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An economy is in a state of macroeconomic equilibrium. The levels of investment, savings,
exports and imports are shown below.

 
Injections into and withdrawals from the circular flow of income

Investment £200 bn

Savings £200 bn

Exports £300 bn

Imports £400 bn

It can be inferred from the data in the table above that
 

A government expenditure equals taxation.

B the budget surplus equals the balance of payments deficit.

C the government has a budget deficit.

D the government has a budget surplus.

[1 mark]

1.

 
The Global Context Extract B (lines 13 −15) refers to the possible benefit to the UK and other
economies if countries hosting major sports competitions become more open to investment in the
long term.

Explain the term ‘investment’ and analyse two possible economic benefits for the UK when it is
investing overseas.

[9 marks]

2.

Essay 2

In 2018, the European Commission estimated that Bulgaria and Romania were both
experiencing positive output gaps whilst the UK was experiencing a negative output gap.
Persistent output gaps can cause problems for economies which may be addressed by
supply-side improvements.

Explain the main problems for an economy of having a large positive output gap.

[15 marks]

3.
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THE GLOBAL CONTEXT

Extract B: Winners and losers
 

The debate over the consequences of globalisation for individual countries continues.
Inevitably, there will be benefits and costs, winners and losers. For example, whilst the
UK has experienced deindustrialisation, its service sector has been successful in world
markets.

As the debate continues, one aspect of globalisation cannot be disputed: that the greater
integration of economies has meant that major events occurring in one part of the world
will have an impact not just on the affected country or region but are now much more likely
to have global significance.

Some events are known about well in advance of them actually happening. Major sports
competitions are an example. In 2012, for instance, the UK will host the Olympic Games.
Similarly, Russia and Qatar will host the football World Cup in 2018 and 2022 respectively.
The economic impact of such events on host countries is likely to be positive. For other
countries, the immediate impact is likely to be more limited. However, the UK and other
economies could benefit if these events make the host countries more open to trade and
investment in the long term.

Other events are far less predictable or are completely unpredictable. For example,
how might the UK cope with a disruption to gas and oil supplies if relations with Russia
deteriorate or political turbulence in the Middle East escalates? What path to recovery will
the UK take following the devastating effects of the 2008 US financial crisis?

Generalisations about the economic impact of natural disasters are often unhelpful.
Hurricane Katrina in 2006, which caused billions of dollars of damage in the New Orleans
area of the USA, had minimal economic impact on the rest of the world. However, the
Japanese earthquake and tsunami in 2011 are on a different scale. Japan accounts for
7% of world GDP. There are fears that the scale of the damage may lead to a return to
recession in Japan, as fearful Japanese consumers spend less and save more. Global
supply chains originating in Japan, such as car components supplied to the rest of the
world, have been severely disrupted. The UK, as well as Japan’s other trading partners,
will struggle to maintain exports to the Japanese market until stability is restored.

Like any other country, the UK needs to have a strong economy to be able to respond
successfully to all types of global event and to secure sustained economic growth.
Important factors include high productivity, resource mobility, innovation, skilled labour,
a strong infrastructure in its widest sense and general flexibility in the economy. The
ability to make use of these supply-side qualities will, however, also depend on aggregate
demand. The impact of major global events on UK aggregate demand will inevitably vary
considerably, positively or negatively, with unknown consequences for macroeconomic
performance.
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Source: news reports, 2010/11

4.

 
The Global Context Extract B (lines 1−3) states: ‘some economists are predicting that the US
will play a leading role in driving world economic growth and, as the country which is the UK’s
main export partner, this may provide an injection into the UK’s circular flow of income.’

Explain the term ‘circular flow of income’ and analyse how economic growth in the US may lead
to increased national income in the UK.

[9 marks]

5.
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THE GLOBAL CONTEXT

Extract B: Will growing inequality damage the US economy?
 

