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Answer EITHER Question 1 OR Question 2.
— If you answer Question 1 put a cross in this box [] .
Question 1 Economic Growth
Figure 1: Average annual percentage increase in real GDP 2003-2007
E Recal GDP per head Real GDP
0 05 1.0 15 2.0 25 3.0%
Britain |
Japan
United |
States | |
Canada
Germany
France
Italy _ ‘
Source: The Economist 13 March 2008 “Grossly distorted picture”
Figure 2: Investment in selected countries
(Average annual percentage of GDP, 2003-2007)
Countr Investment as a %
y of GDP 200307
Britain 18.1
Japan 23.4
United States 19.1
Canada 21.5
Germany 17.5
France 20.1
Italy 21.1
Source: www.imf.org (World Economic Outlook database April 2008)
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Extract 1 GDP and living standards

Which economy has enjoyed the better economic performance over the past five years:
the USA’s or Japan’s? Most people would pick the USA. It is true that the USA’s average
annual real GDP growth of 2.9% was much faster than that of Japan’s 2.1%. However, the
best single indicator of economic performance is not growth of real GDP but real GDP per
head, which is a rough guide to living standards.

GDP growth figures flatter the USA’s performance, because its population is rising much
faster because of immigration and a higher birth rate. In contrast, the size of the Japanese
population has been shrinking since 2005. Once this is taken into account Japan’s real
GDP per head increased at an annual rate of 2.1% in the five years to 2007, slightly faster
than the USA’s at 1.9%. However, many Americans see the absolute size of a country’s
real GDP as the best measure of economic power and influence. There are other reasons
why Americans criticise the use of real GDP per head especially with reference to Japan.
First, Japan’s shrinking population is also an ageing one in which the working population
will decline as a share of the population. Unless this is offset by more rapid productivity
growth, tax revenues may fall, making it harder to fund state pensions. This issue also
applies to Britain and Italy: it is estimated that by 2050, the proportion of the population
over 65 will be 35.9 per cent in Italy, compared with 27.3 per cent in Britain. Secondly,
corporate profits depend upon the absolute rate of growth of an economy and companies
wanting to invest abroad will favour markets that are expanding more rapidly.

Source: adapted from The Economist 13 March 2008 “Grossly distorted picture”

(a) With reference to Figure 1, explain what is meant by ‘Average annual percentage

increase in real GDP 2003-2007".

(b) (1) With reference to Figure 1 and Extract 1, suggest one reason why the rates of

growth in real GDP per head differ between the United States and Japan.
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(b) (i1) With reference to the information provided, examine the reasons why changes in
real GDP per head might be considered as an inaccurate indicator of changes in
living standards between countries.
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(c) (1) With reference to Figure 2, use aggregate demand and aggregate supply analysis
to explain the significance of investment for economic growth.
(M
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difference in growth rates between Britain and Italy as shown in Figure 1.

(c) (i1) Apart from investment, outline two other factors which might explain the

“)

Leave )
blank

- AL 0 0 000 0 A
M 3 4 1 5 6 A 0 6 2 0

M34156A_GCE_AS_Economics_Unit_3_6 6

17/09/2008 13:29:32 ‘



‘ M34156A_GCE_AS_Economics_Unit_3_7 7

|
s 2
Leave
blank
(d) Evaluate the benefits of economic growth for Britain.
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Question 2 Inflation

and Consumer Price Index (CPI)

%

0

2006 2007 2008

RPI comparison of the 12-month percentage changes

All items 4.2%

Food

Catering

Alcoholic drink

Tobacco

Housing

Fuel & light

Household goods

Household services
Clothing & footwear -3.3

Personal goods & services

Motoring expenditure

Fares & other travel costs

Leisure goods

Leisure services

If you answer Question 2 put a cross in this box [ .

Figure 1: UK Inflation rate as measured by the Retail Price Index (RPI)

3 CPI

Apr Jul Oct Jan Ai)r Jul Oct Jan Apr

Source: www.statistics.gov.uk

Figure 2: Price changes of categories of goods April 2007 — April 2008

-4 -2 0 2 4 6 8

10

Percentage change over 12 months

Source: www.statistics.gov.uk
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Extract 1 The spectre of stagflation

A combination of stagnant output and high inflation (stagflation) has not been seen for
decades but is set to trouble policymakers for months if not years to come.

Even with the credit crunch, falling house prices, weak high street sales and industry
reporting a collapse in orders, prices are still rising. The Chancellor, Alistair Darling, did not
admit as much in his mini-budget on 13 May. But his injection of £2.7 billion of spending
power into the economy (by increasing tax-free allowances) may be designed to prevent a
catastrophic collapse in demand. Meanwhile, the Monetary Policy Committee of the Bank
of England finds its ability to cut interest rates constrained by a rising rate of inflation.

The increase in the rate of inflation (CPI) to 3% in April 2008 from 2.5% in March, is
the most dramatic since 2002. Increases in basic items that families have to buy were the
highest. Food prices have risen 6.9% since April 2007, the fastest since 1990, with analysts
expecting prices to rise 10% within a few months. And it’s the essentials which have
increased the most: bread by 13 per cent, butter by 32.2 per cent and eggs by a third. Oil
prices are 70 per cent higher than in April 2007, pushing up petrol and other energy prices.

The 15 per cent fall in the value of sterling has further increased inflationary pressures.
This is hitting living standards, especially for the poorest and pensioners.

Source: adapted from The Independent 14 May 2008

(a) With reference to Figure 1 and Figure 2:

(1) explain how the rate of inflation is measured
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(i1) outline two disadvantages of a rising rate of inflation
C))
(b) With reference to Figure 2, how might the price changes in the following be explained?
(1) Fuel and light
(i) Clothing and footwear
4
. J
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(c) Using aggregate demand and aggregate supply analysis, assess the impact of the change
in oil and energy prices, described in Extract 1, on real output and the price level.
®
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(d) Explain the likely economic effect of “the 15 per cent fall in the value of sterling”
(Extract 1, line 15) on aggregate demand.

(6)
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(e) Evaluate the macro-economic effects of the “injection of £2.7 billion of spending
power into the economy” (Extract 1, lines 5-6) in the light of the information
provided.
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