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Section 1  PPFs, Markets and the Allocation  
 of Resources 

Microeconomics

1 In the boxes below, draw the appropriate and fully labelled production possibility frontier as 
requested

A   A PPF showing balanced economic growth

C   A PPF showing an increase in production of 
 capital goods but not consumer goods

E   A PPF showing an increase in productivity in 
the capital goods industry, but not the 
consumer goods industry

B A PPF showing that there are unemployed 
 resources i.e. the allocation of resources is 
 productively inefficient

D A PPF demonstrating a trade off with capital 
 goods as more consumer goods are produced

F A PPF demonstrating the impact of a natural 
disaster destroying a proportion of all factors 
of production

Microeconomics
Section 1   PPDs, Markets and the Allocation of Resources  Page 3

Section 2   Market Failure  Page 15

Section 3   Costs of production and Economies of Scale Page 26

Section 4   Revenues and Profits & Other Objectives  Page 32

Section 5   Market Structures  Page 40

Section 6   The Labour Market  Page 48

MAcroeconomics
Section 1   National Income and macroeconomic equilibrium  Page 52

Section 2   Macroeconomic objectives  Page 68

Section 3   financial markets and monetary policy Page 76

Section 4   Fiscal policy and supply side policies  Page 82

Section 5   The international economy Page 88

Section 6   Inequality and Developing Economies  Page 102
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How to use this booklet
This booklet has been designed by senior examiners to help you raise your game with 
diagrams to maximise exam performance. Gone are the days when you could simply provide 
a memorised diagram in your exam answers. Diagrams score very few marks unless they 
are used to contribute to analysis. You need to really understand the diagrams (the lines, 
the areas) and apply them dynamically to the context provided. This means that lines on 
diagrams need to be shifted in response to the given scenarios, new areas shaded, and 
revised equilibrium points noted. You may also be asked to interpret unusual or unexpected 
areas on diagrams - examiners do not always ask the obvious ‘textbook’ questions!

This booklet covers the entire Edexcel specification in fine detail, with activities to help you 
revise and practice every possible diagram based on a comprehensive bank of scenario. 
Simply read each scenario and question carefully, then draw, adapt or explain each requested 
diagram. Use this booklet in the crucial final phase of revision at the end of Year 13, or 
practice your diagrams throughout the entire course - the choice is yours.








































































capital capital
goods aoods

a1
Consumer consumer
Goods a

capital capitalwood goods

I i
µi

consume carsoneer
goods goods

capital capital
aood goods

I
consumer carsomer
Goods goods



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  54  Edexcel A Level Economics Diagram Practice Book

2 A student decides to drink successive cans of Coke, one after the other

Number 
of utils

Number 
of utils

Qty of cans of Coke Qty of cans of Coke

B  With reference to your marginal utility diagram, explain the shape of a typical demand curve

A  On the two diagrams below i) in the first diagram, record total utility, and ii) in the second diagram,  
 record marginal utility

3 The boxes below will require demand curves to be drawn.  Illustrate in the boxes below what happens when:

A   The price of package holidays to Spain rises B Fidget spinners go out of fashion

Price of 
holidays

P1

Q1

Price of 
spinners

Qty of holidays Qty of spinners

P1

Q1

4 In each case below, draw an appropriately shaped demand curve and fully label the diagram

Price of 
gifts

Price of 
coach 

tickets

Qty of gifts Qty of coach tickets

Price Inelastic Product

C   Retailers launch successful Christmas 
advertising campaigns for gifts

Price Elastic Product

D Rail travel between major towns and cities 
becomes more expensive

Give 3 examples of price inelastic goods or services Give 3 examples of price elastic goods or services

1

2

3

1

2

3

G   A PPF showing an obtainable and an   
 unobtainable allocation of resources in an  
 economy

H A PPF demonstrating unbalanced growth in  
 an economy
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5 For each of the firms below:
 i)  draw a demand curve
 ii)  indicate what happens when the price rises by 10%, remembering to factor in the likely price 
  elasticity of demand for each product
 iii)  shade in any areas of loss of revenue and any areas of gain in revenue in each case

Petrol retailer Street pizza retailer

6 There are 3 main demand elasticities: price, income and cross. Draw the requested diagram, relating 
to these elasticities, for each of the scenarios given below

A   Effective advertising for a clothing company 
leads to demand becoming more price 
inelastic. Show how the demand curve 
would change 

B Home-delivery pizza is often regarded as 
an inferior good. Show the impact on demand 
for home-delivery pizza when real income 
falls during recession

Price Price

Quantity Quantity

D D

C   Holidays to Disneyworld in the US have a 
high, positive income elasticity of demand i.e. 
they are luxury goods. Show the relationship 
between income and quantity of holidays 
demanded on the axes below

D The 2008/2009 recession suggested that 
lipstick (in the UK) is seen as an inferior 
good. Show the relationship between income 
and quantity of lipstick demanded on the 
axes below

Price of
smartphones

Price of
Thorpe

Park
tickets

Quantity of apps Quantity of Alton Towers tickets

E   Apps and smartphones are complementary 
goods. Represent this relationship on the 
axes below

G   A product such as the essential medicines 
insulin or epipens, that has perfectly price 
inelastic demand

F The theme parks Thorpe Park and Alton 
Towers are substitutes. Represent this 
relationship on the axes below

H A firm in an extremely competitive market 
that has no choice but to accept the market 
price, leading to that firm having perfectly 
price elastic demand

Income Income

Quantity Quantity
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7 The diagrams below represent a fruit grower. Fully label the diagrams, and then amend the supply 
curves appropriately to illustrate the market changes described

A   The labour used in production receives a 
wage rise

B A bumper harvest is achieved after sunny 
weather

C   Technology improves so that fruit pickers are 
no longer needed as their jobs can be carried 
out by machine

D The government subsidises fruit growing 
firms in a drive for improved healthy eating 
in the UK

8 Both of the producers in the example below have seen the market price of their output rise by 20% 
this year.  Draw and fully label appropriate supply curve diagrams (thinking about the concept of 
price elasticity of supply) to demonstrate what would happen in each case

Christmas tree supplier Sandwich filling supplier

9 A product is sold at the equilibrium price in a market.  However, due to poor publicity about the 
quality of the product once it is in use, and a rise in the price of the raw materials used, the 
equilibrium has changed.  Demonstrate these changes on the diagram below.  Remember to label 
the axes and curves accurately

EXPLAIN what has happened here, ensuring that you refer to the price mechanism and the functions of prices

10 Markets are sometimes not in equilibrium. Draw diagrams to indicate i) excess demand 
(i.e. a shortage) and ii) excess supply (i.e. a glut)

Excess demand Excess supply
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Demand has fallen due to poor publicity and supply has fallen due to the increase in 
production costs. The initial fall in demand leads to excess supply at the original market price 
so there is downwards pressure on price. However the decrease in supply clears that excess 
supply so overall there is little change in the market price. 
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Give 2 reasons / scenarios in which there may be 
excess demand in a market

Explain how the market mechanism operates in 
order to clear the excess demand

Give 2 reasons / scenarios in which there may be 
excess supply in a market

Explain how the market mechanism operates to 
clear the excess supply

1

2

1

2

11 The diagram below illustrates the market for fast food, with initial Demand and Supply at D1S1 
and an initial equilibrium at point E.
 a A rise in the price of meat, an essential ingredient for fast-food burgers
 b A health conscious movement in the general public.
 c A ‘fat tax’ is imposed and a ‘healthy eating’ campaign launched.
 d A new form of cooking oil is developed to aid fast cooking of chips
 e More people now commute for longer periods, and more people are accepting temporary jobs 
  in fast food restaurants as they are ‘in between’ work
 f  The minimum wage rises and more low-income individuals eat out with their children

Q

P

F

A

G

E

I

B

S2

S1

S3

D2

D1
D3

C

H

D

12 Using appropriate diagrams, demonstrate the nature of the interrelationship between these markets

The market for bricks when the demand for housing rises. Relationship = 

Market for houses Market for bricks

The market for sparkling water after the sugar tax was imposed. Relationship = 

The market for bread rolls during a hot sunny summer when the market for beef burgers 
experiences a rise in demand.  Relationship = 

Market for sugary drinks

Market for beef burgers

Market for sparkling water

Market for bread rolls
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Excess demand implies there is a shortage 
and it signals to producers that they need to 
increase the quantity supplied and increase 
price. As the price rises this rations the good 
to those willing and able to pay, until a new 
eq’m is reached.

Excess supply implies there is a glut; it 
signals to producers that they need to reduce 
the quantity supplied and reduce price. As 
the price falls this means that more 
consumers are able to buy the good. This 
continues until a new eq’m is reached.
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The market for rugby balls following an increase in demand for gloss paint for exterior windows.
Relationship = 

Market for exterior gloss paint Market for rugby balls

13 Consumer surplus and producer surplus are measures of welfare for each of these economic agents

A   Define consumer surplus

C   Define producer surplus

B  Draw a demand and supply market diagram to illustrate consumer surplus

D   Draw a demand and supply market diagram to illustrate producer surplus

E   The diagram below represents the market 
for new housing in the UK. Suppose that the 
government reduces planning restrictions 
on land. Adapt the diagram to illustrate the 
likely impact on consumer surplus of this 
change

F The diagram below represents the market 
for single-use plastics, such as straws. 
Following a high-profile documentary, public 
opinion turns against the use of such plastic 
items. Adapt the diagram to illustrate the 
likely impact on producer surplus of this 
change

Q Q

D D

S
S

Quantity
of new
houses

Quantity of
single use 

plastics

Price
of new
houses

Price of
single use 

plastics
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The difference between the market price and the maximum price that a consumer is willing 
to pay.

