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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



This guide has been written to prepare students for Unit 4 of Edexcel’s GCE A-level examination in Economics: The Global Economy. It provides an overview of the knowledge and skills required for the examination in the ‘Global Economy’. This unit is synoptic, which implies that knowledge and understanding of the material covered in previous units is required. You should consider the possibilities of using both microeconomic and macroeconomic concepts from previous units in answering questions. The main areas covered in this unit include macroeconomic objectives and policies; public finance; globalisation; free trade and protectionism; the balance of payments and exchange rates; the constraints of economic growth and development; strategies to achieve economic growth and development.


This guide is aimed at developing the skills and knowledge that you have gained over the whole course, as well as covering the material new to this unit. It should be used alongside your own notes and other revision aids. Inevitably it includes only brief summaries of the key areas.


The Content Guidance section provides an overview of the main topics with reference to the theoretical requirements of the unit. It also identifies the synoptic elements covered in previous units.


The final part of the guide provides questions and answers on the topics covered in Unit 4. There are two essays and two data–response questions, with a selection of student answers. These are annotated with examiner’s comments, identifying both the good and weaker aspects of the responses. These should help you to understand the expectations you are required to fulfil for a high grade. After reviewing this unit, you should attempt the questions under timed conditions and then compare your answers with those provided in the guide. This will enable you to identify areas where further revision is required.





Content Guidance


This section focuses on the key elements relating to the global economy. It starts with a reconsideration of macroeconomic objectives and policies, an area first studied in Unit 2. However, for Unit 4 you need to consider these topics in a global context. Given the increasing interdependence of economies, economic events in one country impact on others and similarly economic policies adopted by one country affect others.


The next section considers the main elements of public finance: public expenditure, taxation and public sector borrowing. Although the emphasis is on the UK in this section, international comparisons should also be made.


The third section covers globalisation, its causes, costs and benefits. It also includes free trade and protectionism. This is followed by an examination of the balance of payments accounts and exchange rates. This is an area in which global imbalances may be considered and their implications for exchange rates. Following this, there is a consideration of the meaning of, and measurement and factors influencing, international competitiveness, together with a consideration of how it might be improved.


There is then a section on poverty and inequality as a prelude to an examination of the limits to growth and development. Finally, strategies to promote growth and development are discussed, with the focus primarily on developing countries.


Macroeconomic objectives and policy


Unit 4 is synoptic so it is highly appropriate that this topic should be revisited after being introduced in Unit 2. While much of the material will be familiar, a more evaluative approach is required in Unit 4, as is the need to consider macroeconomic objectives and policy in an international setting. Given the global imbalances which arose prior to the credit crunch, a review of macroeconomic objectives in a global context is important.


Similarly, the turbulent international economic situation in 2008 and 2009 has led to a re-evaluation of the effectiveness of the tools of macroeconomic policy in achieving macroeconomic objectives. For example, the limitations of interest rate policy were exposed as the global economy headed for a serious downturn in 2008–09.


Objectives of macroeconomic policy


In a global context, it is worth remembering that different countries may place rather different emphases on their priorities. Nevertheless, the following goals are usually included:





•  Economic growth. An increase in real GDP is often regarded as the fundamental objective of macroeconomic policy by governments, not only in poor developing countries, where it is seen as a means of reducing absolute poverty, but also in developed economies by governments wishing to maintain popularity. Further, many economists regard this objective as being pivotal in achieving the other macroeconomic objectives.


•  Sustainable growth. This is usually defined as the ability to meet the needs of the present generation without compromising the needs of future generations. There have been growing concerns that rapid economic growth in countries such as China and India is unsustainable in terms of the environment and the rapid depletion of natural resources. The limitation of the external costs associated with economic growth is an objective that can only be met with global cooperation.


•  A low and stable inflation rate. Apart from other disadvantages, high inflation rates can damage the international competitiveness of a country’s goods, so most countries pursue policies designed to maintain a low and stable rate of inflation. As equally destructive as high inflation is deflation, which is a sustained fall in the price level: experience from the 1930s suggests that deflation is often associated with depression.


