performance’ and finishing with ‘The international economy’. Start off by reading this section, topic by topic, before proceeding to the Questions & Answers section of the guide. Alternatively, you may decide to read a particular topic and then the corresponding part of the Questions & Answers section.


Questions & Answers


You should read the Questions & Answers section of the guide either after reading all six specification topics in the Content Guidance section, or bit by bit, having revised a selected topic on a particular part of the specification. This final section of the guide includes example of all the forms of assessment in the A-level economics examination. These are multiple-choice questions (MCQs), data-response questions (DRQs), essay questions (EQs) and finally an extended investigation/case study question (IQ).


This guide should be used as a supplement to other resources, such as class notes, the AQA A-level Economics for A-level Year 2 textbook, the Economic Review magazine and AS/A-level Economics My Revision Notes (all published by Philip Allan for Hodder Education). As this guide contains summaries rather than in-depth coverage of all the topics in the specification, you should not use the guide as your sole learning resource during the main part of the course. However, you may well decide to use the guide as the key resource in your revision programme. You are strongly advised to make full use of the Questions & Answers section, especially in the revision period when you should be concentrating on improving your examination skills.





Content Guidance


Introduction to the specification


The AQA A-level specification for ‘The national and international economy’ contains the following six sections:





•  4.2.1 The measurement of macroeconomic performance



•  4.2.2 How the macroeconomy works: the circular flow of income, aggregate demand/aggregate supply analysis and related concepts



•  4.2.3 Economic performance



•  4.2.4 Financial markets and monetary policy



•  4.2.5 Fiscal policy and supply-side policies



•  4.2.6 The international economy





Specification sections 4.2.1, 4.2.2 and 4.2.3 are also covered in Student Guide 2: The national economy in a global context. Similarly, monetary policy, fiscal policy and supply-side policies, covered in sections 4.2.4 and 4.2.5 in this guide, are covered in less detail in Student Guide 2 in the section on macroeconomic policy. Apart from brief coverage of the current account of the balance of payments in sections 3.2.1 and 3.2.3 of Student Guide 2, the coverage of section 4.2.6 ‘The international economy’ is new to this guide.


4.2.1 The measurement of macroeconomic performance


The measurement of macroeconomic performance is the first in the list of topics in both the A-level (‘The national and international economy’) and the AS (‘The national economy in a global context’) specifications.


With one exception, the content of A-level specification section 4.2.1 is identical to section 3.2.1 in the AS specification. For this reason, the coverage in this guide of the subsections 4.2.1.1 ‘The objectives of government economic policy’, 4.2.1.2 ‘Macroeconomic indicators’ and 4.2.1.3 ‘Uses of index numbers’ mixes short summaries of specification content with page references to Student Guide 2: The national economy in a global context.


The one exception is the A-level specification section 4.2.2.4 ‘Uses of national income data’. This topic is explained in more detail in this guide to reflect the fact that it is not covered in Student Guide 2.


4.2.2 How the macroeconomy works: the circular flow of income, aggregate demand/aggregate supply analysis and related concepts


This is the theoretical core of the specification, focusing on two interrelated macroeconomic models of the economy: the aggregate demand/aggregate supply (AD/AS) model and the circular flow model.


AD curves and AS curves are brought together in the aggregate demand/aggregate supply (AD/AS) model of the macroeconomy. Macroeconomic equilibrium occurs at the level of real national income or output at which total planned spending equals the quantity of goods and services firms are willing and able to supply, i.e. at the level of output at which AD = AS.


4.2.3 Economic performance


The performance of the national economy can be measured by the extent to which the government’s macroeconomic policy objectives have been achieved and by the extent to which these objectives can continue to be achieved in future years.


If all the main policy objectives, such as economic growth, low unemployment, control of inflation and a satisfactory balance of payments on current account, could be achieved simultaneously all the time, the economic problem would largely disappear. However, it is very difficult and perhaps impossible to achieve this. Very often, the more successful a government is at hitting one particular objective, the poorer is its performance with regard to one or more of the other objectives. Governments are often faced with policy conflicts, which they may try to resolve by trading off between competing objectives.


