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Examiner tips


Advice from the examiner on key points in the text to help you learn and recall unit 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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Summary




•  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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Questions & Answers
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About this book



The aim of this guide is to prepare students for the AQA Advanced Subsidiary ECON 4 examination assessing Unit 4: The National and International Economy.


Content Guidance


Start off by reading the Content Guidance section of the book, which divides the Unit 4 specification into nine separate topics. You can read all the topics, one by one, before proceeding to the Questions and Answers section of the Guide. Alternatively, you may decide to read a particular topic and then to read the part of the Questions and Answers section that relates to the topic. The topics generally follow the order of the Unit 4 specification. Following an introductory background topic on the growth of modern macroeconomics, the topics cover the standard macroeconomic topics in the Unit 4 specification, proceeding from national topics such as economic growth and economic cycles to the international topics of trade, globalisation, the balance of payments and exchange rates. Contents Guidance also revisits and develops core macroeconomic theory originally learnt at AS: namely, the AD/AS macroeconomic model, and explanations of inflation and unemployment.


Questions & Answers


You should read the Questions & Answers section of the book after reading all nine specification topics in the Content Guidance section, or bit by bit, having revised a selected topic covering a particular part of the specification.


Data-response questions (DRQs)


There are four data-response questions (DRQs) in the Questions and Answers section of the Guide. In this Guide, the data-response questions are numbered 1 to 4. Questions 1 and 2 are Global Context questions, while Questions 3 and 4 are European Union Context questions. In Section A of the ECON 4 exam that you will eventually sit, the questions will be numbered Question 1: The Global Context and Question 2: The European Union Context.


The section covering the data-response questions also includes:




•  A student’s answer for each DRQ.


•  Examiner’s comments on each student’s answer explaining, where relevant, how the answer could be improved. These comments are denoted by the icon [image: ].





Essay questions (EQs)


Section B of the ECON 4 exam paper includes three essay questions numbered Essay 1, Essay 2 and Essay 3, of which you must answer one question. There are also three essay questions (EQs) in the Essay questions section of this Guide. Unlike the DRQs, the essay questions, which in this Guide are numbered Questions 5, 6 and 7, do not reflect the Global and European Union Contexts which provide the format for Section A of the exam paper.


You can use each of the seven data-response and essay questions in this Guide, either as timed test questions in the lead-up to the examination, or to reinforce your understanding of the specification subject matter, topic by topic, as you proceed through the Content Guidance.


Using other Economics resources


This Guide should be used as a supplement to other resources, such as class notes, textbooks, Economic Review magazine and AS/A-Level Economics Exam Revision Notes. (The last two of these are published by Philip Allan Updates.) 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 and Answers section, especially in the revision period when you should be concentrating on improving your examination skills.


Note: AQA now provides all its resources, including the specification, past exam papers and mark schemes, on its website: www.aqa.org.uk.


In addition, provided they are registered with e-AQA, your teachers can also access exam papers, mark schemes and examination reports rather earlier, after the exams have finished. Any further information about AQA economics can be obtained from the Economics subject officer, AQA, Stag Hill House, Guildford, GU2 7XJ.





Content guidance


Introduction to the specification


In contrast to AS Unit 2: The National Economy, which is concerned with elementary macroeconomics, Unit 4: The National and International Economy centres for the most part on more advanced macroeconomics. As the specification states, Unit 4 builds on the knowledge and skills learnt in Unit 2. It requires you to use and evaluate more complex macroeconomic models than those introduced in Unit 2, and to develop further your critical approach to economic models and methods of enquiry. Nevertheless, you should be aware that, as in Unit 2, the aggregate demand/aggregate supply (AD/AS) macroeconomic model is the most important of all the models you need to know and to apply in your economic analysis. The AD/AS model is an essential part of the theoretical toolkit needed when analysing and evaluating the problems, puzzles or issues posed by a question.


Phillips curve analysis, both in the short run and the long run, is also required for answering Unit 4 examination questions. This is a completely new part of the specification which does not figure in Unit 2, except in the narrow sense of awareness of a conflict between macroeconomic objectives.