The difference between the market price and the minimum price that producers are willing 
to accept.
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D

Quantity traded

Price

Quantity traded

Total
revenue

14 The price elasticity of demand varies along a downwards-sloping straight-line demand curve

A   On the diagram below, label i) the price inelastic section, ii) the price elastic section and iii) the point 
at which demand has unitary price elasticity

B   State what happens to total revenue earned by a business when the good sold is price elastic in 
demand, and the price is decreased

D   State what happens to total revenue earned by a business when the good sold is has unitary price 
elasticity, and the price is decreased

C   State what happens to total revenue earned by a business when the good sold is price inelastic in 
demand, and the price is decreased

E   For the demand curve shown above, sketch the corresponding total revenue curve on the axes below

Section 2  Market Failure
        1 In each of the spaces in the table below:

 a  give AT LEAST 4 examples of each externality in the left-hand column
 b  in the right-hand column draw an MSC/MSB diagram showing the free market output and 
  price, and the effect of the externality, marking the socially optimum output
 c  indicate on your diagram whether the externality leads to over-production, under-production,   
  over-consumption or under-consumption
 d shade the area representing the welfare loss on each diagram

Positive Externalities in Consumption

Examples:
1

2

3

4

Diagram:

Negative Externalities in Production

Examples:
1

2

3

4

Diagram:
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2 The MMR vaccine protects children from Measles, Mumps and Rubella - three diseases which are 
potentially very damaging, even deadly. It is given free-of-charge on the NHS as a single injection to 
babies, usually within a month of their first birthday. They then have a second injection before 
starting school, when three years old.
The MMR vaccine has dramatically reduced cases of measles, mumps and rubella and saved about 4,000 deaths from 
measles, resulting in the UK being declared “measles free” by the World Health Organization last year. However, the
number of children receiving the vaccine is falling; in England, it has fallen from over 95% to 87% of children, and in the 
first nine months of 2018, there have been nearly 1,000 cases of measles.

The UK’s Chief Medical Officer blamed “myths peddled about the dangers of vaccines on social media”, and urged parents 
to ignore “fake news”, and to get their children vaccinated

Using the axes below, draw a diagram to show the impact of the information gap (i.e. market failure) in 
the market for the MMR vaccine in the UK

Write an explanation of what is happening in this market

3 Alcohol Concern is a pressure group that attempts to raise awareness about alcohol misuse. In 
2015 there were 8758 alcohol related deaths, and alcohol misuse is the biggest risk factor for death, 
ill-health and disability among 15-49 year olds in the UK, and the fifth biggest risk factor across 
all ages.  Alcohol harms are estimated to cost the NHS around the £3.5 billion annually

Using the axes below, draw a diagram to show the impact of the information gap (i.e. market failure) in 
the alcohol consumption market in the UK

Write an explanation about what is happening in the alcohol consumption market
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Vaccines generate significant private benefits for those who are vaccinated. They also 
generate external benefits because people who are not vaccinated are able to benefit due to 
reduced disease transmission, in this case, measles, mumps and rubella. The data suggests 
that there is significant under consumption of the vaccine at the moment as it has fallen to 
just 87% of babies. There’s for babies who have not had the vaccine are more likely to 
suffer from MMR as a result.

Because of the addictive nature of alcohol, and the fact that the effects of its 
consumption can be a long way in the future, there is information failure. This means that 
demand is higher than it would be with full information, and so there is over consumption 
of alcohol.
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4 EXTENSION TASK: The proposed merger between Sainsbury and Asda has caused some concern 
in the food retailing market.  This would be a merger between the UK’s second and third largest 
supermarkets and would lead to 463 areas in the UK where it is believed there is a ‘realistic prospect 
of a substantial lessening of competition’ (the Competition and Markets Authority (CMA)). If this is 
the case, shoppers could face higher prices or a worse quality of service

Using the axes below, draw a demand and supply diagram to show this potential market failure in the food 
retailing market in the UK. Indicate any loss of consumer surplus that might occur on your diagram by 
shading this area    

Write an explanation about what is happening in the food retailing market

Explain why the government has imposed a maximum price for prescription charges

5 In the UK, there is a maximum price for the NHS prescription charge of £8.80 for each medicine 
prescribed

A   Using the axes below, show what effect a maximum price in this market has on the equilibrium price 
and quantity of medicine
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aRestriction Supply
Competition in the food retailing market is decreasing due to merger activity, and would 
decrease further is Sainsbury’s and Asda merged. This would lead to a lessening of 
supply and restriction of output, leading to higher prices because of the increased 
market power of the supermarket companies. 

A maximum price is set below the free market eq’m, usually in order to improve access 
to essential goods or services for those on low income. This is with the intention of 
improving living standards. In the case of medicine, the gov’t wants everyone regardless 
of income to be able to buy medicine - many medicines would cost a lot more than 
£8.80in a free market. There are positive externalities associated with the use of 
medicine- people are less likely to transmit diseases and more likely to be able to work 
productively. 
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A   Using the axes below, draw a diagram representing the UK home insulation market

B   Apply a government financial subsidy to the equilibrium, and explain what happens to the price 
and quantity

C   Explain how this government intervention is an attempt to correct the market failure caused by 
 under-consumption of house insulation by low income families

6 The Government in the UK leads an Energy Company Obligation Scheme (ECO) which helps 
families on low incomes and in receipt of government benefits to reduce their energy bills.  The big 
energy companies, such as British Gas, EDT, EON, Npower and Scottish Power, are required by the 
government to help such families save money on their heating.  One way in which consumers can 
reduce spending on energy bills is to use better insulation, and government can help by offering 
subsidies to building firms to reduce the price of insulating materials

7 Cars in the UK have a tax applied to them (Vehicle Excise Duty, VED). Fred owns an old diesel car 
that is heavily polluting, creating emissions over 255g/km (the most polluting possible).  His VED for 
2018/19 is £555 for the year. Using the demand and supply diagram below, annotate the diagram fully 
and show the effect on the initial equilibrium of the VED tax imposed. Explain what is happening in 
the space that follows the diagram

Explanation

Price of
driving

0

S

D

Quantity of
miles driven
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insulation Q Q

Home insulation will lead to positive benefits, such as healthier households who are 
more productive at work, and children who are more able to concentrate and attend 
school. It may also reduce hospital admissions for people suffering with cold-related 
illnesses. This has positive impacts on third parties. 



A subsidy is a grant given by the government to producers, to lower production costs 
and therefore increase supply and lower the market price of insulation. This in turn 
increases the quantity of home insulation demanded, reducing the under consumption 
and helping to tackle the market failure.

Pollution from old diesel cars leads to negative externalities. The tax (VED) is intended to 
equal the estimated external costs, thus internalising the externality. In the case of Fred 
this would be £555 per year. This causes a contraction along the demand curve reducing 
the number of miles driven, hopefully to the socially optimal level. 
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8 A Distinguish between an ad valorem tax and a specific (unit) tax, ensuring that you give at least 
 one example of each type of indirect tax

B Adapt the diagrams below, as requested

Now indicate the change in consumer surplus 
and producer surplus on the above diagram

Now indicate the change in consumer surplus 
and producer surplus on the above diagram

9 In May 2018, the Scottish government implemented a new law which set a minimum price on alcohol 
of 50p per unit. Scottish government ministers said that the minimum price was intended to tackle 
‘problem drinkers’, who typically drink very cheap alcohol. Prior to the introduction of the minimum 
price, a 2-litre bottle of strong cider (containing 14 units of alcohol) could be bought for just £2.50. 
The same bottle will now cost consumers £7.50

Show the impact of the new minimum price on the market for 2-litre bottles of cider, by adapting the 
diagram below

    

D D

S
S

Quantity traded Quantity traded

Price Price

Show the impact of an 
ad valorem tax

Show the impact of
a specific tax

D

S

Quantity of cider

Price of 
2-litre bottles

of cider

10

11 

The EU’s Emissions Trading Scheme (EU-ETS) is described by the EU as a “cornerstone of the EU’s 
policy to combat climate change and its key tool for reducing greenhouse gases cost-effectively. It 
is the world’s first major carbon market and remains the biggest one”. The market was established 
in 2005 and operates as a ‘cap-and-trade’ system. In 2020, carbon emissions will be 21% lower than 
they were in 2005, and by 2030 they will be 43% lower than in 2005

In November 2018, the food store Iceland said that an advert it had produced, outlining the 
devastating impact of collecting palm oil on the habitat of orangutans, had been banned by the UK’s 
Advertising Standards Authority for being ‘too political’. However, the advert was widely shared on 
social media and ‘went viral’, prompting consumers to become much more aware of the impact of 
palm oil collection. Palm oil is used in many cosmetic products, such as shampoo

