Paper 4E13M ACROECONOMICS2004

1. (& What are the main components of nationa income?
[10%)]

Consumption (C)
Invesment (1)
Government (G)
Exports(X) minusimports(M)

Better candidateswill expand on the definitionsand discuss issues of measurement.
(b) What factors determine the aggregate level of investment in the macroeconomy.

[50%)]
Candidates should discussthefollowing:
e Loanablefundstheory
e BascAccderator mode
Better candidatesmay discuss.
e Limitationsof the Accelerator mode
o Prdfitability
e Busness Confidence
e Technological Change

(c) Evauatetheimpact of the following on the level of consumption in the
macroeconomy:
0] an increase in income tax [20%]

Candidates should compar eand contrast the K eynesian consumption function with normal
income consumption functions. Theformer suggeststhat aggregate consumption will fall
whereasthelatter suggeststhat therewill belittle or noimpact. Better candidates may
discusstheimplicationsfor theuse of fiscal policy asan active component of demand
management.

(i) areduction in the retirement age [20%]

Thelife- cycle hypothess suggeststhat aggregate consumption will fall asthosein work
will save moreto maintain consumption duringtheir retirement.
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2. (a) Explain the concept of comparative advantage. [40%]

Candidateshould outlinethe basic model of comparative advantage, illustratingthe
benefitsin termsof specialisation and allocative efficiency. Better candidates may note
thelimitationsof comparative advantage.

(b) Evaluate the impact of the following on a country’s trade balance:
0] an overvalued exchange rate
[30%]

Candidates should discusstheimpact on exportsand imports— thenormal result would be
deteriorationin thetradebalance. Better candidateswill discusstheimportanceof:

e Thepricing srategiesof firms

e Theprice eadticity of demand

e Supply dadticities

(i) asowdown in world economic growth [15%]

A dowdown in world economic growth will, ceterisparibusreduceexportsandled to
deteriorationin thetradebalance. Candidatescould discussvariationsin income
eladticities.

(i)  the adoption of tariffs by trading partners
[15%)]

Thiswill lead to afall in world tradeand deterioration in exportsand thetradebalance.
Candidatesmay discuss the possibility of retaliation to reduceimports.

3.(8 What arethe main factorsthat cause business cycles?
[30%]

Candidates can discussthefollowing:
e themultiplier/accelerator theory
* thetradecycle
e economic mismanagement
e political businesscycles
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(b) Inwhat ways can economic policy be used to reduce the amplitude of business
cycles?
[20%)]

Candidates should discussthe use of demand management to regulatethe businesscycle.
Better candidateswill discussthe case that economic policy should not be used asit may
increasethevolatility of business cycles.

(© What are the main determinants of long-run economic growth?
[30%]

Candidates should discussthekey elementsof neoclasscal exogenous and endogenous
growth theoriesand especially theroleof technology.

(d) Inwhat ways can economic policy be used to increase the long-run economic
growth?
[20%]

Candidateswill discussthepolicy implicationsof exogenousand endogenous growth
theoriesfocussing on theroleof capital accumulation in theformer and therole of
technology andinnovation in thelatter.

4.(a) Discuss the economic arguments for European Monetary Union (EMU).
[35%)]

Candidates should discussthefollowing:
e Reduced cost of trade
e Improvespricetrangparency
e Lower and gableinflation
e Lower ‘sacrificeratio

(b) Discuss the economic arguments against European Monetary Union (EMU).
[35%)]

Candidates should discussthefollowing:
e Lossof palicy flexibility
e Singleinterest ratestraightjacket
e Creation of amultiple-speed Europe
e Lack of credibility of the European Central Bank
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(c¢) Evaluate the possible impact on the UK economy of joining EMU.
[30%)]

Thereareanumber of possible responses, onewould beto evaluatethe 5 testsfor
joining EMU:

e evidenceof sustainable conver gence between Britain and the economies of a

single currency

» whether thereis sufficient flexibility to cope with economic change

o effect on investment

e impact on thefinancial servicesindustry

e impact on employment
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