Unlike in Unit 2, and as the Unit title indicates, international economics is an important part of Unit 4. The main international topics you are expected to know are trade theory, the case for import controls, the balance of payments, exchange rates and globalisation.


You must appreciate the ways in which developments in the United Kingdom economy and government macroeconomic policy can be related to the Global and European Union (EU) Contexts.


Examples of issues which could be examined in the Global Context are: externally generated demand-side economic shocks, such as recession in the USA, or Japan and the Far East; externally generated supply-side economic shocks, such as the effect of global natural disasters; changes in world trade and global patterns of trade; World Trade Organization (WTO) decisions; and the global movement of capital affecting the UK balance of payments and exchange rate.


The Unit 4 specification mentions a number of examples of issues in the European Union Context which might form the scenario for an EU Context data-response question. These are: the EU as a trading bloc (customs union) and the Single European Market (SEM); the effect of the free movement of capital within the EU; the single European currency (the euro) and the euro area (eurozone); Economic and Monetary Union (EMU); macroeconomic performance in other EU countries; and free movement of labour within the EU.





Summary of the specification



The AQA specification for Unit 4 contains the following sections.


3.4.1 Macroeconomic indicators


Unit 2 introduced you to the economy’s actual growth rate and its trend growth rate, and to the fluctuations around the trend rate of growth associated with the economic cycle. At A2 you must be able to apply at least two theoretical explanations of the economic cycle, although the specification is not prescriptive of what the explanations should be, apart from noting how supply-side or demand-side shocks can trigger cyclical fluctuations. Detailed theories of economic growth are not required.


It is necessary to understand the costs and benefits of economic growth, and the use and limitations of national income as an indicator of changes in living standards. You must be able to discuss the impact of growth on individuals and the environment. Knowledge of the sustainability of growth is needed, which implies an understanding of resource depletion and degradation.


You are expected to interpret different types of national income data, possibly for a range of countries, but you do not need to know technical details of national income accounts. You must be familiar with different types of data, such as GDP statistics and the United Nation’s Human Development Index (HDI). You may be asked to use GDP and HDI data to compare living standards in different countries.


This section of the specification also builds on the knowledge acquired in Unit 2 on the types or causes of unemployment and demand-side (demand-pull) and supply-side (cost-push) causes of inflation. Both unemployment and inflation need to be analysed in the AD/AS theoretical framework. AD/AS needs to be understood in greater detail than in Unit 2, particularly with reference to the natural rate of unemployment and Phillips curve analysis. As with AD/AS, you must understand the difference between short-run and long-run Phillips curves. Neither consumption nor investment is mentioned in the Unit 4 specification, but along with the national income multiplier, they may be tested synoptically.


Along with other explanations of inflation, you must know the quantity theory of money as a special case of demand-pull inflation. The specification states that students should understand and evaluate the monetarist model of inflation, which implies some knowledge of the role of expectations in the inflationary process. You must also know how index numbers are calculated and used to measure inflation, and the effects of inflation on individuals and the performance of the economy.


3.4.2 Managing the national economy


The Unit 4 specification requires knowledge and understanding of monetary policy, fiscal policy and supply-side policy as three of the main ways of managing the national economy. You need to study all these in greater detail and with more rigour than for AS. You must also appreciate the exchange rate as a target and instrument of monetary policy, and the interrelationships between fiscal and monetary policy. You should understand the relationship between interest rates and the exchange rate and how the exchange rate influences policy objectives, such as inflation, unemployment and the balance of payments. Your knowledge of the conflicts between policy objectives should be more sophisticated at A2 than at AS.


Particular knowledge of the role of the Monetary Policy Committee of the Bank of England is required, especially in the context of its history of hitting or failing to hit the inflation rate target set by the government. Detailed knowledge of financial markets is not necessary, but you do need to understand that bank deposits, which are the main component of the money supply, are liabilities of the private enterprise banking system. Since it is unable to control bank deposits directly, the Bank of England attempts to influence monetary conditions via the effect of the interest rate on the general public’s desire to hold bank deposits. Detailed knowledge of the money supply is no longer required, but knowledge of a recent development in monetary policy known as quantitative easing is expected.