4.2.4 Financial markets and monetary policy


The efficiency and effectiveness of financial markets influence both the short-run and the long-run growth of developed countries such as the UK. As well as understanding some of the principal financial markets, namely money markets, capital markets and foreign exchange markets, it is necessary to appreciate the role of monetary policy in managing the economy, and to evaluate the strengths and limitations of monetary policy measures. In order to do this, it is first necessary to understand that bank deposits rather than cash form the main part of the money supply or stock of money in the economy, and how commercial banks create bank deposits and credit.


4.2.5 Fiscal policy and supply-side policies


With regard to fiscal policy, the specification states that students should be able to assess the economic significance of changes in the level and distribution of both public expenditure and taxation.


Students should be aware of issues relating to the budget balance and be able to evaluate the possible economic consequences of a government running a budget deficit or budget surplus. They should be able to assess the impact of measures used to rebalance the budget. It is important to distinguish between demand-side and supply-side fiscal policy and to appreciate the fact that supply-side fiscal policy is arguably the most important element of supply-side policies in general. It is important to understand the role of the Office for Budgetary Responsibility (OBR) and the links between the OBR and the Treasury.


4.2.6 The international economy


Globalisation requires understanding of its various facets, and its effects, for good and for bad, on trade and the location decisions of multinational corporations. It is important to understand the benefits of international trade and the principle of comparative advantage, together with the possible costs of international specialisation. Theories of protectionism can be put into a European context related to the European Union (EU) as a customs union. Coverage of trade theory includes understanding patterns of trade between the UK and the rest of the world including with the EU, post Brexit.


Some knowledge of the financial account of the balance of payments is needed, covering the nature and significance of both short-term and long-term international capital flows. It is important to link current account deficits and surpluses in the balance of payments, together with capital flows, to the exchange rate. Knowledge of both freely floating and fixed exchange rates is required, together with their links to interest rates and monetary policy and to domestic macroeconomic policy and conflicts. Related to the EU are the advantages and disadvantages of the euro.


It is important to appreciate the links between development issues and other parts of the specification, such as globalisation, trade and the determinants of economic growth and inequality. Market-based strategies and interventionist strategies for promoting growth and development should be compared.


4.2.1 The measurement of macroeconomic performance


These notes relate to AQA specification section 4.2.1 and prepare you to answer examination questions on:





•  the objectives of government economic policy



•  macroeconomic indicators



•  uses of index numbers



•  uses of national income data





Essential information


The objectives of government economic policy


A policy objective is a target or goal that a government wishes to achieve or ‘hit’. Since the Second World War, governments in mixed economies such as the UK have generally had the same broad range of objectives. These are to:





•  achieve economic growth and improve living standards and levels of economic welfare



•  create and maintain full employment or low unemployment



•  limit or control inflation, or achieve some measure of price stability



•  attain a satisfactory balance of payments, usually defined as the avoidance of an external deficit which might create an exchange rate crisis





You should be aware that the importance attached to the different objectives changes over time. For example, in recent decades, control of inflation was the most important macroeconomic objective in the UK. However, following the onset of recession in 2008, successive UK governments have generally replaced the control of inflation with the economic recovery objectives of achieving falling unemployment and a satisfactory and sustainable rate of economic growth.


The government may also have other macroeconomic policy objectives, such as balancing the budget and achieving an equitable distribution of income. You should also be aware of the possibility of policy conflict arising, at least in the short run, when attempting to achieve these objectives.


Over the years, UK macroeconomic policy has been influenced and constrained by four significant conflicts between policy objectives. The main policy conflicts and their associated policy trade-offs are:





•  between the internal policy objectives of full employment and growth and the external objective of achieving a satisfactory balance of payments (or possibly supporting a particular exchange rate)



•  between achieving full employment and controlling inflation



•  between increasing the rate of economic growth and achieving a more equal distribution of income and wealth



•  between higher living standards now and higher living standards in the future





Not all objectives conflict, however. Some economists believe that, with the ‘right’ policies, policy conflicts do not occur in the long run — i.e. they are compatible. Most economists agree that these policy conflicts and trade-offs pose considerable problems for governments in the economic short run. However, there is much less agreement about whether they need be significant in the long run — a period extending many years into the future.
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Knowledge check 1


How has the relative importance of different policy objectives changed in the UK in recent years?
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Macroeconomic indicators


Whereas a policy objective is a target or goal that a government wishes to ‘hit’, and a policy instrument is a tool used to achieve this end, a policy indicator simply provides the government with information about the state of the economy and/or whether current policy is ‘on course’ to achieve the government’s objectives.


