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·we]corne back to econonucs and you r second year of A-level study. At the start of n1y 
AQ~ AS Economics textbook r stated that my most ·important objective is ito help you 
achieve the highest possible examination grades. 

However,, [ have a second olbjective:, natnely t,o turn you into a good econo,misL fn an 
important sense, n1y t\\lO objectives come togeth,er a t A2. To achieve the highest A* 
grade for the overa.11 A-level (AS + A2) you have tai be a good erono111ist. The A~ grade 
r 1equj res a 1nark of 90% at A2, together with a Enark of 80% for the whole AS and A2 
course. In future years,, top-rated universities such as Can1bridgeJ Oxford, the London 
School of Econon1ics, Bristol and Warwick are likely to require A* grades rather than 
the basic A grade that was the h ighest on offer before 2010. 

Of course~ most students end up earning grades th.at fall SOi]ne way short . . of A*+ My 
books a re meant fo.r all A.QA economics students" and ai1n to help you to gain high 
rather than low grades in all your ec1onomics exan1s. To help you to get the most out of 
your studies, I have included extens,iion mat1eria l in 1nost of the chapters of the book. 
This goes beyond the imrnied.iate d1e1n.ands of th·e A-lev1el specilicalion, introducing you 
to new theories and to developm1ents of existing theories. There are lso many case 
studie,s in the book. These en.able you to link theory to up-to-date events taki.ng place 
in the UI< and the international econon1y. 

synoptlclty 
I have tried 10 present A2 economics as a coherent whole, buHding on what you Jearnt 
at AS. Wherever possible~ I have avoided unnecessary repetition of n1aterjal you learnt 
a year ago at AS. Hoivever~ do re1nember that the A2 exa1n papers are synoptic. To 
prepare for the synoptic nature of the q uestio.ns,, .make· sure· you note the 'W hat you 
should already kno1w' section at the beginning of each chapter (apart fro111 Chapter l). 

Synop,ticity 1neans that questions in an A2 exa1nination paper require reference 
to knowledge and economic theory from one or n1ore of the other AS or A2 units. 
Syn.opti,city n1ay be v1ertical, horizontal or diagonal. A Unit 3 examination quesUon 
is v1ertically synoptic \~rhen. it tests knowledge learnt in Unit l. T\:vo examples of 

such subjects are supply and demand and elasHc[ty. Likewise, a UnJt 4 examination 
question testing kno-tvledge learnt in Unit 2 is vertically synoptic. ExatTiples Include 
n .at i.onal income lh1e multiplier and AD/AS analysis. 

Horizonta l synopticjt y re·quires the appHcat.ion o( a macroeconoin,ic concept or theory· 

rrom Unit 4 to a microecono.mics questi.on i n the Unit 3 exa1nination (or vice versa). For 
example a question on poverty (in Unit 3) could test knowledge of ho\v fiscal policy 
(a Uni'l 4 topic) n1ay reduce poverty. Diagoina] synopticity requires the use of UnH 2 
1nacroeconomic terms a.nd concepts to ans\.ver a micr1oecono1nics Unit 3 question or 
the use of microeconomics knowledge from Unit 1 to answer a Unit 4 question. 



MovJng up 
Much of the subject n1atter of u ·nit 31 Business econoinics. and the distribution of 

lncon1e1 differs significantly from the content of Unit l. Markets and 1narket failure. 
A.s the Unit l title indicates~ .AS microeconomics focuses on h.ow a c 1ompetitive ]narket 
functions; and on the various causes of n1arket failure .. By contrast A2 n1icroecono1nics 

concentrates 1nuch more on businesses and how they behave~ Of course, supply and 
de1na11d and thie market mechanisn1 do figure in A2 microeconon1ics but in the 
context off labour markets rather than the product or goods n1arkets covered in Unit I. 

T'he coverage of market f aHure in Unit 3 encompasses but develops fu rt.her al 1 that you 
learnt about this to1pic at AS. 

Unit 4~ The national and internalional economy, is rather different. Many of the Unit 2 
National economy topics you studied a year ago at AS are equally as im.portant at A2. 
These topics include· mac.ro,econ.orn ic policy objectives such as economic growth~ iu] I 

employ1nent and control of inflation., together ,~ith the main types of macroeconomic 
policy, n1.onetary poHcy,. fiscal policy and supply-side po.Ucy. :Most important of al l is 

the aggregate demand/aggregate supply (ADf AS) 1nacroecon.omic 1nodeL This is the 
key theoretical model in both AS and A2 macroeconomics. You don;;t need to learn 
much n1ore about the AD/AS mode] at A2, over and above what you learnt at AS. The 
n1ain difference is that A2 exam questions:, particularly ,essay quesHons1 require a 
greater depth of .analysis togetl1,er with more sophisticated evaluation of the issues 
posed by the question. 

Both the Unit 2 and Unit 4 specifications focus on the nationa] econon1y+ The 1nain 

add-on in Unit 4 is 'the international economy. This develops your understanding of the 
balance of pay1nents and exchange rates that you first encountered at AS but adds on 
hnportant international topics such a.s trade theory and globaHsation. 

Background knowledge 

The AQA economics specificaUon requires candidates to 'acquire a good knov.rledge 
of trends and develop1nents in the econolny which have taken place during the past 
10 years and also have an awareness 1of earlier events where this belps to give r,ecent 

d.eve lop men ts a 1 o nger tenn pers pee live'. With this in n1 i nd, L li r m.Jy be Heve t har 

stud1ents benefit f1om a basic knowledge of econon1ic history and of different schools 
of econo1nic thought, such as Keynesianism and monetarism. Where I think it helps, I 
have adopted a historical apprioach, parUcularly in the· explanation of ]nacroeconomic 
topics such eas theories of inflation and unemployment, and [n the 1lvay monetary 
policy1 fiscal policy and supply-side economics have dev1eloped over the years. 

Usl g this book 
Special features 
The text contains severa l special features design,ed. to aid your understanding of the 
concepts and exan1ination techniques required by AQA: 

• Learning outco1nes: a list of the inte·nded learning outcon1es is given at the 
beginning of each chapter. These are closely linked to the specification. 

-

Fore\fiiord 



• What you s,hould already k.now: these notes will remind you of the n1aterial you 
learnt at AS to help you prepare for the synoptic nature of fl1e exam questions. 

• Key terms: the key te:rn1s boxes provid1e d1efinitions of important economic tierms 
or concepts relevant to the topi1cs in the chapter and mentioned in the AQA A2 
specification. A Hst of the key t,er1ns is also provided at the ,end of each unit 
Exa1n tips: these explain how the chapter content is re]evant to the A2 examinationsT 
In so111e instances~ these highlight the presence of useful background inforn1ation 
in the text, designed to increase your depth of knowledge and understanding. FuU 
]narks for a question can be earned ·without tl1tis background inforn1ation, but it 
supp,orts your knowledge. 
Case studies: the case studies come with [ollo\v-up questions which will help you 
l.o ana1yse, evaluate and improve you r exam ans,vers. 
Synoptic links: these give examples of subjects where you can ap_p]y knowledge 
and econon1ic theory from one or more of the other AS and A2 units. 
Sun1maries: these appear at the end of each chapter and wiH help you to focus 
your rev1s1on. 

Exaim~s-tyle questions 
At the end of each chapter! apart from Chapter 1, there are four exatn-style questions. 
Two of the ietuestions, carrying 15 n1arks in each case~ are in the style of the first part 
of an essay question~ The third a nd fourth questions, carr y.ing 25 marks~ resemble the 
rinaJ parts of a 1context data-respons,e question or an essay question+ 

The Unit 1 and ·unit 2 exains at AS did not include essay questionsJ so at the beginning 
of the A2 cours1e9 you may .not be used to \Vritin g extended essays over 45 minutes. 
Essay writing requires practice. pa.rticularly in the higher-level skills, of economic 
ana]ysis and evaluationi wh jch account for 44% of the total marks at A2 (as against 
40% at AS). 

Al data-response questions also differ fro1n those you encountered at AS. At A2 they 
are context questions,, wl1ich relate to, the ilnpact on the UK economy of eve11ts ta.king 
place in the European Union (the EU context) or the wider international econorny (the 
global context). 

Online resources 
Extra resources to help you revise are available online at www.hodderplus.eo.uk/philipallan. 
These include Powerfoints with advice on exa1n technique~ and additional extension 
.1naterial t,o help yo,u deveJop your A2 skills and gain the h~ghest possible grades. 

U now remains for you 10 use this book to become an even better economjst than 
you \Vere at the end of the AS course and to pass youT .A2 exams with flying colours. 
1 wi.sh you every success. 

RayPowe'll 
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In the foreword of my AQA AS ,Economics textbook I stated that two of my main objectives 
in writing the book were for you to do well in the exams and for you to become a good 
economist. I want students to be capable of readlng newspapers fruitfully to find out 
more about how economies wor~<. and of conversing intelligently with both economists 
and non-economists about economic issues and government poliicies. ll1is objective 
underlies all the chapters in this book. but as the title indirates~ especiaJ1ly this chapter . 
•••••••••••••• •••••• •••••••••••••••• ••••••••••••• •• •••••••••••••••• •••••••••••• ••••••••••••••••••••••• •••••• ••••• 

i)[ iA.~·N_i N~'.·,o.trtc.o·l'ii Es·, 
·.'. - - • - --· ~ ·-= 

Thrs chapter V!Jill: 
• remind you of the nature and lmportance of ,economic models 

advise on understanding and interpretiing economic statistrcs 
exptain why irt FS important to draw g1raphs accurate1y 
question whether government statistics are always accurate 
discuss the fntierpretation and use of economic poUcy and psrtormance indlcators 

i l Ii I 

The A1QA specification tor A.2 states that: L,Candidates should be able to recognise both 
the value and limitations of econon1 ir 
models as a means of explaining and 
evaluating the conduct and perforn1a nee 
of fir1ns in the real world. They should 
be able to evaluate econornjc 1nodels in 
written~ numeri.cal and graphica] forn1s.' 

economi,c model: a small1-scaJe 
rieplica of real-world phenomena., 

Model-building is one of the 1n ost important analy tical techniques used by econonrists . 
. Much of the· econom ic theory you lear nt last year at AS and \\' il l continue to ]earn this 
year cientres around the use of economic models. At a microeconomic l1eve], econo1mic 
mode,Is ar,e used to try to explain the economic behaviour of the individuals and 
firms that make up the econonly., Last year,, you learnt about the suppil y a nd demand 
model of a particular 1naJ'ket in the econon1yj such as the market for strawberries or 
the market for automobiles. TI1is year, a large part of your microeconomic studies 
,viH focus on the theory of the fi rn1 in the context of business econon1ics~ You will 
also re-visit the supply and d1emand 1nodeL but in the context of th,e Jabow· market. 