With regard to fiscal policy, the specification states the need for awareness of the introduction of fiscal rules. The specification was written before the suspension of the UK Code for Fiscal Stability in the recessionary conditions of 2008. However, knowledge of recent fiscal conditions in the global, EU and UK economies is needed. Some knowledge of the sovereign debt problem and the role within the UK of the Office for Budget Responsibility (established in 2010) should prove useful, though neither is yet mentioned in the specification. You must also appreciate how, at the macroeconomic level, supply-side fiscal policy has become the major element of wider supply-side economic policy, and appreciate recent changes in the respective importance of demand-side and supply-side fiscal policy, particularly in the context of successive governments attempting to avoid recession and stimulate economic recovery. Some knowledge of taxation is also required, including an understanding of the canons of taxation and the microeconomic effects of changes in individual taxes.


3.4.3 The international economy


The international economy is covered in much greater depth in the Unit 4 specification than in the Unit 2 specification. Unit 4 requires knowledge of the benefits of international trade and the principle of comparative advantage, together with the possible costs of international specialisation.


Because of the ‘context’ format of the data-response questions, globalisation and the European Union are obviously important in this part of the specification. Globalisation should be given special attention via its effects, for good and for bad, on trade and the location decisions of multinational or transnational corporations. Theories of protectionism must be put into a European context related to the European Union as a customs union. Knowledge of the advantages and disadvantages of Economic and Monetary Union (EMU) and the single European currency (the euro) are also important.


Coverage of trade theory must include patterns of trade between the UK and the rest of the world. Some knowledge of the capital account of the balance of payments is also needed, but not in technical detail. However, the nature and significance of both short-term and long-term international capital flows should be understood. You must revise the current account of the balance of payments learnt for the AS course, and link current account deficits and surpluses, 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.


Checklist of relevant Unit 2 terms


Here is a checklist of Unit 2 AS terms, concepts and theories, for the most part not mentioned in the Unit 4 specification, which might be needed for the ECON 4 exam:




•  the meaning of national income and output, and its measurement: GDP


•  understanding data in the form of index numbers and other forms of data presentation


•  the distinction between nominal and real economic variables


•  the objectives of a government’s macroeconomic policy: full employment, growth, controlling inflation, a satisfactory balance of payments


•  the economic cycle, booms, recessions, trend growth and actual growth, output gaps


•  some of the main causes (types) of unemployment


•  excess demand and rising costs as causes of inflation


•  the role of monetary policy (interest rates) in controlling inflation


•  the meaning of aggregate demand and aggregate supply


•  using the AD/AS macroeconomic model to analyse events taking place in the economy, the level of economic activity and the effect of government intervention and policy


•  components of aggregate demand and their effect on economic activity: consumption, investment, government spending and exports


•  leakages or withdrawals of demand from the economy: saving, taxation and imports


•  fiscal policy used both as a demand-side policy to manage aggregate demand and as a supply-side policy to improve the efficiency and competitiveness of markets and to shift the LRAS curve to the right


•  supply-side policies to make labour and goods markets function more efficiently and competitively


•  the current account of the balance of payments


•  the effect of the exchange rate on the economy







The growth of modern macroeconomics


These notes, which relate to AQA specification sections 3.4.1 and 3.4.2, prepare you to answer AQA examination questions on:




•  the approach of Keynesian and free-market economists to how the economy works


•  the changing views of economists regarding the major objectives of macroeconomic policy






Essential information



The Keynesian revolution


These notes provide an overview of how macroeconomics has changed in recent economic history. More than any other individual, John Maynard Keynes created modern macroeconomics. Until monetarism in the 1970s, macroeconomics and Keynesian economics were much the same thing, growing out of Keynes’s great and influential book, The General Theory of Employment, Interest and Money, published in 1936. Before Keynes, most economists belonged to the neo-classical or pre-Keynesian school (what is now often called the free-market school). Pre-Keynesian economists believed that market forces operating in competitive markets provide a self-adjusting mechanism, which, in the long run, automatically ensures full employment and economic growth.