Along with other economic indicators, such as surveys of business and consumer confidence and information about new houses being built and summer holidays booked, changes in gross domestic product (GDP), levels of unemployment, the price level and the money supply all provide the government with information about what is happening, and what is likely to happen, in the UK economy.
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Exam tip


Make sure you understand the difference between a policy conflict and trading off between competing objectives.
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Uses of index numbers


Changes in real GDP, along with other economic variables, are often expressed in terms of changes in an index number. Because index numbers frequently appear in the quantitative data you are expected to interpret in the course of your studies, it is especially important that you build up an understanding of how economic indices are constructed.
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Exam tip


Avoid comparing data expressed in index numbers with data expressed in percentages.
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Economists frequently use index numbers when making comparisons over periods of time. An index starts in a given year, called the base year, which is given an index number of 100. In later years or months, an increase in the size of the variable causes the index number to rise above 100, while a fall in the size of the variable, compared to the base year, results in the index number falling to below 100. For example, an index number of 108 means an 8% rise from the base year, whereas an index number of 92 means an 8% fall.


There are a number of points to be aware of when interpreting data shown by changes in index numbers:





•  Providing you are comparing the index number for one of the years in a data series with the base year index number of 100, the increase in the index number is the same as the percentage increase over the data period you are looking at.



•  A change in the index numbers is not the same as a percentage change when a comparison is made with a year other than the base year.



•  When comparing data series which are presented in index numbers, relative changes in each data series can usually be identified, but not absolute changes or the absolute levels of the economic variables shown in the data series. (See MCQ 2 in the Questions & Answers section of this guide for explanation of this point.)





Uses of national income data


Economists use the terms national income, national output and national product interchangeably. To produce the flow of national income or output, the economy must possess a stock of physical capital goods (the national capital stock) and a stock of human capital, together with stocks of the other factors of production: land and entrepreneurship.


When national income statistics are used as indicators of economic growth (and economic development), gross domestic product (GDP) or gross national income (GNI) per capita (per head of population) should be used rather than ‘raw’ GDP or GNI statistics.


It is important for you to understand the uses and limitations of national income data to:





•  assess changes in living standards over time



•  compare differences in living standards between countries





When discussing whether national income figures provide the best measures of standards of living, economic welfare and economic development, it is useful first to identify three components of economic welfare. These are shown below:
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If used carefully, national income figures can provide a reasonable estimate of economic welfare derived from the first two of these three elements, both of which relate to the direct consumption of material goods and services. However, national income fails to provide a satisfactory indication of how externalities and other quality of life factors affect economic welfare and living standards. Intangible factors, which are the third element in people’s living standards, are largely ignored. These intangible factors include the value people place on leisure time and living close to work, and the externalities such as pollution and road congestion generated from the production and consumption of national income, which affect people’s welfare and quality of life.


National income also fails to reflect the effect on humankind’s ability to produce future income of the resource depletion and environmental degradation resulting from producing current income. This means that national income and GDP do not address the issue of sustainability.
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Knowledge check 2


What is the difference between resource depletion and environmental degradation?
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National income statistics underestimate activity because the non-monetised economy (such as housework and DIY) is under-represented, and because activity undertaken illegally in the hidden economy (or black economy) is omitted. Improvements in the quality of goods may also be under-represented in national income statistics.


Indicators such as life expectancy, infant mortality rates and literacy rates can be used to supplement national income per head in order to provide a better indicator of the quality of life enjoyed by people.