Economic models are also a t the centre of macroeconomic theory. The two n1ain 
rna.croeconomic n1,odels you learnt last year were the circula r flow model and the 
aggregate dem.and /aggregate s upply (AD/AS) model. T'h·e AD/AS modeJ is just as 
important at Al as it is at AS. You ,von't need to learn much mi0r1e about the rnodel 
itself this year than you learnt ]ast year. Hov,tever,. A2 exam questions are more 

AOA A2 Economics 



t o to t con1e n even better economist 

demanding than AS questions1 so your main task will be to apply what you a] rieady 
kno\~J' in greater depth and breadth than was the case last year. 

CASE STUDY 1.1 

The Phillips machine: a Heath Robinson economic model 
Heath Robinson was a cartoonist andi illustrator:i who 
became famous for his drawings 1of eccentric machines. 
The label 'Heath R.obinsori~ is now used to describe any 
quirky, complex and impJausible machine or contraption. 

The Phillips machine has been described as 1'a Heath 
Robinson device at its finest'. 

A wonderful thing is a. PhiUips machine 
In the Meade Room in the Dept of Applied Economics of 

Cambridge Univers1ty stands a Phillips machine, a device 
so cunni n.g and ~n genious that it can predict the running 

of "tie national economy to Vvithin 4% accuracy. And all by 
means of pipes and bucketsi tricklrng with pink~coloured 
water~ powered by a pump scavenged from the landing 
g,ear of a Lancaster bomber. It is a hydraulic computer. 

invented by Bill Phillips. 
AJlan MdRobie, at CUED said ~The 1machine is 

absolutely brilliant. We all know that engineers shou Id 

have a knowledge of economics, but Ph1illips made an 
enormous contribution and showed that economists 
could learn mudh from engineer,ing. • 

Source: Issue 12 of Enginuity, 2003. The full articte can l>e seen at: ~ w~ -g.en9.cam.ac.uklerigl11ulty 

Later in the A2 course, in Chapter 17 and in the context of inflation and unen1ployn1ent1 
you wiH learn abo1ut an hnportant part of n1acroe1co1101nic theory called the Phillips 
curv . The curve is nan1,ed after Professor BHl P']liHips, a New Zealand ,engineer 
\.Vl10 becam.e an economi.st, and ]ater professor of statistics al the, London School of 
Economics. Nine years before 1958 when PhUHps published a paper \.Vhich introduced 
the fa1nous PhiHips cu rve, he designed a.nd bui]t the Phillips machine. This 
machine wh ich is described in Case Study 1.1,. is an example of a 111acroeconomic 
mode]j a lbeit a rather unusual one. Complex modern economic modelsj such as the 
Treasury model used by the governn1ent to forecast changes in the UK econom,y, 
are driven by computers. Ho\i\rever1 the PhiUips machine:> wh ich preadated most of 
the deve]opn1ents in co1nputer technology, \\ras essentially a contraption of buckets 
and pipes around which pink fluid flnwed, depicting tbe circular flow of incon1e or 
n1oney around tl1e e,cono1ny. 

l o I 
A n1odel is a smal1-scale replica of real-\ivorld phenonJJena, often incorporating a 
nu1nber of simplifications. An econon1ic n1odel simplifies the real world in such .a 
,vay that the essential features of an econon1ic relationship or set of relationships are 
explained using diagra1ns, words and often algebra~ Models are used by econo1nists, 
first to understand and explain the working of the economy and second, to predict 
\l\7hat 1night happen in the (uture. The ultimate purpose of 1nodel-buHding is to 
d,erive predictio,ns about economic behavi.our, such as t.h.e prediction of den1and 
theory that demand will incr,ease when prjce faUs. 

The main. econornic 1nod,els you studied at AS are listed in the top half of TabLe 1.1. 
[n a siini]ar way) the bottom half of the table lists models not in the AS co,urse, but 
\vhich feature strongly in the A2 cou rse. N-ote that rather mo.re, nevv models ,are 

lntrod uction 



included in A2 microecono1nics, than are in A2 macroeci0nomics. This dnes not 
mean there is less to learn wh.,en studying Unit 4~ raU1:er H means that much of .A2 
macroeconomics sitnply develops w ith gre.ate.r depth t111e circular flow and AD/ AS 
1node]s you ea me across at AS. 

t b le 1.1 Economic models at AS and at A2 

AS models 

IM icro I Macr-01 

Supply and demand model Circul'ar flow model 

i----.iiiiiiiiiiiiiii--iiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiii- 1 Aggregate demand/aggregate suppty model 

A2 models 

Micro 
Theory of the firm: 
• Perfect oompetition model 
• MonopoJy mode1 

OHgopoly model 
• Game theory models 

Laibour mar,ket m odeJs: 
• Monopsony model 

' 

Macro, 
Aggregate demand/aggregat,e supply model 
Phillips ou1rvie model 
lnternati on al trade model 

For AS candidates , the specification advises: 'Candidates should be familiar 
with the various types of statistical and other data which are commonly used by 
econon1ists. For exa1nple, they should be able to interpre,t data presented in tl1e 
forLn of index nun1b,ers.' Obviously, this advice is just as relevant at A2. Ho\vever, 
the A2 sp,ecification goes on to add: ··Candidates shou]d be able to interpret different 
types of econonJic data such as the Human Development Index, and use then1 to 
compare the living standards of the residents of different countries .. They should 
be ab]e to discuss the limitations of u sing such data to arrive al conc]usions. And 
in the context of inflation7 the advice is: ·candidates should have an understanding 
of how indle x nun1bers are calculated and used to rn-easure changes in the price 
level. 1 Alth ough a detailed technical knovvledge is not expected of indices such as 
the retai] prices index (RPI) and cons u1ner prices index (CPI),, candidates should 
have an awareness of the underlying ·features: for exa1nple,. the Living Costs .and 
Food Survey (LiCFl the concept ot U1e 1a.verage family \ th e basket o,f goods .and 
se,rvices and weighting. 

I 
UnJike university econon1ics A-level economics n1akes few mathematical 
den1and.s o,n its students. The n1ain skills you w iH have to develop in the context 
of econon1ic data are identification of relations hips, descI"iptionJ compa r is.on 
and explanation., 

AOA A2 Economics 



t o to t con1e n even better economist 

The demands on your skills at A2 are no differ·ent from thos 1e you applied when 
answering AS questions last year. So in this sens,e you don1't have to becom,e 
an even better economist at A2 in order t ,01 score m.ore marks in your handling of 
economic data. Also, al the beginning of your A2 course, you should be t miliar 
,vith economic data presented in index numbers, for example the retail prices 
inde·x (RPI) and the consu1ner prices index (CPI), together with the t,vo n1ain 
n1easures of unen1ployn1ent the claimant count and the Labour Force Survey 
(LFS) n1easure. Likewise,. y1our AS studies should have provided you with an 
understanding of the dif f erenc,e between data pr,e.sented in real and 110111inal (or 
money) forms. 

[f you have forgotte11 somre or all of the above1 you wiH be \V1ell advised to 
buy or get y,our school to buy, the A2 Stud1ent Unit Guides for AQ1A economics, 
also pubHshed by Philip AUan Updates, in which I explain, and give p]enty of 
exa1nples o,f,. the statistical data that are likely to be in the Unit 3 and Unit 4. data­
response questions~ 

Governn1ent statistics, often dra\vn f ron1 the Office for . ational Statis'tics. (O S)> 
are used i.n most A2 (and AS) data-response questions. The ONS provides up­
to-date infortnation oin a range oif macro,economic variables;> includi ng output, 
eco,nomic growth,. employment, unrernp]oyment, wages, pricesJ the inflation rate 
and trade figures . Untn quite recently, H was gene.r JJ}r agreed that over the 
ye rs, there had been . genera] improvem,ent in the guaHty of information about 
the 1economy av Hable to p0Ucy-n1 kers. In recent y·ears~ hovveveri a nun1ber of 
\Vorries have en1erged about the accuracy rof ONS statistics. M,ervyn King the 
previous governor of the Bank of England, has ]1inted that the effectiveness 
of n1oneta.ry poHcy has been .adverse]y affected by possible inaccuracy in the 
une1npioyn1ent and population figures. In July 2004 the headline of a news story 
in the Independent was 'Go,v,ernnlent statisticians lo1s e 60 ,OOO people in latest 0 1 S 
gaffe'. 1Concern has also beren expressed about an a]]eged creeping privatisation 
of the production of official statistics. There has been a considerable increase in 
the extent to which data ana]yses paid for by public funds have been outsourced 
to private co111panies whose analyses are available only to those wno pay. At the 
sa1ne time, cutbacks at the 10NS ]ed to a loss of over 700 fuU-time jobs between 
2004 and March 2008. 

CASE STUDY 1.2 

Lies, damn.ed lies an,d tati tic 
Official! statistics are datat 'produced by government for 
government', which have alvvays been subject to polirtical 

inte~rence. Many official statisUcs are used selectively to 
support public policies and the positions of those in power. 

lntrod uction 

This can especially be seen w~th unem ptoymem 
statistics. These have been manipulated by officials in 

order to produce figures which are more acceptable to 
1he government of the day. For example, between 1980 



and '1991 the de,f inition of unemployment was altered 

more than 20 times and! each t,ime the unemplo)'iment 
figure shrank. At the time an opposition MP asked in 
Parliament: 1Now that the govemm,ent has succeeded in 
getting the unemp:1,oyment statistics downi can it tell us 
when unemployment is g,oing to come down?· 

Even when not misustng official statistics, politictans 
sometimes use dodgy data drawn from other sources to 
back up their opinions. In a famous case in May 2013. 
education minister ·Michael Gov,e wrote an article jn the 

Daily Mail about the· failure of tihe education syste.m 1in 
teaching1 historical facts, Gove wrote: '1Survey after 
survey has revealed disturbing historical ignorance, w1th 
one t,eenager in five believing W inston Churchill was 
a fictional character whUe 59 per cent think Sherlock 
Holmes was reat' Gov,e, based his claims on a handfiul 

o1 PR surveys, i ncl udin g polls by Premier I 11 n .and the 
Sea Cadets. 

Orig1inal'ly the Department o,f Education could only 

find one surveythai backed up Gove's views. The survey, 
commissioned by TV 1Gold in May 2008, asked! all ag,es, 

not jiu st teenagers, about supposed hlstor,ical events. The 
survey itself contained inaccuracies, for example claim fn g1 
that 12o/o of people thou:ght Lady Godilva did exist when 
she was a fictional character. While the famous legend of 

Lady Godtva riding through the town of Cov,entry naked 
has not been proven1 the woman herself did exist. 

After further prompting, the Department came up 
with a second list of surveys. They quoted a Premier Inn 
survey in which chitdren apparently believed Delia Smith, 

Folllow .. up questions 

Michael Gove 

Jerry Hall and Camilla Duchess of Cornwall were among 
Henry Vlll's wives, whilre Wimam Shakespeare was the 
chairman of the BBC. However a glance at the hotel 
company's findings suggests 1hat teenagers we~e taking 
the micke,y out of the survey at Premier Inn's expense. 

