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SECTION  A

Answer all parts of this question.

Total for this question: 50 marks

 1 INFLATION

  Study Extracts A, B and C, and then answer all parts of Question 1 which follows.

  Extract A:  The annual % rate of UK inflation: Consumer Price Index (CPI) and Retail 
    Price Index (RPI), 2000 – 2006

2000 2001 2002 2003 2004 2005 2006
CPI 0.8 1.2 1.3 1.4 1.3 2.1 2.3
RPI 3.0 1.8 1.7 2.9 3.0 2.8 3.2

Source: www.statistics.gov.uk, accessed on 21 December 2006

  Extract B: Friedman is dead but what about inflation?      

Milton Friedman, an American economist who died in 2006, is perhaps best remembered
for arguing that infl ation is always and everywhere a monetary phenomenon in the sense 
that it occurs when the quantity of money in the economy grows more rapidly than 
output.  The increase in aggregate demand (AD), which the increase in the money supply 
causes, can potentially be infl ationary unless there is an adequate supply-side response.

By emphasising the importance of money to infl ation, Friedman revived interest in the 
Quantity Theory of Money.  This predicted a direct relationship between changes in 
the money supply and changes in the price level.  Friedman believed that, by changing 
people’s expectations, growth in the money supply led to higher prices.  For example, 
if workers expected infl ation to accelerate as money supply grew, they would submit 
potentially infl ationary higher pay claims to try to maintain their real incomes.

In common with many other economists, Friedman argued that low infl ation is vital 
for sustained economic success, in that it will help to keep interest rates low, maintain 
consumer and business confi dence, and allow an economy’s competitiveness to improve 
in global markets.  In contrast, accelerating infl ation can have damaging economic  
consequences.  For example, in the long term, higher unemployment is likely, affecting 
both the economy and individuals.  Unemployment may lower average incomes, 
and living standards in general can easily deteriorate.  On the other hand, higher 
unemployment may help restore low infl ation.

Certainly, for Friedman, money never lost its importance.  He may be dead but long live 
the theory.
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Source: adapted from an article by NIALL FERGUSON, Sunday Telegraph, 19 November 2006
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Turn over

  Extract C: The failure of monetarism

Extract C has been removed due to third-party copyright constraints.

It was adapted from an article in the Guardian on 20 November 2006.

Source: adapted from an article by LARRY ELLIOTT, The Guardian, 20 November 2006  

  Question 1 

 1 (a) Using Extract A, compare the CPI and RPI measures of UK inflation for the period 
   2000 to 2006. (4 marks)

 (b) Extract B (lines 12–13) suggests that ‘low inflation is vital for sustained economic 
success’.  Explain two economic benefits of low inflation for an economy. (6 marks)

 (c) Extract B (lines 15–17) argues that, with accelerating inflation, ‘higher unemployment 
is likely, affecting both the economy and individuals’.  Analyse three possible economic 
effects of higher unemployment. (10 marks) 

 (d) Using the data and your economic knowledge, discuss the extent to which increases in the 
money supply may increase the rate of inflation in an economy. (30 marks)

Turn over for the next question
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SECTION  B

Answer one question from this section.

Each question carries 50 marks.

 2 (a) Explain the economic reasons for government spending. (20 marks) 

 (b) In 2006, UK government spending accounted for 41% of GDP and was predicted to grow 
further.  

  Evaluate the possible consequences for the UK economy if this further growth were to 
occur. (30 marks)

 3 (a) Explain the possible costs and benefits for an economy arising from its involvement in 
international trade. (20 marks)

 (b) The enlargement of the European Union (EU) to include such countries as Poland, 
Bulgaria and Romania brought the EU population in 2007 to over 450 million and 
provided new opportunities for growth and jobs for all other member countries.  

  Assess the possible consequences for UK macroeconomic performance of EU 
enlargement. (30 marks)

 4 (a) Explain how a currency’s value against other currencies might be determined. (20 marks) 

 (b) Assume that the value of the pound sterling rises significantly against other major 
currencies.  

  Evaluate the extent to which this might have an impact on UK economic growth.
(30 marks)

  END  OF  QUESTIONS
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