Using the diagram below, illustrate and explain the mechanism by which reducing the carbon emissions 
‘cap’ and allowing carbon-producing firms to ‘trade’ their permits reduces market failure

A Using the axes below, draw a diagram to illustrate the negative externalities caused by the
 production and collection of palm oil

B Adapt your diagram above to show the impact of improved information. Ensure that you show the
 new equilibrium point, as well as any changes to welfare loss

Quantity of 
carbon permits

Price of 
carbon

permits

Quantity of palm oil

Costs 
benefits of 

palm oil
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12 The tax on sugary drinks was imposed in 2018 in the UK. Using the information provided on the 
diagram below, calculate

A   the consumer surplus before the tax D   the producer surplus after the tax

B   the total producer surplus before the tax

C   the consumer surplus after the tax

E   the government revenue earned by the tax

13 This question relates to analysing the impact of a subsidy on both consumers and producers

Price Price

Quantity Quantity

A   Complete the diagrams below, to show demand (with the elasticity as requested) and supply, along 
with the relevant equilibrium point in each case 

Price inelastic demand Price elastic demand

B   On each diagram, show the impact on price and quantity if the government introduces a subsidy

C   On each diagram, indicate the area that represents the consumer subsidy

D   On each diagram, indicate the area that represents the producer subsidy

E   Outline the relationship between PED and the incidence of a subsidy

F   In the space below, sketch diagrams to show how the incidence of tax between consumers and 
 producers differs, depending on the price elasticity of demand of the good/service that is being taxed

(£) 
Price of

sugar
drinks

3.50

2.90

2.50

1.90

2614

A

B

C
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S2

D

Quantity of
sugar drinks (m)
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When PED is relatively price inelastic, the impact is mostly on the consumer in terms of a 
significant fall in price. Then producer incidence is minimal. However, when PED is 
relatively elastic the fall in price is much smaller and so the consumer incidence is much 
lower than the producer incidence.
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Section 3  Costs of production and Economies  
 of Scale

1

2

Using the information provided, plot output against input for Firm Y as it increases its number of 
inputs, labelling your curve appropriately.  In the space below, write an explanation of what is 
happening in your diagram

Inputs

Output

Outputs

TFC TVC TC

10

10

5

20

20

20

20

40

30

30

45

40

40

55

25

50

50

60

60

60

60

70 55

80 45

Output

Number of inputs

Explanation (ensure that you use the terms marginal product, average product and total product in your explanation)

A   Complete the table below which shows cost data in the short term for Widgets Ltd

B   Using the data, plot the fixed cost, variable cost and total cost incurred when producing widgets

C   Calculate the total cost at output level 45. Shade the appropriate area on your diagram to show the 
proportion of total cost that is fixed and the proportion made up of variable costs   










































































o
so x xx x
so

i
co
o a
todo'uododotodoo

25 us Assume
25 65 VCrises
25 60 85 proportionately

80 105 with25 100 125 output
25 120 145

Initially, total product rises very quickly- each new input is highly productive (because, 
for example, division of labour) and so output rises more quickly than input. Marginal 
output (represented by the slope of the total product curve) rises very quickly - we can 
this increasing marginal returns. However, capital becomes increasingly scarce as we 
add more labour, and so the marginal product of additional factors of production starts 
to fall I.e. diminishing marginal returns. Eventually, the addition of inputs starts to 
significantly slow down the production process and total product starts to fall I.e. 
marginal product becomes negative.



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  2928  Edexcel A Level Economics Diagram Practice Book

3 On the diagram below:
 i)  label the axes
 ii)  label the ATC and AFC curves
 iii) draw an appropriate average variable cost curve
 iv) draw the associated marginal cost curve

v) Explain the reason for the shape of the marginal cost curve

vi) Indicate the range of output over which there are increasing marginal returns

vii) Indicate the range of output over which there are diminishing marginal returns

B   Explain what is meant by the ‘long-run’ in economics

C  On the axes below, draw a series of short-run average cost curves, and their associated long-run 
average cost curve (often known as the ‘envelope curve’)

D   Explain your diagram

Costs

Output

5 Sunny Tomato Sauces Ltd enjoyed the very long hot summer of 2018; their supplier of tomatoes 
reduced their price as a result of a bumper crop  

A   Adapt the diagram that follows to show the change in costs

B   If Sunny Tomato Sauces chooses to operate at the level of output where average cost is minimised, 
 what is the change in their average cost per unit as a result of the sunny weather?  

4 A   Explain what is meant by the ‘short-run’ in economics







































































SRAG

costs MC

µFEi AFCi
outputinc decmarginal marginalreturns returns

Mctacshiftdown
Atleastonefactorofproductionis fixed

ACwill fall The costof tomatoes is a
variablecostso bothACand MC shift

Allfactorsofproductionbecamevariable downward

The shape of the MC curve is determined by the law of diminishing marginal returns. In the short 
run, some factors of production are fixed e.g. capital, so output rises as a result of variable factors 
being added to the production process e.g. labour. To a point, this increases output more quickly 
than the increase in inputs - the marginal product rises and so marginal cost falls (increasing 
marginal returns). However, capital quickly becomes more scarce and so labour becomes 
increasingly less productive than the previous worker - marginal product falls and so marginal cost 
rises. 

The series of short run AC curves reflects an addition to capital I.e. a series of short runs. These 
combine into the long run.
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C   Shade the area showing new total cost

Costs

Output

AC
MC

6 As the cost of collecting rubbish from the streets rises, the Town Council in Dilton has decided to raise 
the rent chargeable on the shops located in Main Street

A   Define the terms ‘fixed cost’ and ‘variable cost’

B   Adapt the cost curves for hairdresser ‘Crowning Glory’ appropriately to reflect this change 

C   Shade the change in total cost if Crowning Glory attempts to minimise its average cost at all times

Costs

Output

AC
MC

7

8

On this short run average cost diagram below, and using different colours / hatchings / shading, 
show the total cost when

On the diagram below, indicate:

A   output is D

A   the range of outputs over which economies of scale are experienced

B   the range of outputs over which diseconomies of scale are experienced

C   the range of outputs over which constant returns to scale are experienced

D  the smallest amount of output that can be made whilst being productively efficient

E   the effect of external economies of scale

B   output is E C   output is F

Costs

Costs

Output

Output

F

F

E

D

D

0

ATC

LRAC
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9 Using the diagram below, explain what is happening for this firm, and give two examples of industries 
that may experience a long run average cost curve of this shape

Costs

Output

LRAC

Example 1

Example Market Structure

Explanation

Example Market Structure

Example 2

Section 4  Revenues and Profits & other objectives
1 For each of the diagrams below, show the position of the marginal revenue curve. Give an example 

of each market structure depicted

Price Price

Quantity Quantity

AR = D

AR = D

2 This question relates to a firm in perfect competition i.e. a price-taking firm

A   On the top set of axes, draw the average revenue and marginal revenue curves for a price-taking firm

B  On the bottom set of axes, draw the associated total revenue curve for a price-taking firm

C   Explain the relationship between the revenue curves shown above

Revenue

Revenue

Output

Output








































































ARMR

constantyfallingAcintheLR Postservicenaturalmonopoly dueto
veryhighfixedbunkcosts

Railtrackpraision
TR

mrsl Priceis constantfor a price taker therefore
AR MR TR will rise at a constant rate

Monopoly perfect competition
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3 This question relates to a price-making firm

A   On the top set of axes, draw the average revenue and marginal revenue curves for a price-making firm

B   On the bottom set of axes, draw the associated total revenue curve for a price-making firm

C   Explain the relationship between the revenue curves above

Ensure that you use the concept of price elasticity of demand in your explanation

Revenue

Revenue

Output

Output

4 A   Complete the diagram below for a price-making firm (such as in monopoly or oligopoly) that is 
 earning supernormal profits

B   Write down the profit maximising condition

C   Shade the area representing the abnormal profit

Costs and
revenue

Output

AR = D = MR

Costs and
revenue

OutputMR

AR = D

5 Complete the diagram below for a perfectly competitive firm that is making normal profit only at 
the profit maximising output i.e. a perfectly competitive firm in the long-run
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6 Not all firms are profit maximisers

A   On the diagram below, indicate the output and price (and any resulting loss or supernormal profit)   
 made by a revenue-maximising firm. Write the revenue-maximising condition here

B  On the diagram below, indicate the output and price (and any resulting loss or supernormal profit) 
made by a firm that aims to maximise sales (i.e. operating at an output level where just normal profit 
is earned). Write the sales-maximising condition here

Costs 
and

revenue

OutputMR

AC

AR

MC

Costs 
and

revenue

Output

AC

AR

MR

MC

C  On the diagram below, indicate the range of output and price (and any resulting loss or supernormal  
 profit) over which a firm is ‘satisficing’

D  For each of the following objectives, try to give two examples of firms that might follow that objective

Costs 
and

revenue

Output

AC

AR

MR

MC

Example 1 Example 2

Revenue Maximising

Profit Maximising

Sales Maximising

Satisficing
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Costs 
and

revenue

Output

AC

AR

MR

MC

7 9The diagram below represents a price-making profit-maximising firm. Adapt the diagram to illustrate 
the impact on i) price ii) output and iii) profit if the firm experiences a fall in demand