Tristram Hunt MP,, Labour~s shadow education 

minister, sJarnmed the education secre1ary's use of 
surveys. saying: 'Any good historian wm ten you that i,t is 

cniticaJ to base your anaJysis on multiple, credible sources. 
Befor,e he rushes to judgment about young people, 
Micha-ef Gove shoufd make sure he has researohQd the 
evidence thoroughly. Othe1Wise he risks coming across 

as Mr Sloppy. 1 

1 The publication by government of inaccurate statistics may result from conspiracy or it may result from 
incompetence or ~cock-up·. Explain the difference between a 'conspiracy theory'' and a 11cock-up' 1heory. 

2 Try and find other ,examples of the inaccurate publication of statistics by governments .. 

C 
At AS, you should have got plenty of practice in drawing supply and de1nand 
diagran1s and Enarginal cost and benefit dia.gra1ns (for ·unit 1) and AD/AS 
diagra1ns (for Unit 2). At A2~ supply and demand diagran1s are still needed, but 
largely i. n the context of the Jabour market (in Unit 3) and tbe foreign ex,change 
m.arkel for a currency (in Unit 4). Hovvever, you 111ust also lea rn to draw 
coinpletely new graphs. For Unit 3 (Business economics and the distribution of 

AOA A2 Economics 



t o to t con1e n even better economist 

inc,01ne) it is extr 1emely important to learn and practise drawing graphs which 
shov1 costsJ rev,enues and profit in the different market structures of p rfect 
c ,o,mpetiti,on1 monopoly and oligop,o ly. You m.ay a]so have to1 plot cost curves 
or revenue cu rves from a table of data presented in an exa m question. Labo,ur 
market diagran1s are also important, particularly those relating to the supply 
of labour, and to p ,erfectly competitive labour markets and monopsony labour 
n1arkets* (Monopso1iy 1neans a single buyer in a n1arlket. v,,1hereas monopoly is a 
single seller in a 1narket.) 

Fortunately,, the diagJan1s you learnt a t AS to show the 1narket failures of negative 
and positive exfernalitiesl and demerit goods and n1erit goodsJ do:n't needl addling 
to for Unit 3. Likewise, the ADYAS diagra1n s learnt for Unit 2 are quite sufficient for 
answering Unit 4 (The national and international ec,ono1ny) questions. In both these 
cases the diagran1s yo,u learnt al AS don··t really ne·ed any further deveL,op1nent. 
The main differ,en.c,e is that at A2> you w.ill be applying the diagrams in ,a_ more 
sophisticated wayi so as to display the 'higner order' skills of analysis and evaluation 
in answers of greater depth and breadth. 

As is the case with Unit 3 new diagrams have to be ]earnt for Unit 4. ·Perhaps 
the most in1portant set of ne,.v diagrams relate to Phillips curve analysis (see 
Case Studly I. I) J which brings together relationships between u nempl,oyn1ent aud 
inflation at A2. 

Many students who underachieve in economics exat11s appear to rote learn diagran1s, 
\.Vitl1out understandin.g how the graphs they draw are co·nstructed.. u ·suall y this 
means that the unfortunate student makes n11.slak s ,1vhen drawing f.ro1n me1nory .a 
c1omp]icated diagram in an exam answer. To prevent this happening) you r teacher 
has probably gone !through th e b~ilding blocks of the diagram wl1en first 'leaching 
you the diagram. In this situation, provkling you have understood '"' hat you r teacher 
bas said you have a greater chance of properly understanding the diagra1n and its 
mechanics, vvhich in turn 111eans you are less likely to n1.ake ntistakes ,vhen drawing 
the diagram in exan1 conditions. 

In the later chapters of this book,, I have used the bui lding-block approach to 
explain h o\v each ne\v diagram is constructed. However, ther,e is a danger here. 
[ t is seldom if ever relevant to explain to the examiner all of the buUding blocks 
of a diagra1n . . [f you do this'.! your ans,ver \iVill drift into irrelevancy and waste 
valuable examinaUon time* [nstead you should draliv the finished diagram, and 
then get on with lh e job of using it as a v isua I aid in a dd ressing the issue posed 
by the question. 

Remember als10 the good habits yo,u J ea rnt at AS,, na .. mely la be] H n g a.xes and 
curves accurately, dra,ving horizontal and vertical coordinates, explaining the 
short-hand you are usi11g, (such as AD1 for aggregate demand) and drawing 
diagran1s of a reasonable size. If you cantl re1nember a diagran1, and if its 
inclusion is not necessary for your ans,,rer, th.en if in dou bt, leave ou t1. 

lntrod uction 



However]] if a question expliciUy requires a diagra1n , one lnust b ,e drawn. Don' t 
unnec,essarily repeat the same diagram in an answ,er1 but re1nelnber that relevant 
diagrams make it easier for 1examiners to r,ead your answers. Examiners a.re put off 
by pages of turgid textt unbroken either by new pa ragr~phs or by diagrams~ 

n 

To be,co1ne an even be't.ter econornist1 you should develop an understanding of the 
.1neaning o{ and the dif ferenc,e betweenJ economic policy indicators and economic 
p,erfo,rma nee indicators. 

A polic 1 indicator (such as fhe money 
supply) p.rovides policy-makers with 
.information about the recent success or 
lack of success in achieving the target set 
for a particular type of econo111ic policy 
such ,as monetary policy or fisca] policy. 
P,oilicy indicators also provide infor1nation 
about ,vhether current po1iiey is on cours1e 
to hit the future target set for the stated 
po]ic:y. 

KEY TERMS 

policy indicator: provides 

information about whether a 

particular policy is on oou rse to 
achieve a destred policy objective. 

performance indicator! provides 

information about what is happening 
in the economy. 

Perfor inane indicators are much the same as policy indicatorsJ though they 
tend to be 1nore general and are n 10L necessarily focused 10n a particu]ar type 
of econom.ic policy such as monetary policy or fisc 1} policy. Perform_ nee 
indicators, such as information about labour productivity and productivity 
gaps, can a]so be used to con1pare the perforni,ance of the UK economy \Vith 
that of con1petitor countries. 

Performance indicators can be divided into, lead and lag indicators~ Lead indicators 
provide in£orrnation about the future state of the econon1y (sten11ning fro1u the ,vay 
p 1enple are currently for1ning their expectations). Surveys of consumer and business 
confidence and investment intentions indicat,e the existenc,e of a fe,e[-good or feel­
bad factor and provide information about the likely state of aggregate de1nand ,a few 
months ahead~ Statistics for house-building starts and the number of people who 
have booked expensive summer 10:r ski i.ng 
holidays sev,eral 1nonths jn adv nee a]so 
provide information about future spending, 
while data on commodity and input prices 
can signal future eh an ge s in reta i1 price 
inflation .. 

By contrast., lag indicator'<.! pro1vide infor­
.1na.tion about past economic perforrnance 
andl tl1e extent to vr1hich policy objectives 

KEY TERMS 

lead indicator: provides 
information about the likely future 
state of the economy. 

llag indicator: provides information 

about past events that have already 
taken pl1ace in the economy. 
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such as econo1nic growth a.n.d control of inUation have bee11 achieved. Data on 
the tevel of GDPI and current and recent einploy1nent and unempli0ym.ent figures 
are examples of Lag indicators that provide information about current and recent 
e1cono1nic perf or ma nee. 

The usefulness of a perfornlance indicator depends of course on ivhethe·r 
it provides accurate infor111ation about the s'tate of the econon1y. Likewise, 
a po Hey indicator is only useful if it provides accurate information about a 
variable relevant to .achieving the policy,s objective(s). Perforn1a nce and policy 
indicators are~ however, ahuost al\\rays presented in the fornri of statistical 
data". e.g. une1nployn1ent and growt]1 figures in the case of lagged indic.a tors, 
and proje·ctjons abol1lt the nun1ber of house-buHdi ng starts in the case of lead 
indicators. Tbe accuracy of the information provided by p ,erfor1nance and policy 
indicators is thus highly dependent on the accuracy of the statistics available from 
the governmen'l and oth1er sources. 

CASE STUDY 1.3 

Davi Smith' skip index and other conf dence indica or 
Every Sunday Dav,id Smith~ the Economics Editor of the 
Sunday Times, writes an Economic Outlook coJurnn~ 
which I' thoroughly recommend you to read 1if you want to 
become a good economist. (You don't have to buy the 
Sunday Times; highlights of the Economic Outlook column 
can be accessed on David Smith~s ECONOMICS. UK.COM 
website on the internet) 

A few years ago, David Sm~th came up with the idea 
of a ~skip index', as an informat lead indicat or of what 
m,ight happen to the economy in the future. However. 
the accuracy of a skip index can be questioned. Wh11e 
an increase in the number of buil:der's skips might 
miean people are more attluen1 and spending the 
mioney on their houses, it might arso mean that people 
cannot afford to move but their family is still growing 
and therefore they have to upgrade thek house. A 
1scaffolding index1 might suffer from the sarn,e p:roblem 
as a skip index 

Another possibility is a 1crane index'. llt is a way to 
gauge prosperity by counting the cranes on the urban 
skytine. However, it is also possible to turn a crane i ndax 
on its head. An increase in the number of tower cranes 

F1ollow-up question 

A tcrane index' ~s a way to. gau·ge prospenity by counting the 
cranes on the urban skyline 

may indrcate over-expansion or over-confidenoe -
not necessarily econom1ic grow1th. Another confidence 
indica1or is frequency of receipt of unsolicited letters from 
estate agents. cl·aimfng for ,examp!e that a 'M'r Jones' is 
desperate to buy a house in your road if you'll just give the 
agent a call. 

can you think of any other thtngs that could be used to gauge the state of consumer or business oonfidence in the 
economy? 

lntrod uction 
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Understanding and applying economic models lies at the heart of becom,ing am even better 
economist 
An economic 1model is a small-scale r1ep1i,ca of real-world phenomena. 
At AS, you learnt about t he supply and demand mods!, the circular flow model and the 

AD/AS model. 
AS models remain important at A2, but new models also· need to be feamed. 
The models of perfect competition, monopoly, o ligopoly and the labour market are 
important A2. microeconomic models. 

TheADt4S model remains important at A2, and needs relatively little further devefopm.ent. 
The Phillips curve model and the international t rade, model are new macro models at A2. 
At A2 as at AS. it is important to understand and apply a range of economic statistics. 
Yo,u should not always rely on the accuracy of UK government statistics. 
Poorly drawn graphs contribute to under-achievement in exams. 
At A2 as at jjS, it is important to understand and appl'y economic policy and performance 
indicators. 
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In 1925. American President Calvin Coolidge allegedly said 'The bus~ness of America 
is business'. This quote, true or not, serves to introduce the notion that businesses are 
central to modern economies. !Business economics covers some of the most important 
topics in the Unit 3 specification. Toils chapter provides an introcluctory survey of the 
different topics included in business economics. 

