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About this study book
The tutor2u Edexcel A Level Economics Study Book provides a comprehensive set of essential 
study notes on Theme 2 (The UK Economy – Performance and Policies) for Edexcel A Level 
Economics.

We've broken down each section into:
 • What you need to know
 • Complete, concise notes on each topic
 • Exam gold - advice from experienced examiners about common student misconceptions 
  and what to focus on in your revision

Make this Study Book your own. Highlight key points. Add your own comments and examples 
to make the notes invaluable for your exam revision.
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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 study guide), but they are summarised below:

2.1.1  Economic Growth 
What you need to know

Rates of change of real Gross Domestic Product (GDP) as a measure of economic growth

Distinction between:
 • Real and nominal     •  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

National happiness and economic wellbeing

The relationship between real incomes and subjective happiness

GDP (Expenditure) GDP (Income) GDP (Output)

 • 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

 • 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)

 • 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)

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
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Manufacturing industries
Manufacturing is a process or business of producing goods in factories. In 2019, manufacturing contributed 17 percent 
of UK GDP and 8 percent of all jobs (down from 25% of GDP and 21% of jobs in the 1970s). 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 2019, the service sector accounted for 71% 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.

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 from 2000 to 2020. You should be able to 
identify periods of recession (when GDP fell).

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.

Exam 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 of statistics, but you should have a firm grasp of key trends.

UK annual GDP growth rate 2000-2020
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What is the balance of payments?
The balance of payments (BOP) records all financial transactions made between consumers, businesses and the 
government in one country with other nations. Inflows of foreign currency are counted as a positive entry (e.g. exports 
sold overseas cause money to come into a country). Outflows of foreign currency are counted as a negative entry  
(e.g. imported goods and services cause money to leave the circular flow of income and spending)

There are three main accounts on the BOP:
• Current account – this is the main focus for Theme 2
• Capital account – you will cover this in Theme 4
• Financial account – again, this will be covered in Theme 4

The current account of the balance of payments is the main measure of a country’s external trade performance.

The current account
The current account measures the difference between money and credit going in and out of an economy (through 
exports, imports and income earned on assets both home and abroad). A deficit means that more money is leaving 
than entering the country; a surplus means that more money is entering the country than leaving.

Current account balance for the UK 2016 - 2020

2.1.4  Balance of Payments 
What you need to know

Components of the balance of payments, with reference to the current account, and balance of trade in goods 
and services

Current account deficits and surpluses

The relationship between current account imbalances and other macroeconomic objectives

The interconnectedness of economies through international trade

2016 2017 2018 2019 2020

Component of the  
current account

£m £m £m £m £m

Trade in goods -135 495 -137 035 -138 093 -130 803 -114 956

Trade in services 94 818 113 102 107 124 103 333 107 399

Net primary income -50 384 -23 571 -26 650 -14 739 -38 159

Net secondary income -22 506 -20 861 -24 025 -26 419 -28 215

Current account balance -113 567 -68 365 -81 644 -68 628 -73 931

Exam Tip  Exam questions may ask you to consider causes of a current account deficit or surplus; students 
who get the highest marks on these questions are likely to be those who remember that the current account  
is more than just the trade balance i.e. remembering to consider net primary income and net secondary  
income as well.



24  Edexcel A Level Economics Theme 2 Study Book

Trade Balance in 
Goods

• Manufactured goods, components, raw materials, energy such as oil and gas
• Capital technology / machinery

Trade Balance in 
Services

• Banking, Insurance, Consultancy
• Tourism, Transport, Logistics
• Shipping, Education, Health,
• Research, Cultural Arts

Net Primary 
Income from 
Overseas Assets

• Flow of profits, interest and dividends from and to investments in other countries

Net Secondary 
Income

• Overseas aid / debt relief
• UK payments to the European Union and other international institutions
• Net remittance flows from migrant workers

Common error alert!
It is important to think about values not volumes when writing about the trade balance / 
current account. For example, the UK imports a greater value than it exports – this does 
not necessarily mean that it imports more items than it exports…there may be a smaller 
number of imports but they could be more valuable than our exports.

Current account deficits and current account surpluses
Current account deficit
This is when a country is running an external deficit. There is a net outflow of income from the economy’s circular flow. 
Current account deficit nations are debtor countries.