A  Write down the condition under which firms will shut down in the short-run

8 A hot chocolate vendor at a Christmas market faces significant competition from other hot chocolate 
vendors. The diagram below represents her profit-maximising business
 i)  Shade the area that corresponds to her total variable costs
 ii)  In a different colour, shade the area that corresponds to her total fixed costs

iii)  The cost of renting her hot drinks cart from the manufacturer increases 20%. Draw your own   
 diagram in the space below to show the impact of this change on i) price ii) output and iii) profit

Costs 
and

revenue

Output

ATC

AFC

AR = MR

MC

B  Adapt the diagram below to show the short-run shut down point for a price-taking firm

C  Write down the condition under which firms will shut down in the long-run

Costs 
and

revenue

Costs 
and

revenue

Output

Output

AVC

AVC

AFC

AFC

ATC

ATC

MC

MC

D Explain why this is a DIFFERENT condition to that in the short-run

E Adapt the diagram below to show the long-run shut down point for a price-taking firm
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Section 5  Market Structures
1 In the double diagram below, show the long run equilibrium position for a perfectly competitive firm 

that has the objective of profit maximising. The diagram has been started for you

Market
price

Market
price

Costs
and

revenue

Costs
and

revenue

Market quantity

Market quantity

Output

Output

AR = MR

AR = MR

2 Using the double diagram below

A   first show a perfectly competitive market, and an individual firm in that market, both in long-run 
 equilibrium, as in question 1 above

B  demonstrate what happens to the individual firm’s position when a significant number of firms 
 leave the market

C  shade any areas of loss or supernormal profit

The Market

The Market

The Individual Firm

The Individual Firm

Market
price

Costs
and

revenue

Market quantity Output

AR = MR

4

3

Walk & Go is a dog-walking service located in Warminster which aims to maximise its profits.  
Within a 15mile radius there are 6 other similar dog-walking services, each offering slightly different 
lengths of walks, giving the owners plenty of choice

Using the double diagram below

A   Briefly outline why Walk & Go most likely operates in a monopolistically competitive market

A   first show a perfectly competitive market, and an individual firm in that market, both in long-run   
 equilibrium, as in questions 1 and 2 on the previous page

B  demonstrate what happens to the individual firm’s position when demand for the output falls in the   
 market

C  shade any areas of loss or supernormal profit

The Market The Individual Firm
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B   Adapt the diagram below to show the long run equilibrium position for Walk and Go

Costs 
and

revenue

Output

AR=D

Costs 
and

revenue

Output

AR=D

MR

MR

C Walk & Go’s owner, James, has bought a new van which is more fuel efficient to use when driving 
 the dogs to their walks

i) Using the diagram below, explain what happens to Walk & Go’s equilibrium position as a result of
 the van purchase

iI) Indicate any areas of supernormal profit or losses made as a result of the changes to fuel efficiency

5

6

Tesco Supermarkets have recently announced a rise in profits due to a successful campaign to win 
back customers from discount supermarkets such as Aldi and Lidl.  Draw an appropriate diagram 
below to show how Tesco has achieved rising profits.  Makes sure that you label the axes, curves, 
and both the old and new areas of profit

EXTENSION QUESTION: Energy4All electricity supplier is suspected of colluding with the other five 
major energy suppliers in the UK.  If this was true, Energy4All will have been given a quota to limit 
the output of electricity it produces for the market. Using the diagram below, illustrate: 

A  how the cartel will operate to set a price and limit output by each cartel member 

B  why Energy4All may have an incentive to cheat on the quota, and   

C  indicate the gains achievable by Energy4All if it does supply more than its collusive quota

Costs
and

revenue 

Costs
and

revenue

Output Output

Industry Energy4All

AR=D

MC
Energy4All

AC
Energy4All
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77 In economics, the theory of the firm suggests that a monopoly firm which is profit maximising is 
allocatively inefficient when compared to a perfectly competitive firm.  This can lead to a welfare 
loss for society. Explain this using the diagrams below

Costs and
revenue

Output

AR=MR=D

Costs 
and

revenue

Output

AR=D

MR

Explanation

8 ABC Cinema charges £9 for a matinee performance of a film, yet charges £15 in the evening for 
the same film and the same seat.  Using the triple diagram below, explain how third-degree price 
discrimination can occur

Costs
and

revenue 

Costs
and

revenue 

Market
price

OutputOutput Market quantity

Diagram 1:
Evening Performance                                          

Diagram 2:
Matinee Performance                                          

Diagram 3:
Whole Market                                         

Explanation

i)   the productively efficient level of output

ii)  the allocatively efficient level of output

i)   the productively efficient level of output

ii)  the allocatively efficient level of output

Costs 
and

revenue

Output

AC

AR
MR

MC

B   Now draw your own diagram to show a perfectly-competitive firm in the long-run. Again, indicate:

9 A   The diagram below shows a price-making firm. Indicate:

Your diagram








































































Demandfor theeveningperformance willbemoreprice
inelasticthanthematineeperformance peopleattendinginan
eveninghavelessflexibility ortimings TheMcis

EEeaiteefouibfTnfnGaafIgesoo.nhis
leadsto hidepores

ACP P iit
c lowestAc

r Ii l mo ARr I
i r i
Q Q Qm an

Allocativeefficiencyoccurswhen P AR MC Thiswill
alwaysoccurin aperfectlycarpetitivetimethatprofit
maximises inamonopolyfirmthoughtheprofitMax i 1outputwhenur MRis belowthe levelofoutputat ii
odourAR MCshowninGREENontherighthanddiagram i

prodAll

Q
Q

cost AC
EE i

a Fe n m

r i i l
i AR i mp MR AR 1

Q outpotMR



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  4746  Edexcel A Level Economics Diagram Practice Book

B   Explain why it is difficult for natural monopoly firms to earn supernormal profit B   Outline what is meant by ‘limit pricing’, in relation to firms operating in a contestable market

D   Draw a diagram on the axes below to illustrate a natural monopoly firm

C   Explain why natural monopoly firms may often be operated by the government in the ‘national 
 interest’, and allowed to operate at the allocatively efficient level of output

C   Indicate the limit price and associated level of output on the diagram below

10 A   Explain what is meant by a firm that has a ‘natural monopoly’ 11 A   Explain what is meant by a contestable market

Costs and
revenue

Output

Costs 
and

revenue

Output

AC

AR
MR

MC
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Section 6  The Labour Market
1 In the two diagrams below, show how the equilibrium wage rate is established in a perfectly 

competitive labour market (left hand box) and in a non-competitive labour market (right hand box)

2 The National Minimum Wage (NMW) is the lowest wage that employers are allowed to pay to their 
workers; it is set as an hourly rate and is set by the Chancellor of the Exchequer in his annual Budget 
speech.  The Real Living Wage, calculated by the Living Wage Foundation, is the minimum hourly 
payment needed by a full-time worker to have a decent standard of living. The government has a 
target to use this Real Living Wage as the NMW per hour for workers aged 25 and over. Demonstrate 
the effect of the Real Living Wage on the diagram below.  Show the effect the Real Living Wage may 
have on employment

Perfectly competitive labour market Non-competitive labour market

Wage 
rate

W1

0 Quantity of labourE1

S for labour

D for labour

Wage 
rate 

D

S

Quantity of Labour

3 There has been significant debate in the UK following the Financial Crisis and Great Recession 
regarding the likely impact of imposing a maximum wage on the earnings of executive board 
members of large organisations such as banks. Illustrate the effect of imposing a maximum wage 
for executive pay using the diagram below

i)   On the axes below, demonstrate the different impact of minimum wages in each case:

4 The impact of minimum wages on unemployment levels depends on the wage elasticity of labour 
demand and supply

Wage 
rate

Quantity of labour

Inelastic labour demand and supply
Wage 

rate

Quantity of labour

Elastic labour demand and supply
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ii)   Give an example of a labour market with relatively wage-inelastic labour demand and supply. 
 Justify your answer

iii)   Give an example of a labour market with relatively wage-elastic labour demand and supply. 
 Justify your answer

Wage 
rate

Quantity of labour

6 Companies such as Amazon increasingly use technology and robots in their packaging and 
distribution warehouses. This is reducing the need for low-skilled labour in these industries. Illustrate 
the impact of this on the labour market diagram below. (Remember to consider the impact on 
elasticity of labour demand/supply as well as possible shifts in labour demand/supply)

Wage 
rate

W

W1

SL

SL1

DL

Quantity of labourQL QL1

Wage 
rate

W

W1

SL

DL
DL1

Quantity of labourQL1 QL

7 For each of the diagrams below, suggest possible reasons for the changes shown:

Possible reasons / scenarios for the change shown:

Possible reasons / scenarios for the change shown:
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A Label this diagram showing the Circular Flow of Income

Section 1  National Income and macroeconomic   
 equilibrium

MAcroeconomics

1 The Circular Flow of Income

B List 3 injections to the circular flow and 3 withdrawals from the circular flow

C Use the information below to 

i) calculate the balance of injections and withdrawals

ii)  state whether the Circular Flow will expand or contract: 

Data:
 s� )MPORTS�a��BN
� s� %XPORTS�a��BN
� s� 4OTAL�TAXATION�a���BN
� s� 3AVINGS�a��BN
� s� 'OVERNMENT�SPENDING�a���BN
� s� "USINESS�)NVESTMENT�a��BN