····························~·······························~· ····-· ········-············ ···~················~·-· 

This chapter VtJill:: 
provide an introduction 1o the theory of the fi~m 

• explain the meaning of industrial policy 
address the question: what is a business? 
describe the diffen;Jnt types of business Jn the UK today 

The bul ding locks of busl ess econ m·cs 
.At the heart of business economics is a body of theory that economists call the 
tl1eory of U1e firm. The theory of the firn1 coin.prises a nun1ber of theoretical buildjng 
blocks> 1~rhich are-: 
• Production theory 

Cost theory 
• Revenue theory and market structure 
• Profit maximisation in perfectly competitive and monopoly n1arket structures 
• Using efficiency and \velfare criteria lo evaluate the good and bad features of 

perfect competition and 111onopoly 
• Applying these criteria to evaluate a third m arket structure: oligopoly 

Business econon1ics also includes a number of other topics. These are: how and 
\\rhy finn.s grow; the divorce between ownership and control; busine,ss objectives 
other than profit maxi111i.sation;, and the governn1ent1s industrial poHcy in areas 
such as the O\iV'nersh[p of businesses f private ownership versus public o\vnership), 
co1npetiHon policy and the r 1egulation or deregulation of industries ]narkets and 
business behaviouL 

traducing p oduct·on theory 
Figure l. l in.trod uces the links between 
the first four of the build·ing blocks that 
rnake up the theory of the firn1~ At the 
top of the chart i.s production theory. As 
I explain in the next chapter production 

KEY TERM 

production: a process or set of 

processes that oonverts inputs into 
outputs. 
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is sin1ply a pro1cess or set of processes that conv,ert inputs into1 outputs. 
Production theory divjdes into short-run productio,n theory and long­
run production tl'u:1:ory* The key concept in short~run productio1n theory 
\\rhich is shown alo,ng the upper left-hand flo,w arrow in Figure 2.1, is 
the law of diminislLing re'lurns (which is also known as the law o·f 
dimi.Jtishing n1arginal produc'tivity). The law· explains ,vhat happens 
to output when n1ore and n1ore labour is added to the fixed capital 
en1ployed by a business. The key concept in long-run production theory 
(]ocated along the upper right-hand arrow in Figure 2.1) is returns. to 
s,caJe. Here there are three possibilities: increasing reLurns to scale+ 

KEY TERIMS 

short run: the time period in 
wh,ch at least one factor of 
production is fixed. 

long run: the time period in 
which the scale of all factors of 

production can be changed. 

decreasing r,eturns to scale; and constant returns to s,cale. For exa1npie~ increasing 
returns to scale depict a situation in w hi.eh output increases at a faster rate than 
total inputs when the scale of all the factors of production employed by the firm 
. 
tncreases. 

Production theory I 
St; o rt-run p,oductio n theory· =)I I _ Long-run production theory 

Short-run cost theory I I Long-run cost theory 

----=----...--=-)~ L(___.-------

1 Revenue theory I 

lrnperf ect corn petition 
Peltect 

comipet~ Uon 
... Ol'igopoly , .,,. ,..., 

Pure 
monopoly 

.,. 
.. Applying efficiency and we!fare ,c11lterla .... 

to ,evaluate market structures 

In reducing cost heo y 

.... 

The, vertical flo,.v Hnes located belo\v t11e s,J1ort-run and lo1ng-run production the,ory 
bo,xes in Figure 2.1 show· ho·\iv cost curves (and cost the,ory) ar e derived from short­

and long-run production theory. The left-hand a:rrow ] inks short-run production 

theory (and the la\-v of diminish ing returns) to short-run cost curves. Likewise, the 
right-hand arrow depicts the Hnk between long-run production theory (and re,turns 
to scale) and long-run cost curves. 

Fig e 2.1 The building 
blocks of the theory of the 
firm 

[n exan1ination ans\vers, students often c,onfuse production theory with cost 
theory,. The in1portant difference to note is tJ1at production theory does not 
include any [nention of the, tnoney costs that a business incurs when it changes 

EXAM T ll 'P 

the l,evel of output it produces. In contrast> as the nan1e itself indicates, cost 
theory is aU about money costs of production. 

Unit 3 Business economics and the distribution of income 

Make sure you don't 
confuse cost theory 
witn production theory. 



EXAM TliP' 

Production theory and cost theory are, howeverl related. As I explain in the next 
chapter, the hnpact of the law of dilninishing returns (short-run p.roducti,on theory) 
leads to1 an increase in a firm's shortsrun marginal costs of production, and thence 
to the 'U, shape of the average cost of production curve. 

Likewise increasing returns to scale followed by decreasing returns to sca]e ea.use a 
finn's long-run average cost curve .a]so to have 'U' shape, though other assumptions 
about the nature of returns to scale lead to other shapes for the long-run average 
cost curve. Falling long-run average costs are known as econon1ies of scale., whereas 
rising long-run average costs show diseco11on1ies of scale. 

I troducing revenu th ory and arket structure 

Make sure, you don't 

confuse revenue with 
returns (as in production 
theory). 

Besides confusing production theory with cost theory; another comn1on trap 
that students faU into when ]earning about the theory of the firm centres 
on the two words; returns and revenue. The word ~returns~, as in the law of 
diminishing returns and returns to scale, refers to the units of output such as 
cars or TV sets that a firm produces. By contrast1 revenue (or sales rev,enue) 
is the .money a firm earns when selling its output 

EXAM TliP' 

The nature of a firm's sales revenue depends on the c,ompetitiveness of the market 
structure in v,., hich the finn sells its ,output. H,ere) there are two extremes which are 
shown at opposite ends of the double-headed arro,v drawn to\.va.rds the botto]n of 
Figure 2.1. The h,vo extren1e 111.arket structures are perfect co1npetilion and _pure 
monopoly. ln perfect competition there are very ]arge nun1bers of buyers and seUers, 

each of vvho111 is a price-taker~ passively accepting the ruHng n1arket price detennined 
by the interaction of all the ma11y 1narket participants. By contrast, a pure monopolist) 
'\ivho faces no competition at all, is a price-n1aker V\1ho uses n1onopoly pff\Ner or 
1narket pow,er to detennine the price at which it s Us. These ,and other conditions 
facing a perfe·cHy competitive firm and a monopoly are ,explained in n1tore de·tail in 
Chapt,er 6. 

AU the markets lying along the spectrum separating perfect competitio,n and 
pure monopoly in Figure 2~ 1 are examples of imperfect competition. 

Perfect competition, 
monopoly and oligopoly are 
the three market structures 

Imperfect competition varies from highly competitive markets towards the 
left-hand part of the spectru1n to n1uch less competitive markets that 
resemble pure 111onopoly at the other end of the range of 111arket structures. 
Here, the main rnarket structure is oligopoly, or imperfect con1petition you need ·to know. 

I EXAM TIP 
----

You shoulld be aware, of 

busjness objectives other 
than profit maximisation. 

among the few. 

Profit maxi ·sation and the objectives of a f~rm 
When studying AS econonlicsJ yo,u learnt that econo1nists usually assu1ne 
that all economic agents, e.g. housebolds fir1ns and the government, have 
an objective that threy v1ish to 1naxilnise. For firms,, econo1nists .assu1ne that 
the objecti v,e, is profit (though as I explain in Chapter 8, U1ere a.re, a number 

AOA A2 Economics 



Introducti on to business econo111ics 

of other possible business 0 1bje·ctives, such as 1naxirnising sales revenu,e 
and. the firm's rate of growth). Profit is defined as sale·s revenue minus 
costs of production_ 

Profit in perf c ly competit·v and 
market structu s 

onopoly 

KEY TE'RM 

profit: revenue minus costs. 

The ability of a fir1n to make profit depends on the competitiveness of the n1arket in 
\.Vhich it sells its output. In ,Chapter 5, I exp]ain how perfectly con1petitive firn1s 1nake 
v,ery little prr0fit in the long run because the absence of barriers to entry means that 
significant profits made by incumbent firm.s ((inns a]ready in the market) attract new 
firms into the market. The 1narket price faHs which reduces the profit 111ade by firins 
that de·cide to stay in the market. Monopoly. by· contrast, is prote·cted by barriers to 
entry. As you learnt at AS, unless regulated by the governn1ent, a n1onop,oly can use 
its n1arket po,1ver to restrict out put and raise the price at which it seHs its 1outpu t. 
As a resu]t;, n1onopoly profit is 1nuch higher than the rate of profit earned by firms 
producing in highly competitive markets. For sitnflar reasons;, oligopoly profits also 
tend to be high. 

Evalu,a ing he st eng hs and weaknesses of 
d. f rent market structur s 
Having surveyed the buHding blocks of the theory o,f the firm- [ have arrived at the 
final but most iinportant of the topics which relate to n1.arket structure and business 
behaviour. Thjs is evaluation of the igood 1 and ibadt ele1nents of perfect conipetition, 
monopoly and oligopoly. 

Econotnists evaluate the strengths and weaknesses of the different inarket structures 
by applying two sels of 1cr ited a to address the questions: 
• Which market structure is 'besf and why? 
• ls it ~best' i.n all circumstances? 

[Efficiency concepts provide th,e first set of criteria. ·we 1nust ask ' is 
pe·rfiect competition more e.f ficient than mono poly a.nd oligopoly?' 
At AS you used just one m.easure of economic efficiency: 
producti,re effi1ciency. To this I mus't add: allocative efficie·ncy. 
static efficien,cy and dy na1nic efficiency. Along with a recap of the 
meaning of productive efficiency, these are explained in Chapter 6. 

Welfare concepts provide the second set of criteria. In Chapter 6., I 
explain the meaning of two 1neasures of e,conomic welfare, consunter 
s.urplus and producer surplus, which I then apply, a l.ong \\rith the 
efficiency criteria just menti1oned to evaluate th,e de,sirable and less 
desirabl1e characteristics of perfect con1p,eti.tion and 1nonopo1ly. In a 
shnilar way h1 Chapter 7, l evaluate the strengths and weaknesses of 
imperfect con1petition and oHgopo1y. 

Unit 3 Business economics and the distribution of income 

---

EXAM TIP 

You came across productive 
efficiency at AS, but now 
you must learn some other 
efficiency concepts. 

KEYTERIM 

welfare: bae1ically means 
human happiness. 