•  Full employment. This does not mean that every worker is employed, because there will always be frictional unemployment. However, this is usually regarded as being full employment and is referred to as the natural rate of unemployment. This objective is most likely to be achieved if there is economic growth.


•  Balance of payments equilibrium on current account. One of the major imbalances between countries has been in relation to the balance of payments. While the USA and UK have been running large deficits, China has had persistent surpluses. Although the deficits have been financed by inflows into the financial account, many have argued that these are unsustainable in the long term. Huge deficits may result in violent changes in the exchange rate of a country’s currency, contributing to instability in the whole economy.


•  Redistribution of income. Most developed economies used progressive taxes and welfare payments, especially means-tested benefits, to redistribute income from the rich to the poor.


•  Fiscal balance. In the same way that current account deficits may be unsustainable, the same might also be true of large fiscal deficits. This form of imbalance may prove to be a problem if countries are unable to sell government bonds to finance the deficits.
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Examiner tip


Remember that this unit is concerned with the global economy, so data on any of the above could relate to any country.
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The aggregate-demand/aggregate-supply model


This model, introduced in Unit 2, needs to be covered again so that it can be employed in analysing and evaluating macroeconomic policies and in examining other parts of Unit 4; for example, in considering the impact of an increase in foreign direct investment.


Aggregate demand (AD) is the relationship between the quantity of real GDP demanded and the price level. The main components of AD are consumption, investment, government expenditure and net exports. Shifts in the AD curve may be caused by changes in the following:




•  asset prices


•  interest rates


•  foreign direct investment


•  tax rates


•  expectations about the future state of the economy


•  decisions by the government on its expenditure


•  the exchange rate





The Keynesian aggregate supply (AS) curve


For Keynesian economists, the AS curve will resemble that shown in Figure 1.
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Figure 1 The Keynesian AS curve


Keynesians consider that the economy could be in long-run equilibrium at less than the full employment level of real output. At low levels of real output it would be horizontal because there is considerable spare capacity in the economy. As the economy moves towards full employment, bottlenecks in production will occur, along with shortages of some resources, which will push up costs, causing the AS curve to rise. At full employment the AS curve becomes vertical. Keynesians consider that the economy could be in long-run equilibrium at less than the full employment level of real output, so the Keynesian AS curve could be valid in both the short run and long run.


It may be helpful, however, to differentiate between the short-run and long-run AS curves, especially for evaluative purposes.


The short-run AS curve


Short-run aggregate supply (SRAS) is the relationship between the total quantity of final goods and services supplied (real output) and the price level, holding everything else constant (see Figure 2).


Shifts in the SRAS curve may be caused by the following:




•  Changes in wage costs: an increase in wage rates will raise costs of production and cause the SRAS to shift to the left.
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Figure 2 The short-run AS curve




•  New legislation: for example, new health and safety regulations or environmental regulations which increase the costs of firms in the economy would cause the SRAS curve to shift to the left.


•  Changes in the prices of raw material and components: a general fall in commodity prices would cause the SRAS to shift to the right.


•  Changes in taxation on firms: in the UK, employers (as well as employees) are required to pay national insurance contributions. These are really a tax on employment, so if employers’ contributions are increased, then the SRAS will shift to the left, since costs have increased.
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Knowledge check 1


What would be the effect of an increase in oil prices on the price level and real output?
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The long-run AS curve


Long-run aggregate supply (LRAS) is the relationship between the total quantity of final goods and services supplied (real output) and the price level, when there is full employment. According to the neoclassical model, the LRAS curve will be vertical, as shown in Figure 3.
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Figure 3 The neoclassical LRAS curve


Shifts in the long-run AS curve may be caused by the following factors:




•  Technological change: new and more efficient methods of production will affect the LRAS.


•  The size of the labour force: this can be influenced both by the natural rate of increase or decrease in the population but also by migration.


•  Human capital: the skills, knowledge and expertise of the workforce gained through education and training. In turn, this has a significant impact on the productivity of the workforce.



•  Capital stock: if the capital stock increases relative to the workforce (capital deepening), then productivity should increase.


•  Raw materials: the discovery of new raw materials will cause the LRAS to shift to the right.