Injections Withdrawals 

For each of the scenarios given below, add to/adapt the diagram to show the likely impact on the UK’s 
aggregate demand curve

2 Aggregate Demand

Price 
level

Real GDP

AD AD

Y1

P1

Price 
level

Real GDPY1

P1

A   An increase in the rate of income tax B An increase in the amount received by 
 recipients of Job Seeker’s Allowance (JSA)

Households

£

£

Firms
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Exports Imports
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Refute withdrawals_56 250 50 13564 increase
world exports
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For each of the scenarios given below, add to/adapt the diagram to show the likely impact on the UK’s 
short-run aggregate supply or long-run aggregate supply curve

3 Aggregate Supply – the Neoclassical perspective

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

G   A weakening of the UK Pound on the foreign  
 exchange markets

K   An improvement in the quality of UK exports,  
 resulting in an improvement in net exports

E   An increase in the real GDP per capita  
 in the EU and the US

I   A rise in the household savings ratio, as  
 workers feel less confident about future 
 job prospects

C   An increase in business confidence

H A fall in the rate of corporation tax levied  
 on business profits

L A fall in access to credit for small 
 businesses

F The government decides to fund more spending  
 on infrastructure by raising the rate of VAT

J An increase in the general price level in the  
 economy

D A fall in average house prices

AD AD

AD AD

AD AD

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

Price 
level

Real GDPY1

P1

AD AD

AD AD

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

A   An increase in the rate of VAT to 22% B An improvement in the technology used 
 by UK firms
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General
price 
level

General
price 
level

LRAS

LRAS

SRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

C   A significant fall in the price of oil

E   An announcement in the government’s Annual  
 Budget stating that there will be a large  
 increase in the spending on apprenticeships

D A weakening of the UK Pound on the foreign
 exchange markets

F An increase in inwards FDI

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

G   An increase in the National Living Wage Rate H Negative net migration of skilled labour

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

I   An improvement in the productivity of the  
 UK’s workforce

K   Reduction in the ready availability of business  
 credit from the UK’s banking sector, following  
 profit warnings from many retailers

J Greater government support for new 
 businesses, such as reduction in red-tape
 involved in setting up a business, and lower  
 corporation tax rates for new start-ups

L A reduction in the business rates payable  
 to local councils

LRASGeneral
price 
level SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

M   Widespread flooding in winters and increased  
 drought in summers, due to climate change

N A narrowing of house prices between UK  
 regions, resulting in improved labour mobility








































































seas

JHS flats

f f f f

y y up f



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  5958  Edexcel A Level Economics Diagram Practice Book

General
price 
level

LRAS

SRAS

Real GDP

General
price 
level

LRAS

SRAS

Real GDP

Using a Keynesian AD/AS diagram, show how net migration might affect the price level and amount 
of real GDP produced

Now represent the same scenario on a Neoclassical AD/AS diagram

Real GDP

SRAS

General
price  
level

P

Y

LRAS

AD

Outline 3 key differences between Keynesian and Neoclassical perspectives on the macroeconomy

4 Keynesian versus Neoclassical perspectives

Using a Keynesian AD/AS diagram, show how rising government spending on infrastructure will 
affect the price level and amount of real GDP produced

5 Keynesian AS curves

1

2

3

Here are two diagrams, showing the PPF and the Aggregate Supply for an economy

6 PPFs and aggregate supply

O   An ageing population, causing a shrinking 
 in the population of working age

P Introduction of more free-market policies 
 including increased privatisation and further  
 deregulation

Real GDP

General
price level AS

AD

Real GDP

General
price  
level

AS

AD

Consumer goods

Capital
goods

Real GDP

Price  
level

P1

Y1

AS1

AD1
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A   On both diagrams, show an increase in potential long-run GDP growth

B   On both diagrams, show increase in actual short-run GDP growth

C   Suppose that the PPF and LRAS have shifted out due to a change in net migration. 
 Explain the nature of that change (i.e. emigration, immigration etc)

In this Keynesian AD/AS diagram, the initial macroeconomic equilibrium is at point ‘X’. For each of the 
changes to the economy described below the diagram, select the new equilibrium point. N.b. Each time, 
you should start from the original equilibrium point X

7 Macroeconomic equilibrium

Real GDP

Price
level

A
X

E

G

B

AS2
AS1

AS3

AD3
AD1AD2

C

H
D

F

A reduction in business rates

New equilibrium point:                                                                                                                                            

A reduction in the value of imports

New equilibrium point:                                                                                                                                            

A fall in the level of consumer confidence

New equilibrium point:                                                                                                                                            

A simultaneous increase in the rate of VAT and a reduction in government spending on defence

New equilibrium point:                                                                                                                                            

Widespread investment in R&D brings new technology into use for the economy

New equilibrium point:                                                                                                                                            

An increase in the basic rate of income tax, and a fall in the oil price

New equilibrium point:                                                                                                                                            

8 The Multiplier

A Explain what is meant by the multiplier process:

C Outline factors that would cause the multiplier in an economy to be high

B Give the multiplier formula:
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D Draw a Keynesian AD/AS diagram to show the effect of an increase in government spending on 
 infrastructure projects such as improved public transport in the North-East of England. Write a short 
 explanation of the changes shown in your diagram in the space provided below

Explanation

E Draw a Keynesian AD/AS diagram to show the effect of decrease of inward foreign direct investment 
 in the UK due to concerns about Brexit deal. Write a short explanation of the changes on your 
 diagram in the space provided below

Explanation

F   On this AD/AS diagram, show and explain 
 why an increase in AD will lead to a large 
 multiplier effect

G On this AD/AS diagram, show and explain 
 why an increase in AD will lead to a small 
 multiplier effect

Y

AD

AS

Real GDP

General 
price 
level

P

Y

AD

AS

Real GDP

General 
price 
level

P

Explanation Explanation
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9 The Economic Cycle and Output Gaps

On this diagram of the Economic Cycle, label positive and negative output gaps

Draw the following diagrams relating to output gaps.
A Neoclassical (monetarist) AD/AS diagram representing a positive output gap:

Real
GDP Actual GDP growth

Trend rate  
of growth

Time

A Neoclassical (monetarist) AD/AS diagram representing a negative output gap

A Keynesian AD/AS diagram representing a negative output gap
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What is the difference between a ‘slump’ and a ‘recession’?

What is the difference between a ‘recovery’ and a ‘boom’?

Label each of these events A to G on the Economic Cycle diagram below, at the stage that they are most 
likely to occur:

A   Builders decide to delay the construction of new homes

B  Reports that the number of job vacancies is rising

C  Home delivered pizza becomes more popular

E  Rising business class air revenues boost profits of leading airlines

F  McDonald’s holds prices despite a rise in ingredient costs

D The Office for National Statistics announces a fall in size of the trade deficit due to a reduction in imports

Real
GDP Actual GDP growth

Trend rate  
of growth

Time

10 The Neoclassical automatic adjustment mechanism

The diagram below shows a Neoclassical (monetarist) AD/AS diagram, following an increase in 
government spending. Adapt the diagram to show how the economy adjusts back to the full-employment 
level of output, according to Neoclassical economists. Explain the adjustment process in the space 
provided

AD1

AD

LRAS

SRAS

Real GDPY1Yfe

General  
price 
level

P1

P

Explanation

The diagram below shows a Neoclassical (monetarist) AD/AS diagram, following a decrease in
government spending. Adapt the diagram to show how the economy adjusts back to the full-employment 
level of output, according to Neoclassical economists. Explain the adjustment process in the space 
provided

AD1 AD

LRAS

SRAS

Real GDPY1 Yfe

General  
price 
level

P1

P

Explanation

Explain why Keynesian economists believe that the economy is NOT self-adjusting:








































































Recession 2 consecutivequartersofnegative
economicgrowth

Slump moreserious prolonged l e a deeper
fall in GDP at least09

Recoveryusing GPP re positivegrowth rate 72
Althoughprobablystill belowtrendgrowth
rates A boomsuggestsgraetnis above
the trend growth rate

There candeasilybe debate about theseanswers SEAS

E pz
KAB

F ED

At Y1 the economy has a positive output 
gap. Factors of production e.g. labour 
have high bargaining power because 
they are in high demand. This causes a 
rise in production costs in turn causing a 
decrease in SRAS.

At Y1 the economy has a negative 
output gap. Factors of production e.g. 
labour have low bargaining power 
because they are in low demand. This 
causes a fall in production costs in turn 
causing an increase in SRAS.