KEY T'ERM:S 

lndust ial olicy 
During your AS studies, you learnt that mono1p101ly can be a form of mar~ t 

failure, but tlriat it Ciul also he a s,ource of eco,nom.ies ,of scale that may lead to 
faHing average costs and prices from which consun1ers b 1enefit. y;ou also learnt 
that g1overnments can interv1ene in n1arkets to try t 101 eliminate or reduce the 
various failures associated with monopoly, such as restrict ing output and raising 

the price that consun1ers pay and restricting consumer choice. At 
A2, you study competition po1l icy in depth., evaluating the costs 

industr1al policy: the government's 
microeconomic policy towards firms 
and 1industry. 

and benefits of monopoly and different policies governments 
can undertake with regard to estabHshed n1on.opoH.es , n1erg,ers 
that might create new monop101i,es~ and anti -competitive trading 
restrictive practices. Chapter 9 on i ndu s t r ia 1 policy also analyses 
and evaluates state O\Vn,ership of firms (nat ionalisation) and 
its opposite, privatisation1 together with the regulation and 
deieg ulation of markets and industries. 

firrn: a business that sells its output 
com1meraially in a market 

What is a irm? 
A firm is a business 1enterprise nr:h[ch either produces 0 1r deals in and exchanges 
goods 1or services. Unlike non-business productive, organisations.,, for example a 
central government department such a.s HM Re,venue and Custon1s (HMRC), firms 
a re c:01n mercia[, earning revenue to cover the product i1on costs they incur~ 

Fir1ns ,operate in both the private sect,or and the pubHc sector of the econon1y+ Pub1ic 
sector business enterprises include nationalised industries and certain municipally 
owned trading enterprises. The dividing line between private .and pubHc sector 
business enterprise is not always clear cut. In the past some businesses were 
joint ventures, o\vned in part by botl1 the private sector and by the state, ,vhilst 
others were state-majority shar,eholdings, in \Vhich the state owned a co11tr0Uing 
interest in a no1ninally private sector company. Since around ] 980J these and other 
nationalised jndustries have m,ostly been privatised. Privatisation occurs when 
indus'tries or fir in.s a re tr,a nsfer red from the public sector to the private sector~ 
Before being sold to the private secto1r in 2013, the Royal MaH was the UK~'s largest 
nationalised or state-owned industry. 

Businesses and their egal status 
In terrns of legal status, fir.ms in the private sect1or of the UK econo1ny include sole 
traders (or individual prop.r.ietorsL partnersl1ips and companies~ 

Sole traders 
In the private sector th,ere are 1nore than a m illion sm.aD busine·sses, .many of 
which are sole traders or individual proprietorships~ So.le traders a re corn mon in 
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the ]aboUI-intensive prov1s1on of personal services~ where not much capital is 
needed. Along ivith other forins of small business such as partnerships and sn1aUe,r 
private companies, sol1e traders 0H1en occupy speciaJised market niches sometimes 
pr,oviding services to much ]arger c1ompani,es in the same or related markets. But 
although there are many of then1 s1nall size means that sole traders produce only a 
small proportion of nationa] output. 

Partnershi1ps, 
A partnership is for1ned \.Vhenever two or more people agree to undertake a business 
or trading activity togetheri instead of operating sieparately as sole traders. There are 
in fact two rather different kinds o,f partnership. On the one hand, there are many 
thousands 1of smaH informal partnerships usuaUy \iVith just two or three partners 
functioning much as if they were sole traders. (See Case Study 2~2 on the history of 
Marks & Spencer.) 

The second type of p.a. r lnersh jp is more form.aJ and often much larger th an the 

smaU inforn1al partnerships just des 1cribed. Fonnal partnerships don1inate the 
supp]y aif professiona ] services such as architects, accountants and solicitors. 
Some partnerships in t he accountancy and ]ega] professions are very large,, with 
scores of partners providing funds for the business~ In th ese· and other professions, 
professional ethic, which requires a tneniber of the profession to be fu]ly liable to 
clients for the service provided prevents me1nbers of the profession. from forming 
companies. Along with sole traders~ partners tradHionaUy had unlimited liability~ 
\Vhich meant that the partners were personaHy liable for any loss incurred by the 
fi rm. As Case Study .2.1 ex.plai ns, the law iva.s changed in 2001 and the n1.embers 
of la.rge p,artnersh ips now enjoy an e]ement of li m ited liability. 

CASE STUDY 2.1 

Partner hip in the accountancy profession 
.A partnership is the main fonn of business organisation in 
professions such as accountancy, law and architecture. In 
accountancy, the 'big fout finms - PricewaterhouseCoopers 
(PYJC), Ernst & Young~ KPMG and Delo'itte - are huge 
multi national partnerships ~hat act as auditors} oonsultantsj 
insotvancy practitioners, and advisers for tax, busjness 

and corporate fl nance to all the leading publtc and private 
companies in the UK. 

Follow-up questions 

Partnerships are private businesses owned compl:etely by 
the m,ember partners. Until quite recently, each and every 
partner had unlimited liability. In 2001 the government 
created a new legal entity, the Umited Liability Partnership 
(LLP). Many accountancy firms changed the,ir legal1 status 
to become Limited Liability Partnerships. 

1 What is meant by limited ligbility and what is its main advarit~ge? 
2 Compared to companies, partnerships face difficulties in ra.isfng capital. Expla~n why. 
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CAS,E STUD1Y 2.2 
- -

The growth of Marks & Spencer 
Michaed Marks started in busi nass as a so re trader in 
Kirkgate open market in Leeds in 1884. Ten years later, 
M1arks formed a partnersh1ip with Tom Spencer and Marks 
& Spencer was bom. The growth of the business that 
foJlowed, including the transformation of M&S into first a 
private company and then a public oompany, is portrayed 
in the businessts 4time line' shown below. 

• 1884 Michael, Marks, a Russian-born Poltsh refugee,, 
opened a stall at Leeds Kiirkgata Market. Goods sol1d 
included nails, screws, soap! wooden spoons and lug­
gage 1labers. 

• 1894 Midlael formed a partnership with Tom Spenex3r, a 
fom,er cashier from the wholesale company I. J . Dewhirst. Marks & Spen oer store, Marble Arch 

• 1903, Marks & Spenoer Ltd was incorporated. The 
partnership was converted into a limited company with 
£30,000 in £1 ord~nary shares of Vvhich 14,996 each 

were allotted to Marks and to Spencer. 

In 19,26·the, companYi needing an injection of cash, was 
converted Into a public cam pany to raise new capital. 

• 2004 Marks & Spencer moved its headquarters to Pad­
dfngton Basf n near Paddtngton Station. To updat1e its im­
age J in recent yesrs M&S has replaced Its old St Miohael 
trade mark with brand names such as Autograph. 

• 1924-31 tn 1924 Marks & Spencer's head office moved 
from Manahester to the City of Lonclcm. In 1931 the M&S 
headquarters moved again to Baker Stree:t in the West End. 

F,olllow-up questions 
1 Explain Wihy a gr;owing business such as Marks & Spenc,er decided over ti1me to change its 1egal status, to eventually 

becom,e, a public limited company (pie). 
2 Sometimes public companies such as Virgin dhang,e and revert to private company status. What are the 

disadvantages of public co,mpany status that lead 1o such decisions? 

Companies 
0 1 ulside the, professions~ the owners of gro"rtng 
and successful sn1all businesses usual]y 
prefer to run their businesses as companies 

rather th an as s 1ole traders or partnerships. 
Co·mpanies are owned by shareholders \\rho 

benefit from li111ited liability. This li1nits the 
shareholder 1s financial risk to the amount 
invested in the co1n pany. Without Hn1ited 

KEY TERM'S 

company: an incorporated 
business enterprise. 

private company: issues 
shares that are, not for sale on 
a market. 

liability, only the safest and 111ost. risk-free business ventures cnu]d attract the 
large-scale supply of funds or savings required to finance large-scale capita l 
inv,estment . 

There a re two .1nain types of company: prjvate c,ompanles and public companies. A 
priva e con1pany has the word 'limited, in its business name~ whereas a public 
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con1pany can be recognised by the letters 'plc"' in its business na1ne. Moist private 
co1npanies a.re small or medium sized1 though a few are qui~e large~ Some private 
co1npani1es are wholly o,:vned subsidiaries of public cornpanies .. For ,exa.mple, Lever 
B,rothers Ltd is owned by Unilever plc, which is an Ang]o-Dutich pubUc comp.any. 
Household-nam1e public co111panies such as ~esco plc and Marks & Spencer pie are 
usually n1uch larger than private co1npanies. 

KEY TERM 
Due to their large size, public con1panies are the most important 
form of business organisatiion in the UK despite the fact that there 
are considerably fewer public co1npanies than private companies. 
[n recent y 1ears, lloiveverJl there has been a. mov,e in the opposite 
direction, converting co111panies that used to be plcs back into private 
co1npany O\¥n 1ership* Th,e Hrst reason for this is that a con1pany 1s 
dominant sha.reholders don't nrant the corn pa ny to be vul n 1erable 

pubric corn pany: issues 
shar1es that the general public 
can buy on a market or stock 
exchange. 

to1 a hostile takeover bid. 10nly public companies and not private 
companies can be taken ove·r against the will of major shareholde-rs,. unl1ess 
of course a private ieo,mpany is forced out of business into r·ecei vership ,or 
liquidation. The s 1econd reason is that tl1e company's dominant shareholders 
n1ay also prefer the gr1eater secrecy that private con1panies 1enjoy. ThirdlyJ the 
em,ergence of a ne,v financia] industry called privat·e e 1qu ity finance provides, a 
source 1of capital both for companiies converting back fr,om plc to l td status and 
for 'sta.rt-up p.r.iva.te co,mpan.i,es tha t ,vish to grow without having to (go publi.c' 
to raise· finance. 

P _ants and firms 
[n tnicroeconomic theory; it is often assumed that a typi 1cal firm operates a 
single manufacturing plant to produce a specific product within a we11-defined 
industry~ Though single plant/single product firrns certainly exist, particularly 
an1ongst .small businesses, large firms tend to be much n1ore diverse. A plant 
is an individual productive unit \.Vithin the firn1J1 such as a factory, office or 
shop. Many big firms aper te a ]arge number of plants producing a range of 
products. Such lTiuhi-plant nd multi-product firms , often organised as ho]ding 
companies owning subsidiary con1panies in each of the industries they operate 
in; are n1uch more typical amongst big business than the single product/single 
plant fir111. 

KEY TERM 

multinational company; 

The largest business corporations are n1u I ination I con1panies owning 
subsidiary enterprises throughout the world. Some multinationals such as 
BP and ClaxoSn1ithKline (CSK) are British o,vned, with their headquarters 
and mnany of their shareholders located in the u ·K .. HoweverJ many of the 
[nultinational corporations operating subsidiary con1panies and branch 
factories in the UK. are overs1eas owned. Nissan, Toyota and Hond a.re 
Japanese-o,~ned mu ltinationals that built factories in Britain \vhen the UK 
joined the European Union while Ford, 1G·eneral Motors and IBM are US 
multinationals that located in the UK at earlier dates. 

a business with headquarters 
in one country that owns and 
operates subsidiary oom panies 
in other countries. 

-
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A BP-owned garage in 
PoJand. This is an example 
of a pfant. 