Figure 4 shows the equilibrium price level and real output using a Keynesian aggregate-supply curve.
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Figure 4 Equilibrium level of real output
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Examiner tip


Look for opportunities to use the AD/AS model in your exam answers; diagrams not only illustrate your understanding but can save many words.
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Macroeconomic policy instruments


Macroeconomic policies are usually divided into demand-side policies (monetary and fiscal policy) and supply-side policies. For 30 years or so, until the financial crisis of 2008, monetary policy was geared towards the control of inflation while fiscal policy was aimed at achieving the government’s fiscal objectives. Supply-side policies were used to secure economic growth and the government’s other macroeconomic objectives. In this unit it is important to adopt a critical approach to the effectiveness of these policies.


Monetary policy


Monetary policy refers to the use of interest rates, money supply and exchange rate in order to influence the level of economic activity in a country.


There are various aspects of monetary policy:




•  Inflation targets. These are used by many countries to maintain a low rate of inflation. In the case of the UK, there is a target of 2% although the rate may vary by up to 1% either side of this, while the European Central Bank has a target of a maximum rate of inflation of 2%. Until 2007, inflation targeting was generally regarded as an effective way of controlling inflation, although countries without targets did not appear to suffer significantly higher rates of inflation. However, following the financial crisis, many economists have argued that an inflation target based on the Consumer Price Index is too narrow. Instead, there should be targets relating to other variables, such as asset prices, in order to prevent asset price ‘bubbles’ from occurring.


•  Interest rate changes. These are used to achieve the inflation target, e.g. if the inflation rate is predicted to rise above its target, then the Bank of England increases the base rate. However, the use of interest rates has various disadvantages, e.g. the full effect of an increase in the rate of interest takes between 18 and 24 months to work through the economy; business costs rise; the exchange rate of the currency may increase, making a country’s goods less price competitive.


•  Quantitative easing. This is sometimes mistakenly referred to as ‘printing money’. In practice, it relates to the action of the Central Bank in buying up government bonds and corporate bonds from the commercial banks and other financial institutions. This has the effect of increasing their deposits, thereby giving them the ability to lend more easily to private and business customers. However, some argue that this policy is unlikely to be effective if the banks are risk averse and remain unwilling to lend unless the loan is risk free. There is also the danger that the increased supply of money in the economy could unleash a serious bout of inflation (based on the monetarist belief in the quantity theory of money).
An increase in the money supply could also cause a depreciation in the exchange rate which, in turn, would result in an increase in net exports and so increase aggregate demand.
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Knowledge check 2


What factors might limit the effectiveness of monetary policy?





[image: ]



Fiscal policy


Fiscal policy refers to the use of government expenditure and taxation in order to influence the level of economic activity in a country. From the 1980s until 2008, its primary role was to ensure stable public finances. However, from 2008 it has once again assumed a role in macroeconomic management not only in the UK but also in China, the USA and a variety of other countries. Some key features of fiscal policy include:




•  Automatic stabilisers: relate to the fact that some forms of government expenditure and revenues from some taxes change automatically in line with changes in GDP and the state of the economy. These stabilisers help to reduce fluctuations caused by the trade/business cycle. Examples include progressive taxation and welfare payments such as unemployment pay and various means-tested benefits, e.g. pension credits for elderly people living on low incomes.


•  Discretionary fiscal policy: refers to deliberate changes in taxes and public expenditure designed to achieve the government’s macroeconomic objectives. For example, the global economic crisis has led many countries to introduce a ‘fiscal stimulus’ to prevent severe recession. Typically, these have included increases in public expenditure on infrastructure (roads and bridges in the USA); green technology and targeted subsidies to distressed industries (e.g. the car industry) and tax cuts.
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Knowledge check 3


How would public finances be affected by a recession?
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Fiscal policy might be effective if the value of the multiplier is high and can have an immediate impact if indirect taxes, such as VAT, are reduced. However, there may be significant time lags. For example, increased government expenditure on investment projects, such as building new hospitals, is unlikely to have an impact for a considerable time because land must be purchased and planning applications approved.


Further, if there is a contractionary fiscal policy in which direct taxes are increased, there could be disincentive effects (e.g. higher corporation tax could reduce investment), while higher income tax rates might reduce incentives to work. It is also difficult to determine the magnitude of changes in public expenditure in advance because the value of the multiplier may not be known.