Keynesians believe that wages are sticky downward I.e. will not adjust automatically. This 
means that labour markets do not clear or adjust and so unemployment may persist.
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Section 2  Macroeconomic objectives
1 Cyclical unemployment

AD1

AD2

AS

Real GDPY1Y2

Price 
level

P1

P2

D for 
labour 1

D for 
labour 2

S of 
labour

Hours workedE1E2

Hourly 
wage 

rate

W1

W2

A   Explain why the shift in the AD/AS diagram (above left) may result in the shift shown in the labour 
 market diagram (above right) 

B   Draw an Economic Cycle (trend) diagram. On your diagram, indicate the position on the cycle that 
 would match the two equilibrium points P1Y1 and P2Y2 on the AD/AS diagram above

C   Identify four possible causes of the shift from AD1 to AD2

A   Draw a labour market diagram to show the impact of an increase in the National Living Wage

B   On your diagram above, indicate the increase in real-wage unemployment that results from the 
 higher wage rate

2 National Minimum Wage causing real wage unemployment

C   Explain the possible economic effects on consumers, workers and businesses of an increase in the 
 National Living Wage Rate

Consumers

Workers

Businesses
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D   Draw an AD/AS diagram to represent the impact of an increase in the National Living Wage rate on 
 the economy

3 Types of unemployment

A   Draw an AD/AS diagram that helps to 
 illustrate cyclical (i.e. demand-deficient) 
 unemployment

C   Draw an AD/AS diagram to show the likely 
 impact on the economy of an increase in net 
 immigration of skilled workers

B Draw an AD/AS diagram that helps to show 
 the impact of long-term structural 
 unemployment, as the skill-level and 
 motivation of the unemployed decreases

D Draw an AD/AS diagram to show the likely 
 impact on the economy of rising economic 
 inactivity rates

Real GDP

General 
price 
level

Real GDP

General 
price 
level

Real GDP

General 
price 
level

Real GDP

General 
price 
level

E   Explain what is meant by real-wage inflexibility

A   Indicate the Natural Rate of Unemployment on this diagram 

4 The natural rate of unemployment

Labour force

D for labour

S of labour

EmploymentE1 E2

Real 
wage 

rate

W1

B Explain why the people who are potential workers, represented by that gap, would not be included 
 in either the Claimant Count or the Labour Force Survey measures of unemployment  
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C List 5 policies that the government might use to try to narrow this gap

5 Inflation

According to this diagram, what was the 
approximate rate of inflation in:
A Early 1997

B Late 2009 

Nominal GDP Growth

Real GDP Growth
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15

Nominal GDP vs Real GDP

C Distinguish between deflation, disinflation, inflation and accelerating inflation

D Draw an AD/AS diagram in the space below, to show the likely impact on the economy of an 
 increase in the money supply

Real GDP

General 
Price 
Level

6 Inflation and Deflation

Study the four diagrams below. Then allocate each of them one of the titles from the list below:
� s� $EMAND�PULL�INmATION
� s� #OST�PUSH�INmATION
� s� .ATURAL��hBENIGNv	�DEmATION
� s� 4HREATENING��hMALIGNv	�DEmATION

AD1

AD2

AS1

Real GDPY2 Y1

Price 
level

P1

P2

AD1

AD2

AS1

Real GDPY2Y1

Price 
level

P1

P2
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Taxincentives for the 2nd earner in afairly
lame I iEEEE5

i l
i l AD

I 8 9

22 1270 1070
Threatening DemandDulldeflation inflation

Deflation - falling average price level i.e. negative inflation 

Disinflation- falling inflation I.e. prices rising but less quickly 

Inflation - rising average price level 

Accelerating inflation - price level is rising increasingly quickly 
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AD1

AS2

AS1

Real GDPY1 Y2

Price 
level

P1

P2

AD1

AS2

AS1

Real GDPY2 Y1

Price 
level

P1

P2

C Represent the same trade-off between unemployment and inflation on an AD/AS diagram in the 
 space below:

B On your diagram above, label two positions:
  1 U1W1 = low wage inflation of 2% and high unemployment at 8%
  2 U2W2 = high wage inflation of 8% and low unemployment of 2%

A In the space below, draw a diagram to show the trade-off between inflation and unemployment 
 i.e. a short-run Phillips curve. Remember to show ‘Wage Inflation %’ on the vertical axis and 
 ‘Unemployment %’ on the horizontal axis

7 The Short-run Phillips Curves

D How might knowledge of the Phillips curve / the trade-off between unemployment and inflation be 
 used by the government to help decide on macroeconomic policy?

E EXTENSION QUESTION: Add a second curve (i.e. another short-run Phillips curve) to your original
 Phillips curve diagram to show what will happen if workers come to expect a higher rate of inflation,  
 as happened in the UK in the mid-1970s








































































Natural
Deflation CostPush

Inflation
Price ASlevel

1
AD

Real
GDP

wageinflation
2

NS

ae aEIEetsEEEEs EEt7EI'm
1
srpc same time
Unemployment



NOT LICENSED FOR REPRODUCTION - PLEASE DO NOT COPY THIS BOOKLET   www.tutor2u.net  7776  Edexcel A Level Economics Diagram Practice Book

8. Short-run and Long-run Phillips CurvesSection 3  Financial markets and monetary policy
8. Short-run and Long-run Phillips Curves1 Monetary policy transmission mechanism

A The monetary policy transmission mechanism can demonstrate the links and relationships between 
 changes in the base rate of interest (“Bank Rate”), and the price level and level of output in an economy.    
 Complete the following transmission mechanism diagram using the terms in the boxes below 

Increase in 
output Increase

in inflation

Commercial banks 
reduce their savings 

interest rates

Investment 
banks reduce their 

interest rates

ER falls Savings falls

Base rate falls

Investment rises

AD risesHot money  
flows out

Commercial banks 
reduce their 

mortgage rates

Consumption
 rises

Exports

Imports
Borrowing

Discretionary 
income

B Adapt the AD/AS diagrams below to show the effects of each of the suggested changes to 
 monetary policy

Real GDP

Real GDP

Real GDP

Real GDP

Real GDP

Real GDP

General
price 
level

General
price 
level

General
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price 
level
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P

P

P

P

P

P

i)   An increase in the base rate of interest 
 set by the Central Bank

iii)  The use of foreign exchange reserves to buy 
 the domestic currency in order to engineer 
 an increase in its value

v)   The government introduces a Funding for  
 Lending scheme, in which small businesses  
 find it easier to gain access to credit from banks

ii) Greater use of asset purchases (Quantitative  
 Easing) by the Central Bank in response to 
 falling confidence

iv) The use of Forward Guidance to indicate to 
 businesses and households that interest rates  
 are unlikely to rise further in the next 12 months

vi) The government decides to reduce the supply 
 of narrow money in the economy

Base rate 
falls
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2 EXTENSION QUESTION: Determination of interest rates in money markets

C Suggest 3 factors that would likely cause the demand for money in an economy to increase

It is assumed in economics that the supply of money is determinedly exogenously (outside of this model) 
by the government and therefore when we draw the supply of money against interest rates, it is perfectly 
interest inelastic.  The demand for money follows the normal law of demand:  as the ‘price’ of money (the 
interest rate) rises, then demand for money falls.

Using the diagrams below:
 a Complete and fully label the diagram to show an equilibrium interest rate of 3%
 b A decrease in the demand for money amid fears of uncertainty in the economy, causing the
  equilibrium interest rate to fall to 2%

A   An interest rate of 3% B A decrease in the demand for money amid
 fears of uncertainty in the economy causing
 the interest rate to fall to 2%

Interest 
rate

Qty of money

3%

Interest 
rate

Qty of money

2%

3%

D What will happen to the equilibrium rate of interest if the money supply increases? Explain your answer

F Distinguish between narrow money and broad money

E Outline the main factors considered by a Central Bank such as the Bank of England when deciding on its 
 base rate of interest

A Outline the main roles of financial markets

8. Short-run and Long-run Phillips Curves3 The equity market

B  Explain what is meant by an ‘equity market’ (i.e. a market for shares)

C  Outline other possible sources of finance that a business could use in order to fund investment / growth
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4 Market failure in the financial sector

B Draw a diagram below to represent the market for mortgages in the UK. Illustrate the impact on this  
 market if those wanting to take out mortgages are not completely honest with bank managers   
 about their ability to afford the mortgage repayments

B On a foreign exchange market diagram, illustrate the impact on the market if currency speculators   
 believe that the currency is likely to fall in value in the near future1 A Explain, in the context of financial markets, what is meant by asymmetric information

3 A  Explain what is meant by ‘speculation’

B Draw a diagram in the space provided below, to show the existence and impact of negative 
 externalities in the market for payday loans, such as those provided by companies such as Wonga

2 A Explain, in the context of financial markets, what is meant by a negative externality

B On a housing market diagram, show how a house-price bubble might occur

4 A Explain what is meant by a house-price bubble

Price of 
Shares

Price of 
Shares

Qty of Shares Qty of Shares

D   Draw a diagram to show the impact on the 
 share prices of a large firm if it announces  
 a profit warning, following lower-than-
 expected sales in the Christmas period

E Draw a diagram to show the immediate 
 impact on the share prices of a large firm if 
 it decides to issue more shares in order to 
 fund expansion
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A Rise in government spending on computer skills for apprentices

B Fall in the size of the government budget deficit

C Fall in National Insurance contributions paid by employees

D Fall in government spending on infrastructure

E Increase in the size of the government budget surplus

F Decrease in the rate of VAT

G Increase in excise duties charged on fuel

H A boost to spending on transport due to increased use of public-private partnerships and PFI deals

I A fall in the rate of corporation tax

J Increased spending by the government on repaying the national debt to overseas investors

K The government collects more tax revenue from high-earners and redistributes that amount to 
 low-earners

8. Short-run and Long-run Phillips Curves1 Fiscal policy and AD/AS

Match the following headings to the most appropriate diagram below. There may be more than one 
heading for some diagrams!

