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How the macroeconomy works: the circular fow of income, aggregate demand/aggregate 
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The What!

• The main objectives of government macroeconomic policy: economic growth, 

price stability, minimising unemployment and a stable balance of payments on 

current account. • The possibility of conflict arising, at least in the short run, 

when attempting to achieve these objectives.

• Data which is commonly used to measure the performance

of an economy, such as: real GDP, real GDP per capita,

Consumer Prices and Retail Prices Indices (CPI/RPI),

measures of unemployment, productivity and the balance of

payments on current account.

• How index numbers are calculated and interpreted, including

the base year and the use of weights.

• How index numbers are used to measure changes in the

price level and changes in other economic variables.

• The use and limitations of national income data to assess

changes in living standards over time.

• The use and limitations of national income data to compare

differences in living standards between countries.

• The importance of using purchasing power parity (PPP)

exchange rates when making international comparisons of

living standards.

• What national income measures.

• The difference between nominal and real income.

• Real national income as an indicator of economic performance.

• The circular flow of income concept, the equation income =

output = expenditure, and of the concepts of equilibrium and full employment income.

• The difference between injections and withdrawals into the circular flow of income.

• The effect of changes in injections and withdrawals on national income.

• Changes in the price level are represented by movements

along the aggregate demand (AD) and aggregate supply

(AS) curves.

• The various factors that shift the AD curve and the short-run AS curve.

• The factors which affect long-run AS and distinguish them from those which affect short-run AS.

• Underlying economic growth is represented by a rightward shift in the long-run AS curve.

• How to use AD/AS diagrams to illustrate macroeconomic equilibrium.

• How both demand-side and supply-side shocks affect the macroeconomy

• What is meant by AD.

• The determinants of AD, ie the determinants of consumption, investment, government spending, 

exports and imports.

• The basic accelerator process.

• The determinants of savings.

• The difference between saving and investment.

• The role of AD in influencing the level of economic activity.

• The multiplier process and an explanation of why an initial

change in expenditure may lead to a larger impact on local or national income.

• The concept of the marginal propensity to consume and use

the marginal propensity to consume to calculate the size of the multiplier.

• Why the size of the marginal propensity to consume determines the 

magnitude of the multiplier effect.

• The price level and production costs are the main determinants of the short-

run AS.

• Changes in costs, such as: money wage rates, raw material

prices, business taxation and productivity, will shift the short run AS curve.

• The fundamental determinants of long-run AS such as

technology, productivity, attitudes, enterprise, factor mobility, and economic 

incentives.

• The position of the vertical long-run AS curve represents the normal capacity 

level of output of the economy.

• The importance of the institutional structure of the economy

in determining aggregate supply, such as the role of the banking system in 

providing business investment funds,

should also be understood.

• The Keynesian AS curve.

• The difference between short-run and long-run growth. • The various demand-side and supply-

side determinants of short-run growth of real national income and the long-run trend rate of 

economic growth. • The costs and benefits of economic growth. • The impact of growth on 

individuals, the economy and the environment. • The concept of the economic cycle and the use of 

a range of economic indicators, such as real GDP, the rate of inflation, unemployment and 

investment, to identify the various phases of the economic cycle. • The difference between positive 

and negative output gaps. • The causes of changes in the various phases of the economic cycle, 

including both global and domestic demand-side and supply-side shocks.

• The main UK measures of unemployment, ie the claimant

count and the Labour Force Survey measure.

• The concepts of voluntary and involuntary unemployment.

• The terms seasonal, frictional, structural and cyclical

unemployment.

• How employment and unemployment may be determined by

both demand-side and supply-side factors.

• The concept of, and the factors which determine, real wage

unemployment.

• The concept of, and the factors which determine, the natural

rate of unemployment.

• The consequences of unemployment for individuals and for

the performance of the economy.

• The concepts of inflation, deflation and 

disinflation. • Demand-pull and cost-push 

influences on the price level. • Fisher’s equation 

of exchange MV = PQ and the Quantity Theory 

of Money in relation to the monetarist model. • 

The effects of expectations on changes in the 

price level • The consequences of inflation for 

both individuals and the performance of the 

economy. • The consequences of deflation for 

both individuals and the performance of the 

economy. • How changes in world commodity 

prices affect domestic inflation. • How changes 

in other economies can affect inflation in the 

UK.

• How negative and positive output gaps relate 

to unemployment and inflationary pressures.

• Both the short-run Phillips curve and the long-

run, L-shaped Phillips curve.

• The implications of the short-run Phillips curve 

and the long run, L-shaped Phillips curve for 

economic policy.

• How economic policies may be used to try to 

reconcile possible policy conflicts both in the 

short run and the long

run.

• The characteristics and functions of money. • 

Definitions of the money supply and the 

distinction between narrow money and broad 

money. • The difference between the money 

market, the capital market and the foreign 

exchange market. • The role of financial markets 

in the wider economy. • The difference between 

debt and equity. • Why there is an inverse 

relationship between market interest rates and 

bond prices.

• Fiscal policy involves the manipulation of government spending, 

taxation and the budget balance. • Fiscal policy can have both 

macroeconomic and microeconomic functions. • How fiscal policy can be 

used to influence aggregate demand. • How fiscal policy can be used to 

influence aggregate supply. • How government spending and taxation can 

affect the pattern of economic activity. • The types of and reasons for 

public expenditure. • Why governments levy taxes. • The difference 

between direct and indirect taxes. • The difference between progressive, 

proportional and regressive taxes. • The principles of taxation, such as 

that taxes should be equitable.

• The difference between supply-side policies and supply-side improvements in 

the economy. • How supply-side policies can help to achieve supply-side 

improvements in the economy. • How supply-side policies, such as tax changes 

designed to change personal incentives, may increase the potential output of the 

economy and improve the underlying trend rate of economic growth. • How 

supply-side policies can affect unemployment, the rate of change of prices and UK 

external performance, as reflected in the balance of payments on current account. 

• The role of supply-side policies in reducing the natural rate of unemployment.

• Free market supply-side policies include measures such as: tax 

cuts, privatisation, deregulation and some labour market 

reforms. • Interventionist supply-side policies include measures 

such as: government spending on education and training, 

industrial policy, subsidising spending on research and 

development. • Supply-side policies can have microeconomic as 

well as macroeconomic effects.
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The How!

Application of theory into economic contexts  
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Analysing information 

Evaluating and making decisions 
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Link to unit 1 and PPF Understanding of demand and supply from unit Understanding of demand and supply from unit Understanding of AS and AD from previous topic Understanding of AS and AD from previous topic No prior knowledge Understanding of AS and AD from previous topic Understanding of AS and AD from previous topic Understanding of AS and AD from previous topic
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e Friendliness and civility are required for equality  Equality issues are explored with links to justice The courage needed for policy decisions Generosity needed for support the vulnerable in an economy The gratitude for a strong economy The good speech needed for financial markets to be 

effective 

The good humour needed for financial decisions when they go wrong The self-mastery needed for personal incentives The self-mastery needed to survice in tax increases Students will show compassion for those who are struggling with 

work and will help them

Good sense needed for targeted revision 
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Respect of how the economy works Respect of how the economy works Tollerance for decision making Tollerance for decision making Tollerance for decision making Rule of law and financial markets Rule of law and financial markets Rule of law and financial markets Rule of law and financial markets 
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The opportunity 

to reflect, think 

deeply and 

critically about an 

issue. 
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