Current account surplus
This is an external surplus. There is a net inflow of income into the economy. Current account surplus nations are 
creditor nations.

Exam Tip  Questions usually focus on one of three areas:
1 The extent to which a current account deficit (or surplus!) is a problem for an economy
2 Possible causes of a current account deficit (or surplus)
3 Possible policies for correcting a current account deficit (or surplus)

The policies for correcting a current account deficit depend on what has caused it; deficits can be caused 
by a booming economy in which producers need to purchase more raw materials from abroad to keep up with 
domestic demand, or they could be caused by major structural problems in the economy which make exports 
undesirable. This will be covered in more detail in the Theme 4 study book.

Does a current account deficit matter?
1 Loss of aggregate demand which then causes a slower rate of real GDP growth and thereby reduced living 

standards
2 Loss of jobs in home-based industries, which may contribute to regional decline and structural unemployment 

problems
3 Can lead to currency weakness (due to less demand for the currency) and higher inflation, and so a country may 

run short of vital foreign currency reserves
4 Trade deficit might actually be a reflection/symptom of a lack of competitiveness / supply-side weaknesses
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Government spending
Money is spent on a wide range of areas, but social protection, health and education are consistently the areas 
receiving the largest amounts each year. In 2021-22, social protection accounted for £302 billion of total spending, 
health £230 billion, and education £124 billion. Many areas have been seeing reductions in spending over the past few 
years measured in real terms. This has been the result of the policy of fiscal austerity designed to reduce the size 
of the government’s budget deficit. However, the COVID-19 pandemic has caused government spending to rapidly 
increase.

2.2.4  Government spending
What you need to know

The main influences on government expenditure:
 • The trade (economic) cycle
 • Fiscal policy

Budget deficit Government spending exceeds tax revenue earned; this means that the government 
must have borrowed in order to finance its spending

Budget surplus Government spending is less than tax revenue earned; the government can pay back 
some of its debts

Balanced budget Government spending is equal to tax revenue

Cyclical budget 
deficit

A situation in which government spending is greater than tax revenue, because 
the economy is in recession (growth is slowing or negative) – the government will 
automatically receive less tax revenue if fewer people are in work, and will automatically 
have to spend more as demand for benefits rises etc.

Structural budget 
deficit

A situation in which government spending is greater than tax revenue, but not related  
to the economic cycle e.g. the government may choose to spend more because it wants 
to support particular industries or develop more infrastructure to support future growth

Transfer payments
e.g. welfare spending

Recurring spending
e.g. public services

Investment projects
e.g. state investment

Government spending and the trade (business) cycle
When GDP is rising i.e. in an economic recovery or boom, the government will automatically receive more tax revenue, 
even if the rate of tax does not change:

• More revenue from income tax, as people’s income rises and more people are in work
• More revenue from corporation tax, as business profits rise
• More revenue from VAT / sales taxes, as people spend more on goods and services
• More revenue from capital gains taxes, as rising GDP causes people to buy more assets (such as houses and 

shares), pushing up their price and leading to a rise in the value of assets
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2.3.2  Short run aggregate supply (SRAS)

Aggregate supply and spare capacity
When a business is not making full use of its available capacity, there are spare factors of production including land, 
labour and capital. When an economy has plenty of spare capacity, short run aggregate supply is elastic.

Causes of shifts in short run aggregate supply
SRAS shifts if the costs of production change. If production costs rise, then SRAS will shift inwards i.e. decrease. If 
production costs fall, then SRAS will shift outwards i.e. increase. Reasons for costs changing include:

1 Changes in resource (input) prices
a Wage costs per unit of output e.g. arising from higher living wage
b Labour productivity (higher efficiency ceteris paribus lowers unit costs)
c Key raw material and component prices such as glass, cement and rubber
d Energy costs such as the world price of oil, gas and electricity & renewables

2 Business taxes, subsidies, regulations and imported costs
a VAT, environmental charges / employment taxes
b Changes in the scale and size of government subsidies to certain industries
c Business rates + costs of meeting business regulations and other laws

3 Cost of imported components (affected by the exchange rate + fluctuations in global commodity prices)
a If the exchange rate weakens, then imports will become more expensive, causing the price of imported raw 

materials and components to rise

4 Unexpected supply shocks that affect the price of raw materials
a E.g. A hurricane, a tsunami or the effects of drought, flooding or a political crisis / civil war 

What is short run aggregate supply?
Short run aggregate supply is the relationship 
between planned national output and the general 
price level. A rise in the general price level should 
stimulate an expansion of aggregate supply as 
businesses respond to the profit motive. The short 
run AS curve is upward sloping because higher prices 
for goods and services make output more profitable 
and enable businesses to expand production by hiring 
extra labour and other resources. A fall in the price 
level causes a contraction of aggregate supply.