Supply-side policies


Supply-side policies are a broad range of policies aimed at increasing aggregate supply by increasing competition and increasing incentives. Essentially these are microeconomic policies since they target specific markets, e.g. labour, product or capital markets.


Labour market


Policies aimed at the labour market include:




•  reduction in trade union power: e.g. making strikes without a secret ballot illegal; making sympathy strikes illegal


•  reduction in unemployment benefits: which would increase the incentive for unemployed workers to take jobs


•  improvements in human capital: increased provision and quality of education and training designed to increase the productivity of the workforce


•  reduction in employment protection legislation: making it easier to hire and fire workers, which contributes to a more flexible workforce


•  reduction in income tax rates: the aim of these tax cuts is to increase incentives to work and may be analysed using the Laffer curve (see page 17).





Product market


Policies aimed at the product market include:




•  privatisation, deregulation and contracting out:








   –   privatisation: involves the sale of state-owned enterprise to the private sector usually through the issue of shares. This policy has been adopted across the globe and in the case of developing countries, privatisation has been a condition for loans given by the International Monetary Fund (IMF).


   –   deregulation: when the government removes official barriers to competition. e.g. licences and quality standards


   –   contracting out: when parts of services operated by the public sector are put out to tender so that the private sector can compete for the business







•  trade liberalisation: relates to the removal or reduction in trade barriers and the adoption of policies which allow free capital flows between countries, so making it more attractive for transnational companies to invest in the country


•  promotion of new/small firms: for example, through tax breaks, short-term loans for new businesses and loan guarantees





Capital market


Policies aimed at the capital market include:




•  deregulation of the financial markets: such as the reduction of restrictive practices in the city and stock exchange


•  reduction in corporation tax: or reduction in tax allowances on investment by firms






Criticisms of supply-side policies


Supply-side policies maybe criticised as follows:




•  Increased inequality: it is argued that they are based on the premise that the rich will work harder if you pay them more and the poor will work harder if you pay them less.


•  Time lags: some of the measures take a long time to have any impact on the supply side of the economy, e.g. reforms in primary education.


•  The incentive effects of tax cuts may be over-estimated: in the USA, tax cuts resulted in an increase in labour supply of less than 1%. Similarly, there is little evidence that tax cuts have any significant impact on productivity.


•  Ineffectiveness: if aggregate demand is low, then these policies may have no effect.


•  Adverse effects of deregulation: competition might lead to undesirable consequences. For example, the deregulation of financial markets resulted in excessive risk-taking, leading to the near-collapse of the banking system.
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Examiner tip


Supply-side policies may be particularly relevant when considering the topic of international competitiveness.
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Problems faced by policy makers


Policy makers face a variety of problems when implementing policies to manage the economy. Among these are:




•  Inaccurate information: for example, information regarding GDP, the balance of payments on current account and retail sales is notoriously inaccurate and subject to subsequent revisions.


•  Risks and uncertainties: for example, there is considerable uncertainty about the possible impact of quantitative easing. Some monetarist economists argue that it could risk unleashing a massive bout of inflation (because money supply is being increased), while others consider that previous experience in other countries suggests that it will have little effect on the economy.
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Summary




•  The main objectives of macroeconomic policy include economic growth; sustainability; a low and stable rate of inflation; full employment; balance of payments equilibrium; income redistribution; fiscal balance.


•  The AD and AS model should be used not only when discussing policy instruments but throughout this unit where appropriate.


•  The short-run AS curve is upward sloping but the long-run AS curve is vertical.


•  To achieve the macroeconomic objectives the following policy instruments may be used: monetary; fiscal and supply-side policies.
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Examination skills and concepts




•  Ability to use the AD/AS model in a variety of contexts (both familiar and unfamiliar).


•  Understanding of macroeconomic objectives in a global context, especially that of sustainable growth.


•  Ability to evaluate the effectiveness of macroeconomic policy instruments (monetary, fiscal and supply-side policies) in the management of the economy.


•  Understanding of the significance of macroeconomic policy in a global context, especially in the light of major global shocks, e.g. the credit crisis.
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