
 
Edexcel A-Level Economics (A) 
 

THEME 2 
The UK Economy – Performance 
and Policies 
 

STUDENT COMPANION 
 
 
 
 
Author: Geoff Riley 
Series Editor: Ruth Tarrant 
 
EDITION DATE: SEPTEMBER 2019 
 
 
 
WWW.TUTOR2U.NET/ECONOMICS 
 

  



Edexcel A-Level Economics Theme 2 Companion              www.tutor2u.net/economics 
SCHOOL LICENCE – Copyright Tutor2u 

Page 2 

COMPANION CONTENTS  
 
2.1.1 Economic Growth ........................................................................................................................ 3 

2.1.2 Inflation ..................................................................................................................................... 11 

2.1.3 Employment and Unemployment ............................................................................................. 18 

2.1.4 Balance of Payments ................................................................................................................. 27 

2.2.1 Aggregate Demand .................................................................................................................... 31 

2.2.2 Consumption ............................................................................................................................. 34 

2.2.3 Investment ............................................................................................................................. 39 

2.2.4 Government spending ............................................................................................................... 43 

2.2.5 Net trade (X – M) ....................................................................................................................... 45 

2.3.1 Characteristics of aggregate supply ........................................................................................... 47 

2.3.2 Short run aggregate supply (SRAS) ............................................................................................ 48 

2.3.3 Long run aggregate supply (LRAS) ............................................................................................. 50 

2.4.1 National Income ........................................................................................................................ 60 

2.4.2 Injections and withdrawals ........................................................................................................ 64 

2.4.3 Equilibrium real national output ............................................................................................... 65 

2.4.4 The Multiplier ............................................................................................................................ 68 

2.5.1 Causes of Economic Growth ...................................................................................................... 72 

2.5.2 Output gaps ............................................................................................................................... 74 

2.5.3 Trade (Business) Cycle ............................................................................................................... 76 

2.5.4 Impact of economic growth ...................................................................................................... 80 

2.6.1 Possible macroeconomic objectives .......................................................................................... 81 

2.6.2 Demand side policies ................................................................................................................. 83 

2.6.3 Supply-side policies ................................................................................................................. 100 

2.6.4 Conflicts and trade-offs between objectives and policies ....................................................... 104 

  



Edexcel A-Level Economics Theme 2 Companion              www.tutor2u.net/economics 
SCHOOL LICENCE – Copyright Tutor2u 

Page 3 

2.1.1 Economic Growth 
 

Key specification content: 
 

• Rates of change of real Gross Domestic Product (GDP) as a measure of economic growth 
• Distinction between: 

o Real and nominal 
o Total and per capita, value and volume 

• Other national income measures including Gross National Income (GNI) 
• Comparison of rates of growth between countries and over time 
• Understanding of Purchasing Power Parities (PPPs) and the use of PPP-adjusted figures in international 

comparisons 
• The limitations of using GDP to compare living standards between countries and over time 

o National happiness: 
o Measuring economic wellbeing 
o The relationship between real incomes and subjective happiness 

 
 
Measuring Gross Domestic Product 
Gross domestic product (GDP) measures the total value of national output of goods & services produced in a given 
time period (usually a year or per quarter of a year). There are three ways of calculating GDP: Output = Expenditure 
(Aggregate Demand) = National Income.  We can see all of these methods on a circular flow diagram (which will be 
covered later in this course companion), but they are summarised below: 
 

 
 
The importance of the concept of value added 
GDP can be analysed in terms of the value of output produced by different industries and also by expenditure on 
goods and services made by households, businesses and the government. Value added is the increase in market value 
of goods or services during each stage of production or supply. So, for example, we can measure the value of wheat 
produced by a farmer; we can then measure the additional value as a miller turns the wheat into flour (but we cannot 
count the final value of the flour, because this would be ‘double counting’ the value of the original wheat); in turn, we 
can then measure the additional value as a baker turns the flour into bread. In summary:  
 

