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Edexcel AS Economics

9 Macroeconomic objectives of governments

Discuss the likely impact of a rise in the base rate of interest on at least two government objectives. 
[30]

(1) As with all essays, the marks are split into 18 knowledge, application and analysis (KAA) marks. You should start with the 6 definition, diagram and data (DDD) marks that are available: 

· Definition: a rise in the base rate of interest means that it costs more to borrow money, or the reward for saving increases. [2]
· Data: in the UK, the base rate of interest has been at an all-time low of 0.5% since 2009. However, as we have come out of recession and inflationary pressures begin to show signs of demand pull, these rates might rise. [2]
· Diagram: draw a shift in AD to the left when interest rates are raised. [2]
(2) You have been asked to give at least two impacts on government objectives (which could earn 6 marks each), but it is probably safer to give three, just in case you have problems in developing your arguments. For each of the possible factors: define, explain, apply and give the process or ‘transmission mechanism’ which relates the change in interest rates to the following factors:

· inflation

· unemployment

· growth

· balance of payments

· distribution of income

· environmental sustainability

Here is an example of how you would approach the first objective: a rise in the base rate of interest is likely to dampen aggregate demand. When it costs more to borrow money, people are less likely to borrow in order to buy big-ticket items such as cars. People will also find they have to pay more for their mortgages, so there is less money left over to spend on consumer goods and services. Firms are also less likely to borrow less to invest because the return made on investment would need to be higher to cover the increased borrowing costs. These processes make aggregate demand lower, and there are multiplier effects, meaning there are second-round effects as money that is not spent is also not re-spent within the economy. [12]
(3) Twelve marks are available for your evaluation. Here again you should aim for three factors or points, although you could give two well-developed ones. The kind of evaluation points you might use include:

· Differences in the short and long run: for example, people are unlikely to change their spending patterns immediately.

· Other things are not equal: for example, interest rates in other countries might also change. 

· The size of the multiplier: if leakages are large (e.g. a high propensity to save) then the multiplier is small, and the effects on the government objectives is diminished.

· Not enough information or inaccurate information: we cannot know the full impact of interest rate rises if we do not know how much of this will be passed on to consumers and firms. The commercial banks set their own rates of interest.

· Conflict between objectives: a fall in inflation rates might mean that growth rates might also slow down, and there appears to be a trade-off between inflation and growth.

· Issues of magnitude: the change in the base rate is likely to be very small, and other factors such as confidence might have a more significant impact on objectives such as growth. [12]
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