Some economists are predicting that the US will play a leading role in driving world
economic growth and, as the country which is the UK’s main export partner, this may
provide an injection into the UK’s circular flow of income. However, since the 2008
financial crash, there has been debate in the US over whether or not economic growth can
be strengthened and, if so, how best to achieve this. Within this debate, there are growing
concerns about the specific issue of income inequality. The top 1% of earners have
received 95% of the increase in income since the financial crisis. Since 2009, the top 1%
have seen their incomes rise on average by 31.4%, whereas the rest of the population has
seen a rise of only 0.4%.

The economist, Joseph Stiglitz, has highlighted inequality as one of the prime reasons
why the US has continued to struggle to recover. His basic argument is that the rich have
a lower marginal propensity to consume (the proportion of any increase in income spent)
and a higher marginal propensity to save (the proportion of any increase in income not
spent) than the poor.

Such inequality also creates unsustainable ‘property-price bubbles’ as wealthy individuals
increase the demand for property to let out on the rental market which further fuels
inflation. Tax receipts, which could be injected into the economy, also end up being
reduced, as the rich are able to exploit loopholes to avoid payment of tax. For this
reason, Stiglitz argues that it is necessary for the US Government to intervene to deal with
inequality. If the incomes of the poor were raised, increased consumption would occur.
This argument is refuted by Paul Krugman, who states that there are some European
economies with much lower income inequality which are also in a mess.
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Source: News reports, 2013

6.

 
Which one of the following is an injection into the circular flow of income of the UK?

 

A UK households buying goods from UK firms out of
their current income

B The purchase of raw materials by UK firms from
abroad

C UK firms retaining some of their income as profit

D The government spending money on old age
pensions

[1 mark]

7.

 
Taking into account the news report, Brazil: The Hot 'BRIC' Extract D and the original evidence,
do you recommend that the company should invest in Brazil? Justify your recommendation.

[25 marks]

8.
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In an economy, the marginal propensity to consume is 0.6. All other things being equal, which
one of the following statements is correct?

 

A A £5 billion reduction in the economy’s national income will result in
a £3 billion fall in consumption

B If injections into the circular flow of income equal £20 billion,
national income will equal £32 billion

C If injections into the circular flow of income rise by £10 billion,
national income will rise by £6 billion

D When the economy’s national income equals £100 billion,
consumption will equal £60 billion

[1 mark]

9.

 
An injection into an economy, with a marginal propensity to consume of 0.8, leads to a total
increase in national income of £350 million. What was the value of the initial injection?

 

A £35 million

B £70 million

C £120 million

D £280 million

[1 mark]

10.

Extract F (lines 7–8) states: ‘Economists said the data reinforced the view that the slump in
South Korea’s trade-reliant economy would continue beyond this year’.

Using the data in the extracts and your knowledge of economics, evaluate policies which could
be used to boost South Korea’s exports and increase its trade surplus.

[25 marks]

11.
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Mark schemes

C

[1]
1.

 
Explanation

 

For defining investment, for example, that which is spent on capital equipment which can
be used to create output and / or improve efficiency.

Investment and its linkage with aggregate demand

Investment as an injection into the circular flow

Investment and human capital

Overseas investment, such as FDI, portfolio investment or investment by multinational
companies.

Examples of investment.

Use of technical terms, e.g. gross / net investment; private / social capital; physical /
financial capital.

For use of a relevant diagram, e.g. circular flow

2.

Analysis of benefit
 

Overseas investment spearheading trade links boosting the export sector. Overseas
investment can spearhead trade links thus helping to boost the UK export sector. This in
turn can be the growth inducing factor for the economy, especially by generating an export
multiplier leading to an economic stimulus of the sector.

Stronger international linkages benefiting the balance of payments on current account.

The potential benefits to domestic employment.

Profit, interest, dividends (PID) from overseas investment and uses to which these might
be put.

Any other valid analysis.

Use of appropriate diagrams, e.g. AD / AS.

References to the UK economy in the analysis.

[9]
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Relevant issues include:

•   definitions/explanations: output, output gap, positive output gap, economic cycle
•   linking positive output gaps to booms
•   reasons which may have caused an economy to end up in a positive output gap
•   linking positive output gaps to real output growing faster than productive potential
•   if the output gap is persistent it will eventually lead the economy to overheat

3.