Section 4  Fiscal policy and supply side policies

Headings: Headings:

L Tax breaks for firms providing inwards foreign direct investment 8. Short-run and Long-run Phillips Curves2 EXTENSION QUESTION: Fiscal Policy and Crowding Out

A Add a second ‘Demand for Loanable 
Funds’ curve to this diagram to show what 
happens if the government decides to 
increase its budget deficit

B Explain what is meant by crowding out

C Explain how this diagram could be used 
 to illustrate why (financial) crowding out   
 might occur

Real
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P
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P
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P
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Headings:
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8. Short-run and Long-run Phillips Curves3 The Laffer Curve

Total tax 
reveue

Tax rate

Wage
 rate

Quantity of labour

iii) Draw a Labour Market diagram on the axes below to illustrate the effect that you have described above

i) Draw and fully label a Laffer Curve diagram on the axes below. Don’t forget to indicate the 
 “optimal tax rate”!

ii) What effect might an increase in the rate of income tax have on the Supply Curve for Labour? 

iv) Distinguish between regressive taxes, proportional taxes, and progressive taxes

i) Distinguish between a cyclical budget deficit and a structural budget deficit

ii) Draw a trend diagram to represent the economic cycle, on the axes provided below

8. Short-run and Long-run Phillips Curves4 Cyclical budget deficits and surpluses

v) To what extent does the Laffer Curve suggest that income tax rates should become more progressive?

Real 
GDP

Time

iii) Indicate the periods in which the economy has a positive output gap and when the economy has a
 negative output gap

iv) Indicate the periods in which the government will have a cyclical budget deficit and when the 
 government will have a cyclical budget surplus

v) Explain the difference between automatic stabilisers and discretionary fiscal policy
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Regressive: take a larger % of income of the poor, whereas progressive taxes take a larger 
% of income from the rich. Proportional taxes take an identical % of income regardless of 
income.

Up to the optimal tax rate T* thenit makes sense for those on higher income to pay a higher 
rate of tax. However beyond T* the higher tax rate acts as a disincentive to work, and 
encourages tax evasion/avoidance, so there is little merit in raising tax beyond this point.

A cyclical budget deficit occurs automatically in a recession, because tax revenue automatically 
declines and government spending automatically rises. The deficit should automatically be 
corrected when the economy starts to grow. However, a structural budget deficit is a result of 
discretionary fiscal policy in which the government persistently spends too much no matter the 
state of the economy.

Automatic stabilisers occur automatically with the economic cycle rather than because of 
deliberate/ specific changes to government policy. Discretionary policy is a deliberate change 
e.g. change in the tax rate.
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A Distinguish between supply-side policies and supply-side improvements

B Distinguish between free-market supply-side policies and interventionist supply-side policies

C Give 3 examples of free-market supply-side policies

D Give 3 examples of interventionist supply-side policies

8. Short-run and Long-run Phillips Curves5 Supply side polices

K On the economic cycle diagram below, show how supply side policies might affect the trend  
 rate of growth

Real
GDP Actual GDP growth

Trend rate  
of growth

Time

E Label this diagram to show the 
 macroeconomic equilibrium

F Illustrate an appropriate shift on the 
diagram to show what may happen if the 
government increases its spending on 
retraining structurally unemployed persons

G Explain what may happen to the equilibrium 
 price level of output over a period of 10 years

H Draw and label this diagram to show how an 
improvement in broadband speeds in rural 
areas will likely impact the economy

I Illustrate an appropriate shift on the 
diagram to show what may happen if 
confidence falls significantly in the post-
Brexit period

J Explain why not all supply side policies 
 have positive effects on the economy

 

 

L Some demand-side fiscal policies
 also have supply-side effects. Give an   
 example of such a policy, and show the 
 effect of such a policy on the AD/AS   
 diagram to the right
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level

Real GDPY
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A SSP is a deliberate policy/action taken by the government to improve the productive potential 
of the economy. A SSI is not a deliberate policy, but instead something that occurs intrinsically 
in the economy to improve the supply side - it can originate in he private sector. 

Free market SSPS involve less government intervention e.g. deregulation, increased openness 
to trade, privatisation etc. They can be inexpensive and can occur quite quickly. Interventionist 
policies involve Moore government spending/involvement in the economy.
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M  Some supply-side policies require no 
government spending. Give an example 
of such a policy, and show the effect of 
such a policy on the AD/AS diagram to 
the right

Section 5  The international economy
1 Comparative Advantage and Opportunity Cost

This diagram shows the production possibilities of two countries, Narnia and LaLa Land, each of 
which uses all available resources to make two products, ice cream or teddy bears

A Does either country have Absolute Advantage?  
 Explain your answer

B If Narnia chooses to make 1,000 more teddy bears, 
 what is the opportunity cost of that output decision?

C If LaLa Land decides to make another 300 litres of 
 ice cream, what is the opportunity cost of that decision?

D Does either country have a comparative advantage 
 in either product? Explain your answer

The production possibilities diagram below shows the possible combinations of food and clothing 
that can be produced by Economy X and Economy Y

E Calculate the opportunity cost in Economy X of i) producing food and ii) producing clothing

F Calculate the opportunity cost in Economy Y of i) producing food and ii) producing clothing

G Which country has a comparative advantage in the production of food?

Clothing 
(items)

800 Economy X

Economy Y

600

3000 5000 Food (kg)

General 
price level

Real GDPY

AS

AD

P

H Which country has a comparative advantage in the production of clothing?

I Does either country have an absolute advantage?

J EXTENSION QUESTION: what is the range of terms of trade in which these 2 countries will trade with each other?

 
Example:

Ice cream 
(litres)

Lala Land

Narnia

1500

1000

750

500

2000 2500 4000 5000
Teddy bears

Deregulationof the
transportindustry p I

l
Y

i 3.25kgfood
ii o 27 items ofcloning

i 8.33kgfood
ii o 12 itemsofclothing

y
Lakelandcanproducemore zsocitiesof icecreamofeverything

No

1000teddybears Narniahasa lowerappcostin
producingicecream Catalano Anywherebetween3.75kgt 833kgoffoodperitem
inteddybears narniahascomp ofdoingaau in icecreamc cacaoin

teddybears
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In the space below, draw your own production possibilities diagram to represent two economies. Each 
economy produces both vehicles and paper. Economy S has a comparative advantage in production of 
vehicles. Economy T has a comparative advantage in production of paper. Neither country has an absolute 
advantage. Choose your own numbers to make this scenario work on your diagram!

Vehicles

Paper

2 EXTENSION QUESTION: Trade and Tariffs 

The USA has imposed tariffs of 25% on imports of steel from China and the EU.  The diagram below 
shows the impact of that tariff on the market for steel in the US. Study the diagram and then answer 
the questions that follow

What does each of the following areas on the diagram represent?

1 a + b

2 c + f

3 h + i + j + k

4 a + b + c + d + e + f

5 d + e

6 d + e + i + j

7 G

8 Pe x Qe

9 Pw+T x Q4

Price

Pe

Q1 Q3 Qe Q4 Q2 Quantity

Pw+T

Pw

a b
c

d e
f

k D (Domestic)

S (Domestic)

S (World)

S (World + tariff)

g
h i j

Additionaldomesticproducersurplus afterthetariff
5 Anynumbers are

acceptable that
indicate stilor Deadweightwelfareloss after the tariffrelativeslopes

Revenueto overseas producersbeforethetariff
T

Lossofconsumersurplusafter the tariff

Revenueto domesticgovt post tariff

Total aurant spelt ar M after the tastt

Totalcostof domesticproduction beforethe tariff

Thedauestic Marat edm with no trade
Total revenue in this case

Totalspending on thegoodafter the tariff
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3 EXTENSION QUESTION: Trade and Quotas

This diagram shows the market for sweatshirts, with a quota being imposed to limit imports to 2 million 
units. Before the imposition of the quota, the equilibrium price was £8; after the quota the equilibrium 
rises to £10

4 EXTENSION QUESTION: Trade and Subsidies

This diagram shows a market in which the product can be produced domestically, but only for £10 
each. This domestic price is much higher than the price of imports, at £6 each

Price
(£)

2 5 Quantity
(millions)

10

6

a

b c d

e
f

x

D (Domestic)

S (Domestic)

S (World)

g h

8

Make some detailed notes about the economic effects on each of these stakeholders:

Consumers

Domestic producers

Global producers (importers)

i) domestic consumer surplus

ii) domestic producer surplus

iii) the volume of imports

A Describe the areas on the diagram that represent 

B Add a new Domestic Supply curve to show the effect of a government subsidy of £2 per unit paid to 
 domestic producers

C On the diagram, shade in the total amount of subsidy that the government will pay to the industry

Price
(£)

2 4 6 Quantity
(millions)

10

8

a b

c
d e

D (Domestic)

S (Domestic)

S (World)

S (World) with quota

f g h i

8

St subsidy
i
Jez

Pricecases 2 e consumer surely
feeds them a t b t C t d

productionrisesfrom 2mF 4M e
andproducersuplosrisesby tfm

8M Zm Gon
Initialrevenue g th t i
new revenue d th
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5 Freely-floating exchange rates For each of the scenarios given below, illustrate the effect on the exchange rate diagram.