Value added = value of production - value of intermediate inputs used in supplying a good 
 

GDP 
(Expenditure)

•Consumption
•Government spending
•Investment spending
•Change in value of stocks
•Exports
•(minus) Imports
•= GDP (also known as aggregate 
demand or AD)

•AD=C+I+G+X-M

GDP 
(Factor Incomes)

•Incomes for people in jobs and 
in self-employment from their 
wages and salaries)

•Profits of private and public 
sector businesses 

•Rental income from the 
ownership of land

•(Transfer payments are 
excluded)

GDP 
(Value of Output)

•Value added from each of the 
main economic sectors

•These sectors are
•Primary (e.g. farming, fishing & 
mining)

•Construction
•Manufacturing
•Tertiary (e.g. tourism)
•Quaternary (e.g. business 
consultancy)



Edexcel A-Level Economics Theme 2 Companion              www.tutor2u.net/economics 
SCHOOL LICENCE – Copyright Tutor2u 

Page 4 

 
 
Manufacturing industries 

• Manufacturing is a process or business of producing goods in factories. 
• In 2018, manufacturing contributed 10 percent of UK GDP and 8 percent of all jobs. 
• Manufacturing in the UK has been declining for several decades – this is known as de-industrialisation. 
• In other countries such as China, South Korea, Mexico and Germany, manufacturing industries account for a 

significantly higher percentage of their countries’ national income. 
• The industrial sector of an economy includes manufacturing and construction. 

 
Services 

• Services are part of the tertiary sector. 
• Examples include business services such as accountancy, health care, education and tourism. 
• In 2018, the service sector accounted for 80% of UK output and for 83% of jobs. 
• Many manufacturing jobs depend on the demand for and output in service industries e.g. factories that make 

the coffee machines, train services that require the manufacturing of carriages and track. 
 
Data in Focus: The UK Construction Industry 
In 2017, construction contributed £113 billion worth of output to the UK economy, 6% of the total. There are 2.4 million 
construction industry jobs in the UK in 2018, 6.8% of all jobs, despite falls in construction employment in 2009 a bad 
2010, and there are now roughly the same number as ten years ago. The construction industry is unusual because of 
the high proportion of self-employment in the sector – 37% in 2018, compared to the average for the whole economy 
of 13%. 
 
Examiner tip: 
 
It is vital that you have a strong grasp of key features of the UK economy, to help put your exam answers in context. 
For the full A level, you should also have a strong awareness of trends and features of other economies, including a 
range of developing / emerging economies. This doesn’t mean that you need to memorise lots statistics, but you 
should have a firm grasp of key trends. 
 
What is economic growth? 
Short run economic growth is the increase in the real value of goods and services produced and is measured by the 
annual percentage change in real Gross Domestic Product (GDP). Long run economic growth is an increase in a 
country’s productive capacity / potential output 
 
The chart below shows the annual rate of growth for the UK economy since 2008. 2009 was a year of recession when 
the real value of national output contracted by over 4%. 
 

Lower Value Added Industries

•Textiles
•Mass processed foods
•Farming
•Manufacturing assembly
•Social care
•Contract cleaning services 
•Security businesses

Higher Value Added Industries

•Information technology
•Renewable energy
•Precision engineering
•Life sciences
•Aerospace
•Bio-technology
•High class restaurants and hotels
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Real and nominal GDP (values and volumes) 

• Nominal GDP is the monetary value of the national output of goods and services measured at current prices. 
We can also say that this is a ‘value’ measurement. 

• Real GDP involves taking inflation into account – where money GDP is adjusted for changes in the price level 
- we say that GDP is measured in constant prices. We can also say that this is a volume measurement. 

• In cash terms (i.e. in money terms or nominal terms), the monetary value of UK GDP was £2,118 billion in 2018. 
 
