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Section A

Answer this question.

1    Bank of England Inflation Report May 2008

 The short-term outlook for inflation has deteriorated markedly over the past three months. 
CPI inflation was 3% in April, and rising energy and import prices will almost certainly 
push up the inflation rate further. As those increased prices feed through to household bills, 
they will lead to a squeeze on real take-home pay which will slow consumer spending and 
output growth.

 Financial market conditions remain fragile. Banks continue to lower the supply of credit to 
the economy, the impact of which is most clear in property markets. Commercial property 
prices have fallen 16% since the summer of 2007 and house prices are now falling too.

 In these circumstances, the household savings rate is likely to rise. This is part of a 
rebalancing of the UK economy, away from spending and importing, towards saving and 
exporting; a change that will be supported by the depreciation of sterling which is now 12% 
below where it was in August 2007.

Fig. 1  GDP projection May 2008 

0
+

–

1

1

2

3

4

5

6

ProjectionBank estimates of past growth

ONS actual data

2004

ONS = Office of National Statistics

Percentage
increases

in output on
a year earlier

05 06 07 08 09 10 11

 The Monetary Policy Committee (MPC) expects growth to slow sharply in the short-term, 
reflecting the squeeze on real incomes, before recovering again as credit conditions begin 
to ease and the depreciation of sterling boosts exports and reduces imports.

 The Committee’s latest projection for inflation is shown in Fig. 2.
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Fig. 2  CPI inflation projection May 2008 
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Higher prices for domestic energy, food and imports will push inflation above target this year, 
and there is considerable uncertainty about the future. This has led the Governor of the Bank 
of England, Mervyn King, to state “I will have to write a number of letters to the Chancellor over 
the next year”. However, the MPC thinks that to bring inflation back in line quickly will result in 
an undesirable degree of volatility in output, so it is aiming to make the correction over a longer 
period.

Answer all parts.

 (a) Explain what is meant by:

  (i) ‘real take-home pay’ (line 4); [2]

  (ii) ‘the household savings rate’ (line 9). [2]

 (b) Explain in what circumstances the Governor of the Bank of England has to write a letter to the 
Chancellor. [2]

 (c) Explain how a 12% depreciation of sterling should support the move away from importing and 
towards exporting. [4]

 (d) Using the information provided, comment on the view that most of the inflationary pressure 
reported on was of a supply side nature. [4]

 (e) Discuss the problems of forecasting the rate of inflation in the short and medium term. [6]
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Section B

Answer one question.

2 (a) Explain the role of rates of interest and why there are different rates of interest in an economy.
 [10]

 (b) Discuss the extent to which monetary policy can be considered the best way to achieve the 
main macroeconomic policy objectives. [15]

3 (a) Explain the impact that discretionary fiscal policy could have on the UK economy. [10]

 (b) Discuss the limitations of fiscal policy as a policy instrument. [15]

4 (a) Explain the main potential causes of a UK balance of payments deficit on the current account.
 [10]

 (b) Discuss the extent to which a balance of payments current account deficit is a problem for the 
UK economy. [15]
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