What you need to know

Factors influencing short run aggregate supply (SRAS) e.g. changes in costs of raw materials and energy, 
exchange rates and tax rates

Common error alert!
A frequent exam question refers to the impact of changing VAT rates on the economy. 
A change in the rate of VAT affects the SRAS curve – not the AD or the LRAS curve!

Real GDPY1Y3 Y2

Price Level

P1

P3

P2

A fall in price 
level causes a 
contraction of 

aggregate supply

ASA rise in the price level causes an 
expansion of aggregate supply
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Example: the rate of leakage from the circular flow
Assume that for each £100 of extra income

• 10% is saved (S)
• 20% is taken in taxation (T)
• 20% leaks from economy in imports (M)

At each stage, extra money flowing around the circular flow gets smaller as money leaks via savings, imports & taxes.

Recall that the formula for the multiplier is:
Multiplier = 1 / (sum of the MPS + MPT + MPM)

• If propensity to save = 0.1
• Propensity to tax = 0.2
• Propensity to import = 0.2
• The multiplier = 1/0.5 = 2 

Visual illustration of the multiplier process

Two more multiplier calculations
Simple multiplier (closed economy, no government)

• Only leakage is saving
• Multiplier = 1 / (1 - MPC)
• If MPC = 0.8
• Multiplier = 1 / (1 - 0.8) = 1/0.2 = 5

More complex multiplier
• Three leakages (savings, imports and taxation)
• Multiplier = 1 / (MPS + MPT + MPM)
• If sum of marginal rate of leakage = 0.7
• Multiplier = 1/0.7 = 1.43

Leakages from the circular flow
Assume that for each £100 of extra income
• 10% is saved (S)
• 20% is taken in taxation (T)
• 20% leaks from economy in imports (M)

At each stage extra money flowing around the circular flow gets smaller as money leaks out via savings, imports 
and taxes

Multiplier = 1/ (sum of the MPS + MPT 
+ MPM)
If propensity to save = 0.1
Propensity to tax = 0.2
Propensity to import = 0.2

Then the multiplier = 1/0.5 =2

• £20m saved
• £40m taxed
• £40m imports

£200m Injection

• £10m saved
• £20m taxed
• £20m imports

£50m Extra GDP

• £10m saved
• £20m taxed
• £20m imports

£100m Extra GDP
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2.5.1  Causes of Economic Growth
What you need to know

Factors which could cause economic growth

The distinction between actual and potential growth

The importance of international trade for (export-led) economic growth

Short-run 
economic growth
Short-run economic 
growth is an increase in 
real GDP i.e. an increase 
in actual output. It can 
be represented using 
either of the diagrams 
shown i.e. AD/AS or a 
PPF diagram

Long run 
economic growth
Long run economic 
growth, or potential 
growth, is a sustained 
rise in a country’s 
productive potential. The 
main drivers of long run 
economic growth are higher 
productivity, gains from 
innovation.

Factors which could cause economic growth (short run)

Real GDPY Y1

Price Level

AS

AD
AD1

SR economic growth is shown 
by an increase in real GDP, in 

this case from Y to Y1

SR growth is shown 
by a movement closer 

to the PPF

LR growth is shown 
by an outward shift

of the PPF

Capital 
Goods

Consumer 
Goods

Changes in interest 
rates set by the 

central bank

Fiscal policy 
– changes in 
government 

spending and 
taxation

Commodity prices 
such as oil, gas 

and food

Currency changes 
affect export and 
import demand

Trading conditions 
in other countries

Confidence of 
businesses and 

households

Capital 
Goods

Consumer 
Goods

Real GDPYfe Yfe1

Price Level

AS AS1

AD

LR economic growth is shown 
by an increase in the full 

employment potential GDP, in 
this case from Yfe to Yfe1