•   explaining the problems which may be caused by positive output gaps such as:
◦   demand-pull inflation as too much money is chasing too few goods
◦   cost-push inflation due to labour shortages
◦   wage-price spirals
◦   rising imports as consumption is rising and possible leakages rise
◦   falling exports if inflationary pressure occurs
◦   an increase in the current account deficit
◦   unsustainable asset price rises
◦   potential effects on the exchange rate

•   linking the ‘problems’ of the economy having a large positive output gap to the causes such
as low productivity growth.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the student’s response to the question.
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Level of
response

Response Max
15 marks

3

A good response provides an answer that:
•     is well organised and develops a selection of the key issues that are

relevant to the question
•     shows sound knowledge and understanding of economic terminology,

concepts and principles with few, if any, errors
•     includes good application of relevant economic principles to the given

context and, where appropriate, good use of data to support the
response

•     includes well-focused analysis with clear, logical chains of reasoning.

11–15
marks

2

A reasonable response provides an answer that:
•     focuses on issues that are relevant to the question
•     shows satisfactory knowledge and understanding of economic

terminology, concepts and principles but some weaknesses may be
present

•     includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response

•     includes some reasonable analysis but which might not be adequately
developed or becomes confused in places.

6–10
marks

1

A weak response provides an answer that:
•     has identified one or more relevant issues
•     has some limited knowledge and understanding of economic

terminology, concepts and principles but some errors are likely
•     has very limited application of relevant economic principles to the given

context and/or data to the question
•     might have some limited analysis but it may lack focus and/or become

confused.

1–5
marks

[15]

 

Explanation:
 

For a relevant explanation of circular flow: eg A model which demonstrates the flow of
money between households and firms and going on to explain the role of
injections/leakages or linking the circular flow to measures of national income/output
/expenditure.

For a diagram of the circular flow

5.
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Analysis:
 

For Example: Increased growth in the US could lead to rising disposable income of US
citizens who may increase their spending this may be on UK’s goods or services which
would lead to increased export earnings for the UK which would increase the output of UK
firms and therefore AD of which exports are a component which therefore increases the
national income of the UK.

Use of appropriate diagrams, eg a diagram showing increased AD on an AD/AS diagram or
increased FDI from overseas increasing both AD and AS

Reference to the UK or other economies.

[9]

 
D

[1]

7.
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Level of
response

Response Max
25 marks

5 Sound, focused analysis and well-supported
evaluation that:

•     is well organised, showing sound knowledge and
understanding of economic terminology, concepts
and principles with few, if any, errors

•     includes good application of relevant economic
principles and, where appropriate, good use of
data to support the response

•     includes well-focused analysis with clear, logical
chains of reasoning

•     includes supported evaluation throughout the
response and in a final conclusion.

21-25 marks

4 Sound, focused analysis and some supported
evaluation that:

•     is well organised, showing sound knowledge and
understanding of economic terminology, concepts
and principles with few, if any, errors

•     includes good application of relevant economic
principles and, where appropriate, some good use
of data to support the response

•     includes some well-focused analysis with clear,
logical chains of reasoning

•     includes some reasonable, supported evaluation.

16-20 marks

3 Some reasonable analysis but generally
unsupported evaluation that:

•     focuses on issues that are relevant to the question,
showing satisfactory knowledge and understanding
of economic terminology, concepts and principles
but some weaknesses may be present

•     includes reasonable application of relevant
economic principles and, where appropriate, some
use of data to support the response

•     includes some reasonable analysis but which might
not be adequately developed or becomes confused
in places

•     includes fairly superficial evaluation; there is likely
to be some attempt to make relevant judgements
but these aren’t well-supported by arguments
and/or data.

11-15 marks

8.
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2 A fairly weak response with some understanding
that:

•     includes some limited knowledge and
understanding of economic terminology, concepts
and principles but some errors are likely

•     includes some limited application of relevant
economic principles and/or data to the question

•     includes some limited analysis but it may lack focus
and/or become confused

•     includes some evaluation which is weak and
unsupported.

6-10
marks

1 A very weak response that:

•     includes little relevant knowledge and
understanding of economic terminology, concepts
and principles

•     includes analysis which is, at best, very weak
•     includes attempted evaluation which is weak and

unsupported.

