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Chapter 1  Introduction to the national economy
In this companion, we will consider how the wider economy works, beyond just 
markets and goods and the individual’s economic decision making.  

For the UK, the effectiveness of the economy has often been determined by the way 
that the government controls the relationship between consumers and producers. 
The UK has a democratically elected government which means that the direction of 
economic policy can alter depending on which group of people (and politicians) holds 
the most power.

However, the tools and instruments available to the government are similar no matter 
who is in control.

Interest rates, saving, borrowing, spending and investment

How people spend is dependent on a number of factors:

 u Age

 u Gender

 u Habits (e.g. smoking cigarettes)

 u Taxation levels

 u The make-up of the household (e.g. number of dependants such as young children)

 u Wealth (accrued assets, such as ownership of a house)

 u Confidence (for example, confidence in retaining a job and its income)

 u Interest rates (see later)

h
Key phrase: ‘Savings’ are any monies placed in an official scheme such as a bank or building 
society account. These monies may have been earned or gifted. People can retrieve this money from 
the account either by taking cash out of the bank or by using another form of payment such as a 
cheque, debit card or bank transfer.

h
Key phrase: ‘Spending’ is another word that economists use to describe ‘consumption’ – where 
individuals attain goods and services to satisfy wants. Often, this will involve a money-transaction 
such as purchasing a coat from a shop (in order to look fashionable and to keep warm).

Accounts that are considered ‘saving’ accounts will often reward customers with ‘interest’ (see below).

The ease of access to savings is agreed before an individual places money in an account. Many accounts allow 
customers instant access to their money but sometimes banks will ask for a period of ‘notice’ before money can 
be accessed. In this case, the interest rate offered to the saver is likely to be higher as a reward for not having 
instant access.

People earn money (usually through payment for work) and whatever is left (after tax) is classified as ‘disposable 
income’. This income is then used in the process of spending or saving.

Saving

Spending
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What factors have impacted on spending in recent years?

 1 Until the Financial Crash of 2007/2008, real incomes (the value of incomes after inflation is taken into 
  account) generally rose year on year. The Crash saw real incomes fall over the following years. However,   
  since 2013 these are beginning to rise again, and spending may increase as people feel better off.

 2 Availability of credit – the more credit that is available (e.g. credit cards) the greater the level of spending.

 3 Changes in sociological patterns – for example, people are now having fewer children and spending on
  other items.

 4 People are more environmentally conscious.

 5 People are more conscious of consuming healthily.

 6 Rapid development of technology has altered consumer demand (e.g. people may prioritise having a
  smartphone over an expensive holiday).

Activity 1
Give 2 reasons why a person would save a proportion of their money rather than spending it

1

2

h
Key phrase: Consumers may wish to borrow money (spend more money than they earn). People 
can borrow from banks and building societies, other organisations that loan money (e.g. Wonga) or 
even friends and family.

Money borrowed will be repaid, often charged with what is called ‘interest’ (see below).  These repayments will 
be made from future earnings.

‘Personal debt’ is the total stock of accumulated debt over a period of time (e.g personal car finances).

A person may borrow to pay off other debts, pay bills (such as heating/electricity), pay mortgages, set up their 
own business or finance education (e.g. Student Loans).

Borrowing
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What factors have impacted on borrowing?

 u Interest rates (see below).

 u The relative wealth of an individual (the more wealth someone has the smaller their need to borrow).

 u Job security (again, if people are more confident in keeping their jobs or if future consumption is predicted 
 to grow).

 u Availability of credit (e.g. the number of lenders who might offer credit).

People are able to borrow money from high street banks, building societies and many other businesses who 
now offer loans alongside their traditional services. For example, supermarkets such as Tesco and Sainsbury’s 
now offer credit and loans.

Activity 2
Each of the organisations below lend money in the UK. Which would be classified as high street banks, 
and which are could be described as purely ‘money lenders’?

AA, Admiral, Argos, Barclays, EDF, Lloyds, M&S, Natwest, TSB, Wonga, Zopa

High Street Banks Money Lenders

Interest rates
‘Interest rates’ can have several meanings:

 1 A percentage charge on a loan as a reward for granting the loan by the financial institution and the cost 
  of taking out the loan for the loanee.  For example, if a bank loans an individual £1,000 at a 5% interest,   
  then the individual will need to pay the £1,000 back plus an additional (5% of £1,000) £50.