The pre-Keynesian or free-market explanation of employment and unemployment


Figure 1 illustrates the pre-Keynesian explanation of employment and unemployment, in which full employment is determined as the level of employment where the aggregate demand for labour equals the aggregate supply of labour, at the wage WFE. According to this theory, classical or real-wage unemployment is caused by wage rates being too high, at W1 rather than WFE.


Pre-Keynesians believed that real-wage unemployment is temporary. Market forces would cure the problem by bidding down wages until the number of workers willing to work equals the number that firms wish to hire.
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Knowledge check 1


Define in single sentences the terms employment and unemployment.


Knowledge check 2


What is a free-market economy?
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Figure 1 The pre-Keynesian theory of unemployment





Keynes’s attack on the free-market explanation of employment and unemployment


In the 1930s, at the time of the Great Depression, the market mechanism failed to cure unemployment. If an individual employer, or all the firms in a particular industry, cut wages in a single labour market within the economy, more workers are hired. Aggregate demand for output is little affected if the firm or industry is only a tiny part of the whole economy. But at the macro level, if real wages are cut throughout the economy, aggregate demand falls and firms cannot sell their output. Wage cuts may therefore increase rather than reduce unemployment.
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Examiner tip


The term ‘recession’ is in the Unit 2 AS specification, but not in the Unit 4 A2 specification. However, for ECON 4 you must know about booms and recessions. Because it post-dates the writing of the specification, the 2008/09 recession is not mentioned in the specification. Nevertheless, it is vitally important that you know about this recession, together with the possibility of a subsequent ‘double dip’ recession.
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Keynes argued that deficient aggregate demand causes unemployment. The paradox of thrift explains this. Saving (or thrift), regarded as a virtue at the individual level, becomes a vice at the aggregate level if people save too much and spend too little.


Keynes’s policy solution to unemployment


Keynes’s policy solution to the problem of persistent mass unemployment was to inject demand back into the economy to eliminate deficient aggregate demand caused by saving too much and spending too little. Keynes argued that in its fiscal policy, the government should run a budget deficit (i.e. set G > T). In essence, the government borrows the excess savings of the private sector, which it spends itself, thereby injecting demand back into the economy and preventing the emergence of deficient demand.


The Keynesian era


The Keynesian era began shortly after 1945 when governments started to use demand management policies to achieve the objective of full employment. The era ended in the 1970s with the advent of monetarism and the free-market or new-classical revival. In the intervening 30 years, governments in many industrial countries, including the United Kingdom, used fiscal policy to manage aggregate demand. When unemployment was high, the government expanded demand by increasing the budget deficit. As full employment was approached, increased demand caused imports to rise and the current account of the balance of payments to deteriorate. It also triggered demand-pull inflation since, in the short run at least, output could not rise to meet the increase in demand. A contractionary or deflationary policy of increased taxation and public spending cuts would be implemented. Macroeconomic policy in the Keynesian era was dominated by stop–go economics — successive periods of deflation and reflation resulting from the management of aggregate demand.
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Knowledge check 3


How does fiscal policy differ from monetary policy?
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Examiner tip


Make sure you understand the difference between demand-side (Keynesian) fiscal policy and supply-side fiscal policy. See pages 47–48 for an explanation.





[image: ]





The crisis in Keynesian economics


For much of the Keynesian era, the policy of fine-tuning aggregate demand to a level consistent with full employment, but without excessive inflation, appeared to be working, and economic growth was more or less continuous. But at the same time, inflation began to creep up. Opponents of Keynesianism became more confident in their criticism of Keynesian theories and policies, arguing that Keynesian demand management could achieve full employment only through injecting greater and greater doses of inflation into the economy. Once achieved, full employment was becoming less and less sustainable.