1-iUMPJIA RY 

• The theory of the firm is the main part of business economics. 
n,e build,ng blocks of the theory of the firm include production theory, cost theory and 
revenue theory. 
Production and cost theory divide, into shortwrun and llong-run theory. 
A firm's sales re,venue is influenced by the market structure rn which the firm se,lls its output. 
Perfect competition, monopoly and oligopoly are the three market structures you need to 
know, and you must be aware of the meaning of imperfec1 competition. 
Economists usually assume that maximising profit is a firm's main business objective. 
Profit js total sales revenue minus total costs of pro duotion. 
The government uses industriaJ policy to promote competition and to reduce the harmful 
effects of monopoly and oligopoly. 
Compe·tition policy, privatisation and regulation and deregulation form the main parts of 
industriial policy'. 
F~rms can be defined according to their legal status as sole tradsrs, partnerships and 
private and public companies. 

Exam-style questions 

1 Explain the difference. in m 1croeconomic theory, between the short run and the long run. 

2 Explain thlree business objectives a firm may have other than profit maxim1isatfon. 

( 5 ma s) 

(15 mar s) 

3 Do you agree tlhat under all circumstances firms should be free to set their own business obj'ectives without 
interference from the government or anyone else? Justify your answer. (25 mar s) 

4 Multinational cornpan,es such as Googte and Starbucks have paid very little tax to the UK government on 
the profits they make in Britarn. Evaluate the ,case for taxing such compan,es in the same way that' UK firms 
such as Sainsbury,s are taxed. (25 mar s) 

Extra resources lo help you revise are available online at w w .. hodderplus.co.uklphilipallaa 
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Throughout this book you wil l be reminded that the ultimate purpose of economic activity 
is to increase eoo-nomtc welfare. (The economic welfare enjoyed by consumers is also 
known as utiUty.) For most people] most of the time, increased welfare means higher 
levels of demand for and consumption of consumer goods and services. But before 
goods and services can be consumed, they first have to be produced. This chapter 
explains 1rwo imfX)rtant parts of microeconomic theory: production theory and cost 
theory. Production theory centres on the relationship between inputs into the production 

process and the output of goods or services procluced. Cost theory then links production 
theory to the money costs of production that finns incur when purchas1ng labour and the 
other factor services necessary for production to take ptace . 
••••••••••••••••••••••••••••••••••••••• ••••••••••••••••• •••••••••••••••• ••••••••••••••••••••••••••••••••••••••••• 

. -- - - -

?teiFt°NiNG{o;ut col\ii"e's~\ . ';-._:; ;-~· 

This chapter wj II: 
explain the meaning of production 

compar1e short-run and long-run production 
derive short-run oost curves from short-run production theory 
derive long-run cost curves from long~run production theory 
remind you of economies of scale and diseconomies of sca·le 

---------------

.. ~.If.-.. :.·~ .. ~_;;...~ .. - -~. - - . . :· ... 

.. ~H_l.4-:T 'Y01U.S_t,OU~D J\L~E~D:Y·-~~o,.w 

Unit 1 at AS 1introduc-ed a number of production and cost terms and concepts. You learnt 
that producUon converts inputs, or the sejrvices of factors of production such as capital and 
labour. into final ouqJut You should also understand the meanings ·Of productivi,ty (including 

labour productivity) and productive efficjency. You shoultt be familiar w ith production 
possibilify and average cost curve diagrams. However~ a1 AS you were not e~pected to 
know the distinction between short-run and long.run cost ourves orto .give a detarled 
explanation of the shape of oost curves. 

At AS you also came across economies and diseconomies of scale and learnt how they 
affect average cos.ts and the growth of firms. You should be able to give examples of t¥Pes 

or causes of economy and diseconomy of scale. 

P oduct·on and cos s 
Produclion11 ·which is depicted in Figure 3.1 involves processes that convert inputs into 
outputs. The inputs into production processes (land labour, capital and enterprise) 
are also called facto1~s of production. The nature of production depends to a great 
extent on the time· period in t~rhich production is taking p]ace. In microeconomics, 
there are three time periods: the n1arket peri,od) t]1e short run and the long run. 
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Figure 31 Production 

The n1arket period is a. period so short that production cannoL be changed at all. 
This chapter exatnines how firms can increase production, and thence incur costs 
of productilo.n, j n the short run and in the long run. 

-

Inputs or facto,rs 
of production 

Land .., 
Labour ... 
Capita~ ... 

Enterp ini s.e . ----4•• A fi,rm, busin e.ss 
or ente,rpn se 

.. Output of goods or 
serwces for sale in 1markets 

EXAM TIP 

Eoonomists often use the terms short run and long run. Be careful with these t1erms 
because they sometimes have a different meaning in macroeconomics to their meaning in 

microeconomics. In microeconomics, at least one factor of production is fixed and cannot 
be varied in t he short run, whereas in the long run the scale of all inputs can be varied. By 
contrast, when we are looking at the Mure ;mpact of government macroeconomic policies, 

the short run stretches ahead for about a year~ the medium term rasts for about 1-3 years 
and the long run refers to any period ,1,onger than abou13 years. 

Short-run p oduct·on theory 
In 1nicr,oeconomic tbeory the short run i.s the time period in which. at least one of 
the i npu.ts or factors of production is fixed and c nnot be cl1 anged. (By contra sti 
·in the long run~ the scale of aH the factors ,of productiion can be changed.) As a 
sin1plificationi [ shaH pre,tend that only two inputs or factors ,of produ.ctio11 are 
needed for production to take place - capital and labour. 1 shall also assume that 
in the short run, capita[ is fixed~ It follows that the only way the firm can increase 
output in the short run is by adding more of the variab]e f acto.r of production.I labour; 
to the fix,ed capital. 

T b I e 3.1 Short-run production with fixed capital 

Number of I ~ I I I I I I 

workers ,(fixed D 1' 2 3 4 5 6 7 8 g 

capital) ~ I I 
Tota I output, I 

product or 0 1 4 g 116 25, 32 35 36 34 
relurns l 
Average 

I I I I 
output, product - 1 2 3 4 5 5.3 5 4.5 1 3.81 
or returns I I I I I ·-
Marginal I 

output.,, product 1 3, 5 7 9 7 3 1 -2 
or returns I 
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Table 3.1 sho1'WS what 111igl.lt happen to car production in a small luxury sports iear 

factiory ,vhen the number o,f workers employed increases fro1n O to 9. The first w,orker 
e.mployedl buHds one car a year, and the second and tl1ird workers respectively add 
threie a.nd. five cars to tota] productjon. These figures rn.easure the, margina] product 
(or marginal returns) of the first thre,e workers employed. Marg,inal product is the 
addition to total output brought about by adding one n1ore worker to the labour 
force. 

[ n Table 3. C the first five \\rorkers benefit f roni increasing n1arginal productivity (or 
increasing marginal returns). An additiona] worker increases total output by more 
than the an1ount added by the previous work.er. Increasing marginal productivity is 
indeed very likely when the labour torce is sn1all. In this sj.tuahon:, e1n.ploying an 
extra worker allows the \\rorkforce to be organised more efficiently. By dividing the 
various tasks of pro,duction ,a1nong a great-er num.ber of workers, the firm benefits 
f ro1n specialisation and the d ivision of labour. W1orke.irs become better and more 
efficient in perfoirn1ing the particular tasks in which. they specialise, and tin11e is 
saved that otherwise would be lost as a result of \Vorkers sl:vitching betw1een tasks~ 

But as the firm adds labour to fixed capital, eventuaUy the law of 
di111inishin.g n1arginal productivity (or la of d in1inishing n1 rgin J 
returns) sets in. [n this exan1ple, the law sets in when the sixth worker 
is e1nployed. The fifth worker;s marginal product is nine cars1 but the 
sixth \ivor~er adds only seven cars. to total output. D'in1inishing n1arginal 
productivity sets in because labour is being added to fixed capital. When 
.more and more labour is added to fixed plant and n1achinery~ eventually 
the marginal product of labour lnust fall,, though not often at a labour 
force as small as six workers. 

Note that diminishing marginal productivity does not mean that an extra 
,vorker joining the labour force is any Less hardworking or motivated than 

KEY TERM 

law of diminishing marginal 
returns: a short-term law 
which states that as a variable 
factor of production is added 
to fixed factors~ eventualtly the 
marginal returns (or marg,inal 
product) of the, variable factor 
w il ~ begin to fall. 

his or her predecessors. (In 1nicroeconomic theory we often assume that workers 
and other factors o.f production are completely interchangeable and hon1ogeneous.) 
The la·w sets jn because the benefits resulting from any further speciaUsation and 
division of labour eventually becotne exhausted as n1ore labour is added to a fixed 
amount of capital or n1achinrery. 
---

EXAM TIP 

In production theory, students often confuse the taw of diminishing retumsl which is a short­

run law. wtth returns to scale~ which relate to the long, run when firms change the scale of 
al/the factors of production. You must avoid this mistake. The law of diminishing returns is 
important for expla1ning short ... run cost curves, and Ukewise~ returns to sc-ale explain tong, ... 
run cost curvas, and the concepts of economies and diseconomies of scale. 

Pro1duct curves 
Figure 3.2 illustrates the law 0 1f dinrinishing 111arginal returns. '[n the upper panel of 
the diagran1 the law begins to operate at point .A where the slope of the total producl 
curve begins lo change. With increasing n1arginal productivity:, the sJope of the total 
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product curve increases, moving fron1 point to point up the curve. Wllien diminishing 
returns set in the total product curve continues tio rise as more workers are cornbined 
,.,,ith capital, but the curve becom,es less steep from point to point up the curve. Point 
Y shnws w her,e total' p roduct begins to, fa.lL Bey,ond this point additional workers 
begin ti0 get in the ,vay of other workers; so tbe marginal product of labour beco1nes 
n ,egative. However~ you n1ust avoid explaining negative n-iargina] pr,oductivity in 
terms of workers' hostiJity or their tendency to thro,v a spanner in the works. 

The total product curve in the 
upper panel of Figure 3.2 plots the 
infornllation in the top ro\v oif Table 
3.1. By contrast, the Iower panel 
of the diagra1n plots the 1narginal 
product oI labour (.from the 
information in the botto1n row 1oif 
Table 3 .1) and the average product 
of labour (from the inforn1ati0in in 
the n1iddle row of Table 3 .1) . 

It is in1portant to understand 
that .all three curves (and all 
three rows in Table 3.1) contain 
the satne infonnation, but used 
differ,ently in each curv,e (and row). 
The tota.1 product curv1e p]ots the 
1nformation cumu]atively adding 
the marginal product of the last 
w 1orker to the total product before 
the worker joined the labour force. 
.By contrast, the marginal product 
curve· plots d1e .same in£orn1aH011 
nian-cumulative]y, or as separate 

Output 
36 

27 

18 

9 

Tota II 
pr1oduct 

Q _.I:::~~~~--~~~~,---~~~-+ 
1 Nt1mber1of 

Output 

9 

3 

Marrglnai 
product 

B 

workers emp'loyed 
I 
I 
I 

Number iof 
workers employed 

Figure 3.2 Total ! marginal and average product curves 

obs1ervations. Fjnally at each level of employtnent the av,erage pr,oduct curve sho,vs 
lhe tota] product of the labour force divided by the number of v1orkers e:mployed. 