You must also understand how, in the context of an exchange rate, a purchasing power parity (PPP) exchange rate is used when making international comparisons of living standards. The purchasing power of a currency refers to the quantity of the currency needed to purchase a common basket of goods and services. Purchasing power parity means equalising the purchasing power of two currencies by taking into account these cost-of-living and price-level differences in the two countries. When making comparisons between countries that use different currencies, it is necessary to convert national income values in the different countries to a common currency. This is done by using PPP exchange rates.


Examination skills


The skills most likely to be tested by data-response and essay questions on the measurement of macroeconomic performance at A-level are as follows:





•  Knowledge of policy objectives and the differences between objectives, instruments and indicators



•  Understanding of how policy objectives have changed in recent decades in the UK



•  Calculation and interpretation of index numbers



•  Analysis of national income data for the purposes of assessing changes in living standards over time and comparing differences in living standards between countries





Examination questions


Questions on the measurement of macroeconomic performance are quite likely to be set as both essay questions and data-response questions in Paper 2. Index numbers and national income statistics are likely to figure in tables of data, line graphs and bar graphs in data-response questions in Paper 2 and in the investigation question in Paper 3. You should expect one multiple-choice question which incorporates index number data in Paper 3. The question will require interpretation of the data and/or a calculation. MCQ 1 in the Questions & Answers section of this guide tests understanding of economic policy objectives, while MCQs 2 and 3 involve interpretation of index number and national income data.



Common examination errors


Commonly made mistakes on the measurement of macroeconomic performance include:





•  confusing policy objectives and policy instruments



•  failure to appreciate how policy objectives have changed in recent years



•  lack of appreciation of policy conflicts



•  failure to understand the meaning of trading off between policy objectives



•  confusing changes in index numbers and changes in percentages



•  failure to understand purchasing power parity (PPP) exchange rates
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Summary





•  The main objectives of government macroeconomic policy are full employment, economic growth, control of inflation, and a satisfactory or sustainable balance of payments on current account.



•  The importance attached to the different objectives changes over time.



•  Economic data are often presented in the form of index numbers.



•  National income concepts such as real GDP per capita must be understood.



•  The national income of different countries can be compared using PPP exchange rates.



•  It is important not to confuse gross and net, and nominal and real national income (output and product).
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4.2.2 How the macroeconomy works: the circular flow of income, aggregate demand/aggregate supply analysis and related concepts


These notes relate to AQA specification section 4.2.2 and prepare you to answer examination questions on:





•  the circular flow of income



•  aggregate demand and aggregate supply analysis



•  the determinants of aggregate demand



•  aggregate demand and the level of economic activity



•  the determinants of short-run aggregate supply



•  the determinants of long-run aggregate supply






Essential information



The circular flow of income


What national income measures


National income is the flow of new output produced in the economy during a particular period of time, for example a month, a quarter or a year. Gross domestic product (GDP) is perhaps the most commonly used measure of national income. GDP is the sum of all goods and services, or the level of output, produced in the economy over a period of time, e.g. one year.


The difference between nominal and real income


Nominal national income (output or product) measures the flow of new output at current prices before taking account of inflation or changes in the price level. By contrast, real national income (output or product) measures the flow of new output after taking account of inflation or changes in the price level.


Real national income as an indicator of economic performance


Indicators of economic performance can be divided into lead and lag indicators. Lead indicators, such as surveys of consumer and business confidence and investment intentions, provide information about the future state of the economy. By contrast, tables showing how real national income has changed over the years are a lag indicator, providing information about past economic growth.


The circular flow of income and the concepts of equilibrium and full employment income


The circular flow of income, shown on a circular flow diagram such as Figure 1, can be used to analyse the effects of injections of spending and withdrawals of spending on the national economy. The dashed flow lines in the diagram show the real flows occurring in the economy between households and firms. Households supply labour and other factor services in exchange for goods and services produced by the firms. But these real flows generate money flows (or nominal flows) of income and spending shown by the solid flow lines.
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Knowledge check 3


Why is it important to distinguish between real flows and money flows (or nominal flows) in the circular flow of income?