By the mid-1970s Keynesianism was in disarray. Keynesian theory had been relatively invulnerable to serious attack as long as Keynesian economic management performed reasonably well when measured against the main objectives of economic policy: full employment, growth, control of inflation and a satisfactory balance of payments. Keynesianism became vulnerable to attack when a simultaneous failure to achieve any of the primary policy objectives occurred in the mid-1970s. The stagflation (slumpflation) of stagnant or declining output and growing unemployment combined with accelerating inflation, together with social conflict over the distribution of income and a deteriorating balance of payments, signalled the end of the Keynesian era.
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Examiner tip


Be aware that in recent years, economists have feared the return of stagflation, a phenomenon previously experienced during the crisis in Keynesian economics in the 1970s
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The monetarist or free-market counter-revolution


The 1970s witnessed the decline of Keynesianism and the ascendancy of monetarism. Monetarists believe that the immediate cause of all inflation lies in a prior increase, permitted by governments, of the money supply.


Monetarism began in 1956 when Professor Milton Friedman revived the old pre-Keynesian theory of inflation, the quantity theory of money. The quantity theory argues that the quantity of money in the economy determines the price level and the rate of inflation. If the government allows the money supply to expand at a rate faster than the growth of output, the price level rises when people spend the excess money balances they hold.
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Examiner tip


Don’t confuse the word monetarism with the term monetary policy. Can you explain the difference? See page 40 for an explanation.
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Monetarist economic policies


Monetarist policies were implemented in the UK in the late 1970s and the early 1980s. The government abandoned discretionary demand management policies and based policy on automatic policy rules. The monetary policy rule centred on the publication of a target rate of growth of the money supply for a medium-term period of about 3 years ahead, accompanied by the announcement that monetary policy would be implemented to hit the money supply target. Other aspects of macro policy, including full employment as the major policy objective, were subordinated to the monetary policy aim of controlling monetary growth in order to achieve the new prime policy objective of controlling inflation. The government also adopted a fiscal policy rule based on reducing the size of public sector spending and borrowing as proportions of national output. Fiscal policy became subordinated to the needs of monetary policy — a situation that, except in the recession of 2008 and 2009, still generally exists today.


The decline of monetarism and the growth of supply-side economics


Monetarism never really worked, with the growth in the money supply often outstripping the growth in prices. This unfortunate fact cast great doubt on the central assumption of narrow monetarism: namely, that an increase in money supply causes inflation. But although the strictly ‘monetarist’ aspects of macroeconomic policy were quietly dropped after the mid-1980s, later UK governments have remained committed to the wider free-market aspects of economic policy adopted during the monetarist era. In particular, supply-side economics came to the fore, which aimed to improve the economy’s supply side and its ability to produce.
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Examiner tip


ECON 4 exam questions frequently focus on supply-side economics and supply-side policies. By contrast, monetarist economic policies have seldom been referred to in ECON 4 exams. However, as the word ‘monetarist’ (but not monetarism) and the quantity theory of money are in the specification, you need to understand what they mean.





[image: ]





Recent developments in macroeconomic policy


Policy before the 2008 recession


For several years before the onset of recession in 2008, monetary policy was again being used (via interest rate changes) to manage aggregate demand. At this time, fiscal policy was used primarily as a supply-side policy and not for managing aggregate demand.



Policy during the recession in 2008 and 2009



However, in the panic conditions induced by recession in 2008, for a short while at least, both monetary policy and fiscal policy were used to manage aggregate demand. In conditions of near-zero interest rates, further cuts in the Bank of England’s interest rate (Bank Rate) become ineffective as a means of stimulating aggregate demand. This was partly because, as Bank Rate was cut and fell close to zero, it became impossible to cut it below zero. In 2009 and again in 2011, monetary policy switched briefly away from interest changes into a policy of quantitative easing (which is akin to printing more money in the hope that people will then spend it). At the same time, fiscal policy reverted to the Keynesian use of a growing budget deficit (called a fiscal stimulus) to pump spending into the economy to stimulate aggregate demand.
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Examiner tip


In an ECON4 exam question, the term ‘fiscal restraint’ may be used. It means the same as fiscal austerity.





