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A change in China’s priorities

For a number of years, China’s main macroeconomic objective was to increase its economic growth 
rate. The Chinese government introduced a number of policy measures in pursuit of this objective. 
Some of these involved increasing the role of the private sector. For instance, a number of state-
owned enterprises were privatised. In 2011, the government achieved its objective, with China 
becoming the world’s second largest economy in terms of real Gross Domestic Product (GDP). In 
that year, China’s real GDP increased to US$6480bn, whilst Japan’s rose to US$5670bn. China’s 
population, however, was 1350m whereas Japan’s was only 126m.

In 2011, whilst China’s economic growth rate remained impressive, concerns were raised about 
its inflation rate (see Fig. 1). In that year, bank lending rose and wages increased at a more rapid 
rate than output. These changes increased consumer expenditure although, relative to many other 
countries, China’s consumer expenditure remained low. Its share of real GDP, at 35%, remained 
below that of investment which had a 40% share. Nevertheless, concern about the upward 
pressure on prices led the Chinese government to announce that reducing the inflation rate had 
become its top priority.
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Fig. 1 – China’s inflation rate, 2007–11

To combat inflation, China’s central bank raised its rate of interest. Some Chinese economists 
suggested that this move would have an adverse effect on economic growth and unemployment. 
A higher interest rate, however, might put upward pressure on the value of the Chinese currency. 
A rise in the exchange rate might help reduce not only China’s inflation rate but also the large 
current account surplus on its balance of payments.

If inflation is brought under control, the attention of the Chinese government may, in future 
years, switch to reducing unemployment. A number of economists are already suggesting that 
the Chinese government should increase its spending on training in order to raise the quality of 
the labour force. Lower inflation would also allow the government to cut income tax which might 
generate a number of benefits.
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Answer all questions.

1 (a) Name the three leakages from the circular flow of income.

1  ................................................................................................................................................

2  ................................................................................................................................................

3  ................................................................................................................................................
[3]

 (b) Explain whether the change in China’s real GDP in 2011 means that injections into the circular 
flow of income were greater than leakages in that year.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [2]
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2 (a) Describe three reasons why consumer expenditure in an economy may be relatively low.

1  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

2  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

3  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................
[6]

 (b) Using information in the case study, calculate whether average income was higher in China or 
in Japan in 2011.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [2]
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3 (a) Define the term ‘inflation’.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [2]

 (b) Using information from Fig. 1, explain what happened to the price level in China between 
2007–11.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [3]

 (c) Identify and explain the two causes of inflation mentioned in the case study.

1  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

2  ................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................
[6]
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4 (a) Using information in the case study, calculate the level of investment in China in 2011.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [2]

 (b) Comment on whether an increase in the rate of interest would reduce investment.

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 ...................................................................................................................................................

 .............................................................................................................................................. [6]
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5 The case study mentions a number of supply-side policy measures.

 Analyse the effect of one of these on economic growth.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [4]

6 Comment on whether a low unemployment rate should be a government’s main macroeconomic 
objective.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [6]
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7* Discuss whether a rise in a country’s exchange rate will always reduce its inflation rate. [18]

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

END OF QUESTION PAPER
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ADDITIONAL ANSWER SPACE

If additional answer space is required, you should use the following lined page(s). The question 
number(s) must be clearly shown in the margins.
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