[image: ]





The difference between injections into and withdrawals from the circular flow of income


Figure 1 shows three withdrawals or leakages of spending out of the circular flow of income. These are saving, taxation and imports (S + T + M). These are shown by the horizontal arrow at the top of the diagram. As well as these three withdrawals of spending, there are three injections of spending into the circular flow. These are investment, government spending and exports (I, G and X). The three injections of spending are shown by the horizontal arrow at the bottom of the diagram.


The effects of changes in injections and withdrawals on national income are explained on pages 18 and 19 in Student Guide 2, under the heading ‘The circular flow of income’.


Aggregate demand and aggregate supply analysis


The aggregate demand/aggregate supply (AD/AS) model of how the economy’s goods market operates, which is illustrated in Figure 2 below, is the main theoretical framework used at A-level for explaining macroeconomic issues. For example, the model is useful for analysing the effect of an increase in aggregate demand on the economy.
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The aggregate demand (AD) curve shows the total planned spending of all the economic agents in the economy at different price levels. The AD curve slopes downward, showing a greater level of aggregate demand at lower price levels. By contrast, the AS curve in Figure 2 slopes upward, showing that all the producers in the economy plan to supply more at higher price levels.


In Figure 2, the level of equilibrium national income occurs at y1, which is immediately below point X where AD = AS. Equilibrium national income is not necessarily the same as the full employment level of national income, which occurs when the ‘normal capacity’ level of output is produced.


There are in fact two versions of the AS curve, known respectively as the short-run aggregate supply (SRAS) curve and the long-run aggregate supply (LRAS) curve. We explain these below under the heading ‘The factors that affect the short-run and long-run AS curves’.


The factors that shift the AD curve and the short-run AS curve


If either the AD curve or the AS curve shifts to a new position, equilibrium national income will change. If any of the determinants of aggregate demand change (apart from the price level), the AD curve shifts to the right or left, depending on whether there has been an increase or a decrease in aggregate demand. As we explain under the heading ‘The determinants of aggregate demand’, a change in any of the components of aggregate demand (consumption, investment, government spending or net export demand) moves the AD curve to a new position.


The position of the SRAS curve is determined by a number of factors, which include firms’ costs of production, for example money wage rates and raw material costs, the taxes firms have to pay and changes in labour productivity. If any of these factors change, the SRAS curve shifts to a new position. For example, an increase in business costs shifts the SRAS curve upwards and to the left.


The factors that affect the short-run and long-run AS curves


The SRAS curve must not be confused with the long-run aggregate supply (LRAS) curve, which we now explain. The LRAS curve, depicted in Figure 3, shows the maximum level of real output the economy can produce at its production potential, when all the available factors of production are employed and producing at their ‘normal capacity’ level of output (yN). In the long run, firms cannot produce more output to meet the increase in aggregate demand, shown by the shift of the AD curve from AD1 to AD2. In the short run, firms may be able to produce beyond their long-run sustainable level of output, but the emerging positive output gap will generate inflationary pressures. In this situation, the excess demand for real output is met by an increase in the price level, with the point of macroeconomic equilibrium moving from point X to point Z.
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Exam tip


Make sure you don’t confuse short-run aggregate supply curves and long-run aggregate supply curves.
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In summary, a change in businesses’ costs of production shifts the position of an SRAS curve, whereas a change in the economy’s underlying production potential shifts the position of the LRAS curve.


Underlying economic growth is represented by a rightward shift in the long-run AS curve


Underlying economic growth can be illustrated by a movement along the trend output line shown in the upper panel of Figure 4. (Actual growth, by contrast, is shown by a movement along the ‘wavy’ line depicting the economic cycle on the same diagram.) Underlying economic growth is also represented by the rightward shift of the LRAS curve shown in the lower panel of Figure 4.
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How to use AD/AS diagrams to illustrate macroeconomic equilibrium



The concept of macroeconomic equilibrium is exactly the same as the concept of the equilibrium level of national income, which was previously illustrated in Figure 2. Figure 5, below, goes one stage further and illustrates the concept in a diagram which incorporates the LRAS curve as well as the SRAS curve.
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Knowledge check 4


Distinguish between microeconomic equilibrium and macroeconomic equilibrium.
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How both demand-side and supply-side shocks affect the macroeconomy


An economic shock is a sudden unexpected event hitting the economy, disturbing either aggregate demand (a demand shock) or aggregate supply (a supply shock). In some cases, an outside shock may affect both aggregate demand and aggregate supply. Thus, looking at the UK economy, the outbreak of a war in the Middle East, for example, may affect aggregate demand by causing a sudden collapse in consumer and business confidence, and aggregate supply via its effect on the supply and price of crude oil.