Examiner tip: 
 
Students can initially struggle to grasp the difference between real and nominal growth. One way to help understand 
the difference is to use the concept of a chocolate bar. Suppose that last year you consumed 10 chocolate-caramel 
bars, and they cost you 60p each i.e. total expenditure was £6 on chocolate-caramel bars. This year you are also 
consuming 10 chocolate-caramel bars, but they now cost 65p each i.e. total expenditure is now £6.50 on chocolate-
caramel bars. If we measured the output of the economy by simply looking at these nominal numbers than we could 
conclude that there has been growth i.e. in this case, you have consumed 8.33% more chocolate-caramel bars. In 
nominal terms, you have consumed 8.33% more chocolate-caramel bars, but in real terms your consumption has not 
changed. It is important when measuring economic growth that we think about removing the distorting effects of 
inflation. 
 
Always check whether the data you are provided with in an exam is given in real or nominal terms; you can use this 
as ‘evaluation’ of any arguments that you might make i.e. “because the data is given in nominal terms, we cannot be 
completely sure of the impact on the economy, as using real data would be more useful and accurate”. 
 
Real GDP Per Capita and Real Disposable Income 

• Real GDP Per Capita = real income per head of population expressed at constant prices. 
• Real Disposable Income = income after deduction of taxes + benefits, & adjusted for the effects of inflation 

 
Gross National Income (GNI) 

• GNI is “GDP plus net property income from overseas”.  
• Remittance money transfers are included in GNI and are important for some lower and middle-income 

countries. 
• GNI per capita is used when calculating the income component of the Human Development Index (HDI). 
• Countries with strong net inflows of remittances and other incomes (ceteris paribus) will see their GNI rise. 

 
Common error alert! 
It can be easy for students to get confused between GDP and GNP/GNI. One way to think about it is that Gross 
Domestic Product refers to the value of everything produced domestically i.e. within a country’s borders. Gross 
National Product refers to the value of everything produced by factors of production owned by a country, no matter 
where they are located. 
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What is Purchasing Power Parity? 
• PPP stands for purchasing power parity 
• PPP measures how many units of one country’s currency are needed to buy the same basket of goods and 

services as can be bought with a given amount of another currency. 
• In countries where the relative cost of living is high such as Norway and Switzerland, there will be a downward 

adjustment to a nation’s PPP-adjusted GNI per capita. 
• For example, if someone earns $20 000 in the US and another person earns $20 000 in a less-developed 

country, the person in the less-developed country will be able to buy more goods and services with their 
income, even though income is the same. This is because goods and services are likely to be much cheaper 
in the less-developed country. 

• Using GDP per capita at PPP, or GNI per capita at PPP, gives us a much better idea of living standards than 
simply GDP per capita (or GNI per capita) alone. 

 
Extension idea: Purchasing Power Parity and the Big Mac Index 

• The Big Mac Index compares the US dollar price of Big Macs across countries in order to assess how 
under/overvalued the local currency is against the US dollar. 

• The Big Max index is regarded as an indicator for the purchasing power of an economy. 
• The Big Mac is used for comparison because it is a product available in almost every country and 

manufactured in a standardized size, composition and quality. 
• Prices can and do vary – for example because of differences in local taxes, rents, wages and the prices of 

locally-sourced ingredients. Consider the data below on prices for a Big Mac in January 2019 measured in $s 
 

Global prices for a Big Mac in January 2019, by country (in U.S. dollars) Average price in U.S. dollars 
Switzerland 6.62 
Norway 5.86 
United States 5.58 
Australia 4.35 
Singapore 4.28 
New Zealand 4.19 
Britain 4.07 
South Korea 4.02 
Thailand 3.72 
Japan 3.60 
China 3.05 
Vietnam 2.80 
South Africa 2.24 

 
Quantitative Skill: converting nominal (money) GDP into real GDP (a worked calculation) 

• Let the nominal (money) value of UK GDP in 2016 be £1 400 bn and let the price index for 2016 be 100 
• In 2017, the nominal value of GDP rises to £1 450 bn 
• In 2017, price index rises to 103 
• Therefore .......Real GDP in 2017  
• = (Nominal GDP x 100/price index in 2017) 
• = £1,450 bn x 100/103 
• Real GDP = £1,408bn (expressed at constant 2017 prices) 