[image: ]





Policy after 2009


In 2010, the outgoing Labour government’s fiscal stimulus was replaced by the incoming Coalition Government’s opposite policy of fiscal austerity. The tax cuts, public spending increases and growing budget deficit that were at the heart of the fiscal stimulus gave way to tax increases, swingeing public spending cuts and an attempt greatly to reduce the size of the budget deficit. A number of factors explain the sudden change of policy. These include the following:




•  The Labour government believed it could successfully manage aggregate demand using Keynesian fiscal policy. The Coalition government (dominated by the Conservatives) rejected this and had much greater faith in how free-market forces could lead to sustained recovery from recession.


•  A dramatically new problem, known as the sovereign debt problem, suddenly emerged, which forced all governments, including the UK government, to adopt policies to cut budget deficits, whether they liked to or not. Because of the sovereign debt problem, international financial markets from which governments borrow are no longer prepared to lend huge sums of money to finance budget deficits.





At the time of writing (autumn 2011), the policy of fiscal austerity may be preventing recovery from recession, leading possibly to a ‘double-dip’ (W-shaped) recession. At best, in the years ahead, the UK may exhibit little or no economic growth, high unemployment and possibly relatively high inflation, and the return of stagflation.


Examination questions and skills


AQA economics examinations do not test knowledge of events more than about 10 years before the examination. Nevertheless, it is a good idea to possess such knowledge, if only to make better sense of current and very recent policies, and of events in the UK and world economies.


Common examination errors




•  Failing to understand the major objectives of macroeconomic policy, and the ways in which their relative importance has changed.


•  Confusing policy objectives and policy instruments.


•  Treating Keynesianism and fiscal policy as interchangeable terms.


•  Treating monetarism and monetary policy as interchangeable terms.


•  Failing to appreciate the difference between discretionary economic policy and automatic policy rules.


•  A lack of awareness of recent changes in methods used to manage the macro economy.
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Summary




•  The Keynesian revolution occurred in the 1930s when the famous British economist John Maynard Keynes attacked the then orthodox neo-classical or free-market theory and replaced it with a new body of macroeconomic theory.


•  The Keynesian era occurred at a later date, primarily in the 1950s and 1960s when economists inspired by Keynes (known as the Keynesians) implemented policies that centred on the management of aggregate demand. During this period, Keynesianism was the new orthodoxy.


•  In the 1970s, the crisis in Keynesian economics occurred. Keynesian policies no longer seemed to work and Keynesianism was replaced by a pro-free-market revival.


•  The free-market revival, which largely extends to the present day, became associated first with monetarism, and then with supply-side economics.


•  The deep recession that occurred in 2008 and 2009 led to a short-lived Keynesian revival, centring on the return of demand-side fiscal policy and a growing budget deficit as a tool to stimulate aggregate demand.


•  In the UK, a change of government in 2010 and the emergence of the sovereign debt problem put paid to the Keynesian revival. Policies involving fiscal austerity have replaced the fiscal stimulus of 2008 and 2009.


•  However, the severe cuts in public spending that form the core of fiscal austerity policies may lead at worst to a double-dip recession, and at best to a period of very slow economic recovery and possibly to the return of stagflation.
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Economic growth, the economic cycle and living standards


These notes, which relate to AQA specification section 3.4.1, prepare you to answer AQA examination questions on:




•  economic growth and the economic cycle


•  the costs and benefits of economic growth


•  national income and standards of living





Essential information


What you already know about economic growth, the economic cycle and living standards


In your AS course, you came across most of what you need to know for answering ECON 4 exam questions on economic growth and the economic cycle. However, ECON 4 exam questions on these topics may require greater knowledge of the causes and effects of economic growth and cyclical fluctuations, including for example the role of technical progress in promoting economic growth. The Unit 2 specification at AS makes no mention of living standards, so this is an important ‘add on’ topic in the Unit 4 specification.



Long-term economic growth


Long-term economic growth can be defined as an increase in the economy’s production potential. Figure 2 illustrates two ways of showing long-term economic growth on a diagram. In panel (a) of Figure 2, long-term growth is shown by the outward movement of the economy’s production possibility frontier, which shifts from PPF1 to PPF2. (A rightward movement of the economy’s long-run aggregate supply (LRAS) curve also illustrates long-term economic growth.) Long-term growth is depicted in panel (b) by the upward-sloping straight line labelled ‘Trend output’.
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