 2 A percentage reward (often paid annually) to an individual holding money in a savings account. For example,
  if there is £2,000 in a savings account with a 2% interest rate, at the end of the year the financial institution   
  will reward the saver with (2% of £2,000) £40 in interest. The savings account will now show £2,040.
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What is the impact of a change in interest rates?
For consumers:
If interest rates rise:

 u People will be encouraged to save more as the reward for saving has increased. For example, if interest 
 on £2,000 of savings increases from 2% to 3%, the reward changes from £20 to £30 (per year).

 u People are less likely to take out loans. This is because the cost of borrowing has increased.

 u Monies paid into other investments will decrease. For example, monies can be earned from investing in   
 shares (a proportion of the ownership of businesses). Individuals are more likely to put money into savings 
 accounts as they are safer and earn more money than the ‘share investment’.

 u Consumers are likely to spend less as they are saving more and have fewer funds on which to draw as 
 they are less likely to borrow.

If interest rates fall:

 u People will be encouraged to save less as the reward for saving has decreased.

 u People are more likely to take out loans. This is because the cost of borrowing has decreased.

 u Monies paid into other investments will increase.   

 u Consumers are likely to spend more as they are saving less and have more funds on which to draw.

For producers:
If interest rates rise:

 u Producers are likely to save more as the reward for saving has increased.

 u Producers are less likely to take out loans. This is because the cost of borrowing has increased.

 u Producers are less likely to invest. They are less likely to take out funds or use monies to purchase 
 machinery or expand their business. This is because the cost of borrowing has increased.

If interest rates fall:

 u Producers are likely to save less as the reward for saving has decreased.

 u Producers are more likely to take out loans. This is because the cost of borrowing has decreased.

 u Producers are more likely to invest. They are more likely to take out funds or use monies to purchase 
 machinery or expand their business.



Copyright Tutor2u Limited  /  All Rights Reservedwww.tutor2u.net/economics

Page 7 AQA GCSE Economics Topic companion: How the economy Works

Calculating the interest on savings
Graham’s bank offers a 5% interest rate per year on any money saved in his account. How much interest would
Graham earn if he placed £1,250 in his bank and kept it there for a full year? How much money would Graham 
have in his bank at the end of that year?

Calculate 5% of £1,250

Interest  = £1,250 x 5%

 = £1,250 x 5/100

 = £1,250 x 0.05

 = £62.50

Savings at end of period  = Total savings plus interest

  = £1,250 + £62.50

  = £1,312.50

Activity 3
Calculate the amount of interest earned in the following cases:

1  David saves £2,000 with a bank that offers a 2% interest rate per year

2 Madge saves £5,000 with a bank that offers a 4% interest rate per year

3 Clyde saves £7,500 with a bank that offers a 3.5% interest rate per year
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In each case, how much money would be in the accounts at the end of the year?

1  David

2 Madge

3 Clyde

h
Key phrase: Investment is spending on capital goods such as new factories & other buildings 
machinery & vehicles. A broader definition of investment includes spending on improving the labour 
force through training and education to improve the skills and competences of workers.

Investment

How people spend is dependent on a number of factors:

 u Future expectations – if firms are confident that demand will rise in the future then more investment  
 may take place to ensure that output will meet that demand.

 u The economic outlook – if the economy appears to be doing well (with economic growth improving  
 and unemployment low) firms may invest more to meet the demands of a wealthier society.

 u Cost of capital goods – as capital goods fall in price, firms may be inclined to invest more to improve   
 efficiency or output.

 u Technological change – as capital goods become more effective through technological advancement,   
 firms may be prepared to invest more.
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Multi-choice questions

1 Which of the following groups is least likely to benefit from higher interest rates?

 A Savers 

 B Borrowers 

 C Pensioners 

 D High Street banks 

2 Which of these factors is most likely to encourage a firm to invest more in capital machinery? 

 A Increase in interest rates 

 B Increase in savings 

 C Reduction in credit available 

 D Reduction in cost of machinery 

3 Which of these factors is most likely to lead to an increase in general levels of spending? 

 A A fall in income tax for low earners 

 B An increase in interest rates 

 C A decrease in investment in capital machinery 

 D A poor economic forecast 

4 In which of these circumstances is a borrower most likely to take out a mortgage?

 A Purchasing a car 

 B Purchasing a house 

 C Starting a business 

 D Purchasing capital machinery 
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5 Which of these factors is most likely to lead to an increase in general levels of borrowing in the UK?

 A An increase in the number of organisations willing to lend 
  money to people with low incomes 

 B An increase in interest rates 

 C An increase in unemployment 

 D A downturn in the economy of the USA 

7 Explain why an increase in interest rates leads to an increase in the amount of money that savings 
 in the economy.

2 Marks

Short answer questions

6 State two factors that have led to a change in spending patterns in the UK over the last 10 years.

1 

2

2 Marks