 
Examiner tip: 
 
Converting nominal to real numbers is most likely to appear in the multiple-choice or short-answer questions. Many 
students make mistakes in these questions because they try to do the calculations without writing down formulae / 
entering numbers. It is always going to be helpful to annotate the exam paper and jot down your workings! 
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Measuring the standard of living 
The main indicator for the standard of living is real GNI per capita expressed at purchasing power parity. But there is 
an intense debate over whether GNI per capita is a sufficiently accurate and reliable measure of improvements in the 
standard of living and economic well-being for the bulk of a country’s population. Living standards improve when a 
country sustains a rise in real per capita incomes (GNI) and also when the benefits of growth are widely spread (note 
- this is also known as inclusive growth). 
 
Key benefits of using real GDP when assessing changes in living standards: 

1. Easy to make comparisons over time (the rate of economic growth) 
2. Easy to compare different countries e.g. high and low growth countries 
3. It correlates with other measures of living standards including the Human Development Index 
4. Having a higher income generally correlates with being able to buy more goods and services (which can 

include things such as education and healthcare and better housing). 
 
Strategies for improving living standards 

 
 
Flaws in measured GDP as an indicator of changes in living standards 
Published GDP data is subject to errors in measurement – the extent of errors vary by country & stage of development. 
 
Inaccurate data: 

1. GDP tends to understate real national income per capita due to the shadow economy and also the value of 
unpaid work done by volunteers and people caring for their family.  

2. The shadow economy includes illegal activities such as drug production and distribution, prostitution, theft, 
fraud and concealed legal activities such as tax evasion on otherwise-legitimate business activities such as 
non-reported self-employment income 

3. The UK government estimated the hidden economy “tax gap” at £3.5 billion in 2015-16 
4. In 2014 the UK started to include estimates of incomes and spending from the shadow economy in their GDP 

 
Limitations of published data as a guide to living standards: 
Published GNI data hides a number of important aspects: 

1. Scale and depth of household / regional inequalities of income & wealth 
2. Changes in leisure & working hours and overall working conditions – affecting work-life balance 
3. Gross Domestic Product makes no allowance for depreciation of capital machinery & technologies 
4. Valuation of changes in years of people’s healthy life expectancy  
5. Value of non-market output and unpaid work e.g. voluntary care 
6. Innovation and improvements in the quality of products we consume including public services 
7. Impact of GDP growth on the sustainable stock of our natural resources 

Improving human capital Getting people into 
properly-paid work

A living wage to lift labour 
productivity

Accessible + high quality 
public services

Better / affordable housing 
to rent & buy

Wealth from successful 
businesses
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8. GDP ignores the quality of goods and services produced; there may be fewer items produced overall if 
products are high quality and unlikely to break/wear out. 

9. Defensive expenditures – e.g. money spent protecting against crime, or cleaning-up the effects of 
environmental pollution and waste adds to published GDP but has a negative effect on social welfare 

10. Doesn’t take into account the amount of household debt / debt-servicing costs 
11. How do you measure the value of services such as Google & Instagram, which are consumed for free on the 

web? 
12. A range of other non-monetary factors affect living standards e.g. freedom of speech, gender equality etc. 

 
Measuring GDP in a Digital Age 
“These days it seems that a growing fraction of innovation is not measured at all. In a world where houses are Airbnb 
hotels and private cars are Uber taxis, where a free software upgrade renews old computers, and Facebook and 
YouTube bring hours of daily entertainment to hundreds of millions at no price at all, many suspect GDP is becoming 
an ever more misleading measure.”   
Source: The Economist, April 2016 
 
Distinction between economic growth & economic welfare 
Economic growth 

o Growth is a sustained growth of real GDP over time 
o Contributes to rising average living standards i.e. a higher per capita GDP/GNI 
o Long run increase in a country’s productive potential / productive capacity 