F An increase in interest rates in other, stable  
 economies

H A worsening of the trade deficit as UK households 
 buy more goods and services from the US and EU

G An increase in speculation AGAINST the £, as 
 currency traders expect the value of the £ to fall

I An increase in inwards FDI (i.e. long-term  
 capital flows) to the UK economy

S

S

S

S

D

D

D

D

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

A Label this diagram to show how a floating exchange rate is determined in the foreign exchange market

B Illustrate an appropriate shift on the diagram to show what may happen if the central bank of the 
 country decides to raise the base rate of interest

C Give 2 other possible factors that could cause the same shift / movement on the diagram

D Distinguish between an appreciation and a depreciation

E Explain what may happen to the current account of the balance of payments, ceteris paribus, 
 as a result of the change shown

J A rise in the value of UK exports as the UK  
 government agrees new trade agreements  
 with North American economies

K Currency traders sell £s as they seek to buy  
 the Japanese Yen, which they believe is going  
 to appreciate in the near future

S S

D D

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

Price of £ 
(exch. rate)

E

Quantity of  
currency

Q

gate
S

El in a

s

ei
i iD sQ Q

q q ag
carvery

C
speculation bueequethattheceemergwttnte.in E lp
Increaseinsoles expats I

Q Q

Appreciation'uanincreaseinthecurvercybvalue
againstones

Depreciation a decreaseinthecurverg's value

El
fubeecomweyarfgeaettefffeyaddemoea.denhYeL e I
Valeelofaetexpatssowasendgcionert i s
accountdeficit Q Q
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6 The exchange rate and trade

A In the space provided, draw an AD/AS diagram to show how an appreciating exchange rate might affect 
 an economy that has a surplus on its current account of the balance of payments

C In the space provided, draw an AD/AS diagram to show how a depreciating exchange rate might affect 
 an economy with a deficit on its current account of the balance of payments

E In the space provided, draw an AD/AS diagram that shows the likely impact on an economy that is 
 experiencing an improvement in its terms of trade index

B Name two economies for which this might be the case

D Name two economies for which this might be the case

F Give 2 reasons why an economy might experience an improvement in its terms of trade

7 National income and the balance of trade

A Draw an AD/AS diagram and show the equilibrium levels of Real National Output and the Price Level

B Add a line or curve to the diagram to show the likely effect of an increase in inwards Foreign Direct   
 Investment

C Which account on the Balance of Payments would be directly affected, following this increase in   
 inward Foreign Direct Investment? Explain your answer

Price
price levelwe

f LXII
i i GDP
c

Y Y realGDP
RisingDfarexports
Removalof tarts

nexerands China
German

pale
weed

enemy tp i YY RealGDPi

Y 41RealGDP

UK Financialaccount longtermcapitalflaws
USA
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G One method that governments can use to reduce a trade deficit is to implement “expenditure-reducing  
 policies”. This type of policy aims to reduce household income, so that households spend less on
 imports. Draw an AD/AS diagram in the space below to show the effect of an expenditure-reducing   
 policy on the economy

H Governments can also use supply-side policies to reduce a trade deficit. Explain, giving at least one 
 example, how supply-side policies may reduce an economy’s trade deficit

I  Draw an AD/AS diagram in the space below to show the effect of supply-side policies intended to reduce 
  a trade deficit

E Add a line or curve to the diagram to show the likely effect of a recession in one of the main export   
 markets for the economy depicted

F Which account on the Balance of Payments would be directly affected, as a result of this recession 
 in one of the economy’s main export markets? Explain your answer

D Draw an AD/AS diagram and show the equilibrium levels of Real National Output and the Price Level

A Distinguish between fixed exchange rate systems and floating exchange rate systems

8 Fixed exchange rates

B Suggest possible reasons why a government may want its currency to devalue (i.e. fall) against other 
 currencies

C One way in a government / central bank can cause its currency to be devalued is to increase its 
 purchase of foreign currency. Using an exchange rate diagram, explain how this process works

ExplanationDiagram

Pace AS Pore
level

t t 1Y Y RealGDP Tx RealaDP

Fixedvalueofcurrencyagainstothersfixed at apredetainedcurrentaccous via theBalanceoftrade ratebythegat it ismaintainedbythegait atthatrate
Floating valueofthecurrencydeterminedbyDts intheforeignexchangemaker

marepacecompetitive expats whichcaredstimulate
Ppk AD
well

a zC
improvedtransportinfrastructurecaredoreanceproduction
costs of rawmaterials finishedproducts improvingintenahael
pacecompetitiveness as wee as maeayiteasierforfinished egg
productsto reach pats transporthubs carvery
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D Another way in which a government / central bank can cause its currency to be devalued is to reduce 
 domestic interest rates, in order to attract less hot money. Using an exchange rate diagram, explain 
 how this process works

ExplanationDiagram

E Sometimes, a government may want its currency to be stronger relative to other currencies. 
 Outline the reasons why this might be the case

9 The J-curve

A Label this diagram, which shows the possible effects of a change in the exchange rate on the balance  
 of trade, over time

F One way in which a government / central bank can cause a revaluation of its currency is to sell its 
 foreign currency reserves. Using an exchange rate diagram, explain how this process works

ExplanationDiagram

B According to economic theory, do you think that this country’s exchange rate has appreciated or 
 depreciated? Explain your answer

C Under what circumstances may the effect shown here not happen?

fiche S Few overseasinvestors Trade
were wait to put their Balance

Ef FIEIEEIEI.EE o vacuumdemon
meI needto buyas muchof i

of thecurrency
carvery

Causesimpairsto be relativelycheaper
cacedbe raw materials capital Depreciated the trade balance ultimatelycould be essentialitems eg foodImedicine improves so there are more X and fewer M

Thereisinitiallya timelagduetoinelasticPED

IfDemand for X and M is relativelypure
elastic ever in the short runtM S Foreignorneryreservesrate are sold in orderto

f g

but done and

D
amery
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Section 6  Inequality and Developing Economies
1 EXTENSION QUESTION: Kuznets curve

A A Kuznets curve plots GNI per capita along the x-axis and inequality (usually using the Gini coefficient) 
on the y-axis. Draw the relevant axes in the space below:

2 The Lorenz Curve

B On your axes above, now draw a Kuznets curve. A Kuznets curve suggests that inequality often rises 
during a phase of rapid industrialisation and urbanisation but there may come a point when increased 
welfare provision, progressive taxes and more balanced income growth across industries might lead to 
a fall in overall inequality at higher per capita incomes

A Explain the meaning of the ‘Line of Equality’ across the middle of the diagram

C Carry out research to find a list that ranks countries by their Gini coefficient and find:

B What does the Lorenz curve illustrate?

i) one country in the lowest 10%
ii) one country just below the middle of the ranking
iii) one country just above the middle of the ranking
iv) one country in the highest 10%; and finally
v) indicate the likely position of each of those countries on the curve that you have drawn

100%

0%
Richest

Households by Income - Quintile Distribution

The diagram shows a Lorenz Curve

Cumulative 
% of Income

Poorest

A

B

Line of Equality

Lorenz Curve

C EXTENSION QUESTION: with reference to the labelling of areas shown on this graph, what is the formula 
 for calculating the Gini Coefficient?

D Using a different colour pen or pencil, add a second Lorenz curve to this diagram to show an economy 
 with greater inequality than the one currently shown

E Using another different colour pen or pencil, add a third Lorenz curve to this diagram to show the 
 impact of more progressive income tax rates

inequality

wind

nl
Perfectlyequaldistributionofincome re

quad Tw everyonehasexactlythe same income
percapita

Thedistributionof income

A
At B

students
own Pinklineresearch

Blueline
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3 4The Harrod-Domar model of development Factors influencing growth and development

Complete the labelling of this diagram showing the Harrod-Domar model

Low GDP 
Growth

Low ?

Low ?Low ?

Which constraints on Growth and Development can be illustrated by using this model?

Add to the diagram to show how an injection of aid may help to overcome this constraint, and explain 
that effect of that aid on a country such as Honduras or Rwanda.
Explanation:

A Many developing countries are 
 highly dependent on primary 
 products. Using your knowledge 
 of price elasticity of demand 
 and price elasticity of supply, 
 use a demand and supply 
 diagram to show why increasing 
 specialisation in primary products
 can cause falling revenue in 
 developing countries

B Using the axes to the right, 
 explain why commodities often 
 have highly volatile prices

Price of 
primary 

products

Quantity of primary products

Price of 
commodities

Quantity of commodities

C In the space below, explain why  
 capital flight might occur in a  
 developing economy. Then, on
 the axes to the right, show the
 effect of this on the economy of 
 a developing economy

General 
price level

P

Real GDPY

AD

AS

S
ing

income Pp gq
ininalrevenue it

QQ

Low Low
investment savingsAid

injectimeD
Poorfinancialinfrastructure
Lawconfidencein financialmarkets

Aidcan raiseinvestment i e build
capitalstock
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D On the PPF, illustrate the effect 
 of poor education and skill levels
 of the working-age population in 
 a developing economy

Capital
goods

Consumer oods

Notes
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