1-5
marks

Relevant issues and areas for discussion include:
•        the stability of the Brazilian economy
•        political and social stability
•        the rule of law and corruption
•        whether the investment is likely to be profitable and whether it is secure
•        the nature of any capital controls
•        the infrastructure in Brazil
•        the skills and abilities of the workforce
•        financial and other support from the government
•        regulations on business
•        the tax regime; both corporate and individual taxes
•        availability of finance
•        the prospects for future growth of the Brazilian economy
•        the size of the Brazilian car market and the potential for future growth
•        access and proximity to businesses that can support the car industry, eg component

suppliers
•        potential for exporting cars from Brazil, eg access to other markets in the Americas
•        the prospects for the value of the Brazilian currency, the real, and its stability

[25]

A

[1]
9.

 
B

[1]

10.
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Areas for discussion include:

•   definitions/explanations: policies, trade surplus, economic growth
•   explaining the trade surplus in terms of the value of exports and imports
•   explaining how a trade surplus could add to aggregate demand (AD)
•   linking net trade to injections to the circular flow
•   linking net trade to the multiplier effect
•   explaining policies which may be used to boost a trade surplus such as:

○   supply-side policies (R+D, education, infrastructure)
○   exchange rate manipulation
○   protectionism
○   expenditure-reducing policies (although this isn’t really the emphasis of the context)
○   ending the trade war with Japan

•   explaining the drawbacks of each method and limitations such as:
○   supply-side policies (time lags/expense)
○   exchange rate manipulation (misallocating resources)
○   protectionism (retaliation)
○   expenditure-reducing policies (damaging other macroeconomic objectives)

•   explaining the effects of external shocks on trade
•   explaining how global shocks, such as a pandemic, may lead to unavoidable disruption of

trade
•   considering the effects of a trade surplus on output, employment and investment
•   considering the capital and financial accounts and their potential impacts on the economy
•   considering how long-run economic growth can be created by a trade surplus
•   considering possible trade-offs with other macroeconomic goals
•   considering the possible effects on exchange rates in the long run
•   considering the extent to which South Korea can manipulate its trade outcomes in a

globalised world.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the student’s response to the question.

11.
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Level of
response

Response Max 25
marks

5

Sound, focused analysis and well-supported evaluation that:
•     is well organised, showing sound knowledge and understanding of

economic terminology, concepts and principles with few, if any, errors
•     includes good application of relevant economic principles to the given

context and, where appropriate, good use of data to support the response
•     includes well-focused analysis with clear, logical chains of reasoning
•     includes supported evaluation throughout the response and in a final

conclusion.

21 – 25
marks

4

Sound, focused analysis and some supported evaluation that:
•     is well organised, showing sound knowledge and understanding of

economic terminology, concepts and principles with few, if any, errors
•     includes some good application of relevant economic principles to the

given context and, where appropriate, some good use of data to support
the response

•     includes some well-focused analysis with clear, logical chains of
reasoning

•     includes some reasonable, supported evaluation.

16 – 20
marks

3

Some reasonable analysis but generally unsupported evaluation that:
•     focuses on issues that are relevant to the question, showing satisfactory

knowledge and understanding of economic terminology, concepts and
principles but some weaknesses may be present

•     includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response

•     includes some reasonable analysis but which might not be adequately
developed or becomes confused in places

•     includes fairly superficial evaluation; there is likely to be some attempt to
make relevant judgements but these aren’t well-supported by
argumentsand/or data.

11 – 15
marks

2

A fairly weak response with some understanding that:
•     includes some limited knowledge and understanding of economic

terminology, concepts and principles but some errors are likely
•     includes some limited application of relevant economic principles to the

given context and/or data to the question
•     includes some limited analysis but it may lack focus and/or become

confused
•     includes some evaluation which is weak and unsupported.

6 – 10
marks

1

A very weak response that:
•     includes little relevant knowledge and understanding of economic

terminology, concepts and principles
•     includes application to the given context which is, at best, very weak
•     includes attempted analysis which is weak and unsupported.

1 – 5
marks

[25]
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