111 the low·er panel of Figure 3,.2, the law of du-ninishing n1arginal productivity 
sets in at poin'l B, at the high,esl pojnL on the· marginal product curve~ Before this 
point, increasing n1argi11al productivity is show·n by the rising (or positively sloped) 
marginal product curve. while beyond this point, diminishing n1arginal productivity 
is depicted by the falling (or nega.Hvely sloped) n1arginal product curve~ Likewise,. the 
point of diminishing average productivity sets in at the highest point of the average 
product curve at po[nt C. FinaJlyl n1arginal product becomes negative beyond point W 

The relationship betwee.n marginal product an1d average, product 
The relationship betwe,en the n1arginal productivity and the average productivity of 
labour is an exan1p]e of a more ge.ner.al relationship that you need to kno,v. Shortly, 
.I shall provide a second exa1nple, namely margina] cost and ]ts r1elationship to 
average cost 
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Marginal and average curves plotted from the satne set of data ah ays 
display the f:ollo,ving re lationsllip: 

EXAM TEP 

• When the m.arginal is great,er than the a\Terage fl1,e average rises~ Make sure you understand 
the relationship between the 
marginal and average values 
of an economic variable. 

• When the Jilarginal is less than the average the average falls. 
• When the marginal equals the average, the average is constant, neither 

rising nor falling. 

CASE STUDY 3.1 

Adam Smith was an eighteenth-century Scottish philosophy professor, and later customs commissioner, who is often said 
to be tha founder of modem economics. In his grB€Jt book,: An Inquiry into the Nature and Causes of the Wealth of Na1iona 
which was pubJlshBd in 1776, Adam Smith used the example of a local pin factory to explain how the divi:Sion of labour 
amongst workers greatly increases their ability to produce. Hare is a slightly abridged v:ersion of what Adam Smith wrote. 

Adam Smith' pin factory 
A workman not educated in the business of pin making 

coutd scarcei perhaps, with his utmost industry, make 
one pin in a dayl and certainty could not make twenty. But 

in the way in vvhich this business is now carrrad on one 
man draws out the wire, another stra[ghts it, a third cuts 

it. a fourth points it a fifth grinds it at the top for receiving 
the pin head. The business of 1making a pin is divided lnto 

about eighteen distinct operations. Ten persons could 
make among them upwards of forty-eight thousand pins 
in a day. Each person, therefore, making a tenth part of 
forty-eight thousand p ins might be considered as making 
four thousand eight hundred pins in a day. BU1t if they had 

Follow-up questions 
1 What is meant by the division of labour? 

all wrought separately and independent~~ and without any 
of then, having been educa1!ed 1:o this peculiar business~ 
they certainly could not each of tlhem have made twenty, 

perhaps not one pin in a day. 
Th is great increase in the quantity of work is a 

oonsequen ce of the division of labour. There are three 
drfferent aspects of this: first! the increase, of dex1er1ity in 
every par1icu'lar workman: secondlty,1 the savlng of the Ume 
which is common1ly lost in passing1 from one species of 
work to another; and lastly, the invention of a great number 
of machines which enable one 1man to do fhe work of 
many .. 

2 What effects does the divis~on of labour have on production and costs? 

Shor ~run costs 
Cost curves n1easure the costs that firn1s have to pay to hire the inputs or factors 
of production needed to produce output. In the short run; when the inputs divide 
into fixed and variable factors of production:> the costs of production can likewise be 
divided into fixed and variable costs. This can be \vritten as: 

total oost = total fixed cost + total variable cost 

or: 

TC; TFC+ TVC 

Likev..,ise,. averag1e total cost per unit can be wr1tten as: 

average total cost= average f ixed cost+ average variable cost 

or: 

ATC = AFC+AVG 
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Figure 3. Fixed costs of 
production 

To explain how tota] costs of production vary ivHh output in the: short run, J shaU 
]o,ok first a t 'fixed costs and then at variable costs. 

Fixed costs 
Fixed costs of production are overheads, 
such as the rent 1011 land and the 
1naintenance costs of buildings, which a 
f irn1 n1ust pay in the short run. Suppose., 
for exampLe, that a. car 1nanu.facturing 
company incurs overheads of £1 1niHion 

KEV TERM 

fixed costs; the costs of employing 
the fixed factors of production in the 
short run. 

a year fron1 an asse1nbl y plant it operate,s. 1 can represent these costs both as the 
horizontal tota] fixed cos t curve in Figure 3.3 (a) and as tll,e di0wnward-sloping 
average fixed coist curve, in Figure 3.3(b). If the plant only managed to produce one 
automobH1e a year,, AFC per ,ear ivould be 1 1 million - the single car Vi.rould bear a 1] 
the overheads~ But if the company were to increase productiont average fixed costs 
\vould falJ to £500,000 when two cars a re produced, £3331333 \:\'hen three cars a re 
produc1ed and sia on. Average fixed costs per unit of output fan as 1output increases; 
since ove.rheads are spread over a larger output. 

(a) Total fixed costs ~) Average fixed 1costs 

Costs (£)1 Costs(£) 

TFC 
1 m 11--------------------

The spreading 
of overheads 

0------------__.. 
Output 

Variable costs 
Variable costs are the oosts that the 
firm incurs \vhen it hires variable factors 
of production such as labour and raw 
1nateria]s. For si Lnplicityj I shall! assun1e 
1hat labour is the only variable factor of 
production. The upper panel of Figure 

AFC oL--------=====:::::: .. 
Output 

KE,YTERM 

VariabJe costs: the costs, of 
employing the vadabl,e factors of 
production in the short rum. 

3.4 s]1ows the n1arginal and average productivity of Labour. Din1inishing marginal 
returns begin at point A. Increasing marginal productivity of labour (or increasing 
Jna.rginal returns) is shown by the p1ositive (or rising) slope of the 1narginal product 
curve whHe diminishing 1narginal returns a rie re,presented, beyond point A, by the 
curve's negative (or falling) slope. 
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Production and cost theory 

When labnur is the only variable fa.ctor of production~. variable 
costs are simply wage ciosts. If all v orkers receiv,e the same 
hourly ,-vage, total \;vage c,osts rise i.n exact proportion to 
the nu mber of workers ,employed. However with increasing 

marginal labour productivityJ the total variable cost of 
pr,oduction rises at a slower rate than output. This causes the 
n1argina] cost {MC) of producing an extra unit of output to faU. 
[ n Figure 3.4, the increasing marginal productivity of labour 
(shown by the positive slope of the n1argina1l product ,curve in 
the upper of the two diagrams) causes margina] cost (shown jn 
the lower of the two diagrams) to fall. 

Hnwev,er, once the la,\r of dilninishing marginal productivity sets 
in 1narginal cost rises with outpuL The wage co,st 1of einploying 
an extra \\,orker is, still the same, but each extra worker is now 
l1ess productive than the previous worker. Variable, costs rise 
faster than output, so n1arginal cost also rises~ 

output · 

0 

Costs 

Workers 

MC 

Just as the MC curve is derived from the rnargina ] returns 
or marginal productivity of the variable inputs. so the 
average variable cost (AVC) curve {illustrated in the lower 

0 01 02 Output 

·gure 3.4 Deriving the MC and AVCcurves from 
panel of Figure 3 .4) is exp)ai ne d by the average returns or short-n.m production theory 

productivity curv1e (shown in the upper panel). When 
incn~asing av,erage return.s are exp·erienced, with the iabo,ur force on average 
becom.i ng more iefficient a.nd pr,od ucti ve the A·vc per unit of 01utpu t 1nus t fall as 
output rises~ But ,once diininishiog average returns set in at point BJ the AVC 
curv1e begins to rise ,vith output. 

EXAM TIP 

Make sure you understand ~he relationship between marginal product curv,es (or marginal 
return curves} and marginal oost curves, in the economic short run. 

Av,erage t1otal co,sts 
The firm's average total cost (ATC) curve is obtained f ron1 the addition of the AFC 
and AVC curves as sho\vn in Figure 3.S(a)r Figure 3.S(b) sho,ws the ATC curve on 
its ownJ \V itl1out showing its t\vo con1ponents (AFC and AVC). You shou].d note that 
the ATC curve is typically U-shaped~ showing that average total costs per unit of 
output first fall and later rise as output is increasied. In thie short run ave.rage total 
costs 1nust eventually rise becaus1e] at high levels of output, any further spreading 
of fi.x:ed costs becolnes insufficient to offset the impact of 1di.1ninishing returns upon 
variable costs of productjon. Sooner or later,. .rising m.argina[ costs (which> as 1 have 
exp[ained,. result fron1 diminishing 1narginal returns) must cut through and QpuU 

up' the ATC curve. 
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igur 3.E The averaae 
tota I cost (ATC) curve 

(a) AddlngAFCto AVCto 1obtain the ATC curve (b) 1ihe U-shaped A,TC curve 

MC MC ATC 

AFC 

0 Output 0 Output 

EXAM TliP 

You must understand that ,in the short run, the 1law of diminishing returns !eads to rising 
marginal costs, which in tun1 cause a firm's average total oost curve to be U-shaped. Note 
also that the MC curve cuts both theAVC and the ATC curves at their lowest points (at the 

bottom of the 1U'). 

Long-run production heo y 
The ou ly way a firm can increase output i o the shor t run is by adding rnore variable 
fa,ctors of production (such as labour) to its fixed capitaL But eventua]ly the law of 
diminishing productivity sets in which causes short-run marginal costs to rise. 
When the MC curve rises through the firm's ATC curve, average total costs of 
production also rise. 

Labour 

Plant > Din1inishing returns to 
5,iz,e ----.,• labour ev2ntually .set in 

To escape the adverse effect of 
rising short-run c,osts upon profit, 
in the ,economic long run a firnll 
n11a y d ecid.e to, change t.he sea le ,of 
its operations. In the long ru11. tl1ere 
are no fixed factors of production. 
In this tin1e period, the firm can 
change the scale of aU its factors 
of production, including its capital 
or production plant l\'hich is 
no:rn~ally assumed to be fixed in 
t11e short .run. 