Economic welfare 
o A broader measure of well-being (i.e. social + economic factors are considered) 
o Many aspects of well-being are not directly linked to material aspects of life 
o Welfare measure might include changing levels of inequality + median household incomes 

 
Economic wellbeing  
Well-being is now a statistic collected by the ONS, that considers the personal life satisfaction / anxiety / stress of 
citizens. Well-being is a multi-dimensional concept which includes indicators such as: 

1. Real Gross Domestic Product per capita 
2. Real Household Spending per head 
3. Median Household Income 
4. Household Net Wealth (i.e. value of assets – liabilities) 
5. Unemployment rate and the employment rate 
6. Financial situation of households + their feeling of security 

 
Gross National Happiness 
The Himalayan country of Bhutan has, famously, aimed to measure progress in terms of Gross National Happiness 
(GNH) rather than GDP. The Bhutanese government has set out 4 main aspects to GNH: 
 
1. Sustainable and equitable socio-economic development 
2. Environmental conservation 
3. Preservation and promotion of national culture 
4. Good governance. 
 
To support improvement in each of these aspects, the Bhutanese government has developed 9 “domains” that it aims 
to measure using both surveys (“subjective” measures) and objective measures. 
 
a. psychological well-being 
b. health 
c. time-use 
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d. education 
e. cultural diversity and resilience 
f. good governance 
g. community vitality 
h. ecological diversity and resilience 
i. living standards 
 
GNH as a concept has spread throughout the world from Bhutan, although is mostly used in cities and areas smaller 
than a country. The United Nations now also publishes an annual World Happiness Report. In 2019, Finland was 
declared the happiest country in the world for the 2nd year in a row, followed by Denmark, Luxembourg, Norway, 
Iceland and the Netherlands. The country experiencing the biggest decline in happiness was Venezuela. The most 
rapid climber was Togo. 
 
 
Median incomes 

• Median income is the income of the middle household if all are ranked from lowest income to the highest. It 
is generally regarded as a ‘better’ measure of average income than calculating the mean, because means can 
easily be affected by ‘outliers’ i.e. a small number of very rich households could ‘pull up’ the mean, making 
GDP per capita too high as a statistic to reflect average earnings. 

• A household's disposable income is made up of all its earnings and investment income (including private 
pensions), plus cash benefits received from the state, minus direct taxes such as Income Tax and Council Tax.  

 
Data in focus 
 
In April 2018 median gross weekly earnings for full-time employees in the UK were £569, up 3.5% on April 2017. This 
was the highest growth in earnings since 2008. Adjusted for inflation, median earnings for full-time employees 
increased by 1.2%. 
 
Common error alert! 
 
A quantitative skills element that causes confusion for many students is the difference between the mean and the 
median when calculating averages. You need to be able to calculate both. You also need to understand why one 
might be used over another. Economists often use the median when considering income / GDP because using the 
median effectively wipes out the effect of anomaly data points or extreme values – this makes it especially helpful for 
removing the effects of a few very high-income individuals when looking at average income in an economy. 
 
The relationship between real income and subjective happiness 
Subjective happiness refers to ‘self-reported’ levels of happiness with one’s life, usually determined using 
questionnaires. Measuring subjective happiness usually involves considering emotions, rather than asking about 
material well-being (i.e. possessions, income, health etc.). Factors that tend to affect your happiness include: your 
personality and genetics, social influences (e.g. friends), income and wealth (to a smaller degree than you might 
expect!), health, and leisure time. Typically, people believe that more money will make them happier than it actually 
does. This view has been partly formalised into the Easterlin Paradox. 
 
The Easterlin Paradox 

• The Easterlin Paradox is associated with US economist, Richard Easterlin 
• It concerns whether we are happier and more contented as our real living standards improve 
• Within a society, richer people tend to be happier than poor people. 
• Richer societies tend not to be happier than poor societies (or not by much). 
• As countries get richer, they do not inevitably get happier. 

 