The determinants of aggregate demand


As we mentioned earlier, aggregate demand is total planned spending on real national output in the economy. Aggregate demand is the addition of consumption, investment, government spending and net export demand, and is represented by the equation AD = C + I + G + (X – M), where C, I, G, X and M are the symbols used respectively for planned consumption, investment, government spending and net export demand (X – M). These are often called the components of aggregate demand. At this point, you might wish to reread pages 21 to 23 in Student Guide 2, to find out more about each of these components of aggregate demand.


If any of the components change, aggregate demand increases or decreases. On a diagram, an increase in aggregate demand is depicted by a rightward shift of the AD curve, while a decrease in aggregate demand is represented by a leftward shift of the curve.


The determinants of savings


If we simplify and assume that there are no imports or taxes, saving is simply income which is not consumed. It follows that the determinants of saving are exactly the same as the determinants of consumption, which are explained on page 22 of Study Guide 2. In summary, the determinants of saving (and of consumption) are the rate of interest, the level of income, expected future income, wealth, consumer confidence, and the availability of credit.


The difference between saving and investment


Students often confuse saving and investment, wrongly treating them as interchangeable terms. Saving is simply income which is not spent. For the most part, households make savings decisions, though firms can also save when they keep cash reserves which they do not spend.


By contrast, firms make investment decisions when they purchase new capital goods. Along with consumption, government spending and net export demand, investment is one of the components of aggregate demand. An increase in investment shifts the AD curve to the right, and, as one of the ‘engines’ of economic growth, investment also has a supply-side effect, shifting the LRAS curve rightward.


The accelerator


Determinants of investment include:





•  the state of business confidence and expectations of future profitability of investments undertaken now



•  the existence of an ‘entrepreneurial culture’



•  the rate of interest or cost of borrowing, which affects the cost of obtaining the funds to finance investment projects



•  technical progress, which might make existing capital obsolete or out of date, and in need of replacement with ‘state-of-the-art’ capital



•  the relative prices of capital and labour, which influence the choice between capital-intensive and labour-intensive methods of production





Another possible determinant is provided by the accelerator theory of investment. The accelerator theory stems from the assumption that firms wish to keep a relatively fixed ratio, known as the capital–output ratio, between the output they are currently producing and their existing stock of fixed capital assets. For example, if four units of capital are needed to produce one new unit of output, the capital–output ratio is 4 to 1. The capital–output ratio is the accelerator. To understand why the theory is called the accelerator theory, consider the following:





•  If output grows by a constant amount each year, firms invest in exactly the same amount of new capital each year to enlarge their capital stock, so as to maintain the desired capital–output ratio. From year to year, the level of investment is therefore constant.



•  If the rate of growth of output accelerates, investment also increases as firms take action to enlarge the stock of capital to a level sufficient to maintain the desired capital–output ratio.



•  Conversely, when the rate of growth of output decelerates, investment declines.





As firms adjust their stocks of capital to maintain the capital–output ratio at 4 to 1, relatively slight changes in the rate of growth of income or output cause large absolute rises and falls in investment.


Aggregate demand and the level of economic activity


The multiplier process and an explanation of why an initial change in expenditure may lead to a larger impact on national income


Whereas the accelerator measures the relationship between a change in national income or output and the resulting change in the level of investment, the investment multiplier measures the relationship between a change in investment and the resulting change in national income or output.
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Figure 3 A vertical LRAS curve located at the ‘normal capacity’ level of real output, ¥y
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