X 

1 A 

B 

The shott-run returns 
to variable factors of 
production 

.Plant , 
size ------------m117• 

3 C 

Figure 3.6 Returns to scale 

Returns to scalle 
Figure 3..6 iUustrates the i1nportant 
d istinction between returns to 
a variable factor of production] 
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\Vhich occur in the short run, and retnrns to ca le, which operate only 
in the economic Jong run. Suppose th.at initially a firm s fixed capital 
is repr1esented by plant size l in tbe diagram ... InitiaHy,. the firm can 
increase p roduction in the sho1rt run,. by movjog along the ho1rizo1ntal 
arrow A~ emp]oying more variable factors of production such as Jabour. 
How,ever, the only way the fir1n can further increase profits once the· 
short~run profH-n1axh.nising output has been reachedl is to change the 
scale of its operations] assuming that tJ1e firtn cannot operate its existing 
plant 1nore efficiently~ ln the long run, the fir1n can invest in a [a.rger 
production plant such as plant size ZJ show11 as th.e· move along the· 
vertical arrow X in the diagra.m. Once plant size 2 [s in operatiai.n the 
firm is in a new· short-run situation able to incre se output by moving 

KEVTERIM 

returns to scale: describes 
how output changes when 
the, scale of all the factors of 
production changes in the rong 
iru n. They divide into increasing 
returns to scale, decreasing 

returns to scale and constant 
returns to scale. 

along arrow B. But ag.ain, the impact of diminishing returns may eventually ea.use 
the firm to expand the scale of its operations to p]ant size 3 in the long run. 

The law of dlin1inishing marginal productivity, 1explained earlier in the context of 
short~run production:. is a shoirt~run law that does not operate in the long run when 
a fir1n increases the scale of all its inputs or factors of production~ With returns to 
scale there are three possibilities: 
• Increasing returns to scale~ If an increase in the scale of all the factors of production 

causes a 1nore than proportionate increase in output, there are increasing re,turns 
to sc.ale. 

• Constant r,eturns to scalee If an increase in the scale of aU the factors of 

production causes a proportionate increase in output, there a re constant returns 
to scale. 

• D1·ecreasing returns to scale~ If an increase in the scale of aH the factors of 
production causes a le,ss than proportionate increase in output, there are decreasing 
(or diminishing) returns to scale. 

[t is important not to confuse returns to scale, which oc1cur in the long run 
\Vl1:en the scale of .all. th1e factors of productiain can be alter,ed~ Y1lith the short-run 
returns that occur ,vhen at ]east one fact0ir is fixed. We hav1e already seen hovJ 
short-run returns affect ·the shape of a fir1n's short-run cosl curves. I sha11 n0ii\1 

explai n ho\V returns to sea le affect the shape of a fir .m's long-run average costs 
(LRA1C) of production .. 

Long-ru costs 
[ n the long run, a fir in can change the scale of al l its factors of production) 111oving 
fr1om one size of plant to another. Figure 3.7 shows a nu1nber of short-run average 

total cost (SRAvC) curves, each representing a particular size or scale of firm. In the 
Long run3 a firm can m.ove fr,om one short-run ,cost curv,e to anothe.r, with each curve 
associated with a different scal1e of capaci.ty that is fixed in the short run. The line 
drawn as a tangent to the family or set of SRATC curves is the long-run average cost 
(LRA,C) curve. 
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ig e 3., AU-shaped 
LRAC curve and its related 
SRATC curves 

Costs 

C1 

0 

Economies 
of scale 

SRATC3 
5RATC4 

SRATC
9 

LRAC 

Dlseconom~es 
of sca1le 

Output 

Econo1mies of scale and dis,e·conomies. of s:cale 
Just as it is itnportant to avoid confusing sho1rt-run returns or productivity with 
long-run returns to scale, so returns to scale must be distinguished from a 
c]ose[y related concept: e,conomies and disecono1nies of scale. Returns to scale 
refer to the, technical relationship i.n production between inputs and outputs 
m.easured in physical units. For example ]ncreasing returns lie scale occur if a 
doubling 1of a car firmJs facto,ry size and its ]abour force enables the firm to more 
than double its output of cars. T'here is no mention of .money costs of production 
in this example o:f increasing returns to sea le. Returns to scale are part of Jong­
run production theory, but econo1nies and diseconomies of scale are part of 
long-run cost theory. Econon1ies of scale occur when long-run avera ge costs 
(LRAC) fall as output increases. Diseconomies of scale occur when LRAC rise as 
output increases. 

EXAM TIP 

You must develop your understanding of economies and diseconomies of scale from tha 
knowfed'ge you learnt at AS. In particuJ~ you must know tha't economies of scale reduce a 
finm's long-run average costs. At A2 you must thorough1y understand cost theory, especiaUy 

the difference between short-run and long-run cost curves. 

There is, ho"rever, a link bet\i\reen returns 
to scale and econoinies and disecono1nfes 
of scale. Increasing returns lo sca]e lead to 
falling long-run average costs or econo1n · e 
of scale, and likewise decreasing returns 
to scale bring about rising long-run 
average costs or d is con o1ni s of sc le. 

KEY TERMS 

economi,es of scale: falling long-run 
averag,e costs as the size or scale of 

the firm inc rea.ses. 

diseconomies of scale: rising long­
run average oosts as the size or scale 
of the firm i ncreeses. 

The shape of the long·-run ,average co,st curve· 
Figure 3. 7 i11ustrates a ·u -s]1ap,ed long-run average c,ost curve i n which econo]n ies 
of scale are eventually followed by diseconomies. An increase in an che inputs or 
factors of production ea.uses LRAC to fall to 1Ci,, at output Q h but after this point ., 

disecono1nies of scale set in. 
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Production and cost theory 

Hnwever> the Jong-run av,erage cost cu rve need not be U-shaped, in wh ich econonlies 
of scale are followed symmetrically by disecoino1n ies ,of sca]e. Some industries,. 
including many pe,rsona] services such as hairdressing exhi.bit econo,mies of small­
s,cale prod.uction. In such industries diseconomies of scale may set in at a relat ively 
small size of production plant or fixed capacity, resulting in the rising LRAC curve 
illustrated in Figure 3.8. 

,costs . 

c, 

0 

EXAM TIP 

Output 

tg u re 3. Economies 
of small-sca[e product ion 

Short .. run production is affected by the law of dimin1shing1 returns (or diminishing marginal 
productivity). No similar law affects long-term production. In the long run, i1ncreasing returns 
to scale, constant returns to scaje and decreasing returns to scale ma.y an occur:, but not an 
of them have to oocur. 

[ n other industries;, which lack significant economies or disecono1nies of scale~ the· 
horizontal LRAC curve depicted in Figure 3.9 n1ay be rn,ore typicat aUo,ving fir1ns or 
plants of 111a11y different sizes to exis t within the same industry. 

Costs 

SRATC1 

LRAC 
c, ~---....,_ .... .._ ____ ....11 ...... .r.....----.....a .... r.....--------------------

0 Output 
igure 3. A .horizontal 

LRAC cu irve 

[n niuch of the n1anufacturing industry, however. stat istical studies sugges t 
tha t the LRAC cu.r ve is L-shaped.m as ililustrated in Figure 3.10. Beyond output Q1 

the LRAC curve i.s hori zontal. i0 further economies of scale are possible, but 
Hkewis1e there are no diseconomies of scale. In industries such as au tomobi l,e, 
a nd ai r c raft build.i ng for which the L-shape d c urve may b e typ ical sj ze of 

firm is limited by market constraints rather than by the onset of diseconomies 
of sca]e. 
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Fig re 3.10 An 
L-shaped LRAC curve 
and the mini mum 
efficient s,cale (MES) 

0 

Mini mum effident seal e (MES) 

LRAC 

Output 

'EXAM TIP 

A firm's tong-run 
av,erage cost ourve 
may be U-shaped, but 
it does not have to be 
LI-shaped. Various 
shapes are possible. 

Engine construction at a 
Rolls-Royce manufacturing 
plant 

The opti1mum size of firm an,d minimum ,efficient scale 
The si.ze ,of plant at the lowest po,int on the firm's LRAC curve is known as 
the optimum plant size. When the long-run average cost curve is U-shaped,. 

as in Figure 3.7> we can identify a single opti1num plant size level of output, 
occurring after economies of scale have been gained, but before dis,ecouomies 
,of sca]e set in. In Figure 3.7, optin1um plant size is sho\vn by rthe short-run cost 
curve SR'ATC5, with optimutn output a t Q1• In the case 1of the horizontal LRAC 
curve illustrated in Figure 3.9.,, where there are no economies or diseconomies 
of scale, it is not possible to identify an optin1al p]anl size. 

Hovvever, when the LRAC curve is L-shapedJ 
as in Figure 3.10 . the long-run average cost 
curve flattens out. P]ant size 3 is therefore 
known as the n1inin1u m efficient scale 
(MES) indicating th,e smaUest siz,e of plant 
th t can benefit fron1 minin1un1 long-run 

KEY TERM 

mini mum efficient sea le (MES}: the 
smallest size of p lant that can benefit 
from minimum long-run average costs. 

average costs. S01ne econo1nies of scale 111ay still be possiblej for example technica] 
econonlies., but these \.Vould be offset by disecono1n ies of scaJe emerging e]sewhere 
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\Vithin the busi.nessJ f1or exa1np]e 1nanag,eria] diseconon1ies of scale. O exp]ain 
technical economies of scale and managerial diseconomies o·f sca]e in Chap'ter 8.) 

CASE STUDY 3.2 

conomie af scale and mergers in the airline industry 
In the recession which hit the global economy in 2008, 
a~rlin es suffered badly from a co I lapse in passenger 
numbers. Many airlines concluded that the only way to 

reduce their losses was to merge with other airlines. In 
the USA, United Airlrnes merged W1ith Continental to form 
the world's big1gest carrier. In Europe~ Brit ish AJrvvays (BA) 
joined up with the Spanish f lag-carrier, Iberia. 

Why w,ere 1merg,ers now such an attrac.tive optton? The 
simple answer is that airlinas urgentty needed to cut their 
costs, and mergers were seen as the eas1est way to do it, 
without the airlines losing out to the competition. 

Airlines operate very sim1ilar businesses. As werl as 

f fy1ng the planes I they run stg nmcant back-office functions 
including admJnistration and support services fat planes. 
By merging these togefiher~ they can effectiivety hah11e their 
costs. Wrthin the air transport industry there are sig,nificant 
economies of seals. Savings can aJso be 1made through 
cutting capacity by reducing the number of flights. For 

exampfe. where Continental and United routes overlapped 

F1ollow-up1 questions 

or competed with each other, the merged company cut 
some of these flights, th 1ereby reducing competition for its 
rem,aining1 services, and saving the ffrm many 1housands 
of pounds a day in the process. Add~tionally; the company 
sought to increase its revenues by ustng the landing and 
take~off slots freed up by the cuts to fly to new destinations. 

Despjte the obvious benefits, j,t took the worst crisis 

in 1he history of the airline industry to underline the 
urgent need for consolidation and the pursuit of further 

economies of scale. 
However, consolidation through merger may be more 

1rouble than ,it's worth" There may be significant cultu raJ 
diifferences - even between two similar airlines - that 
can be d Hcult to overcon1e~ There are also anti-n1onopoly 
issues, V!Jith gov,emments increasingly concerned over 
the impact that largeascale consolidation could havG on 
competition~ Labour disputes with staff and trade unions -
in BA's case in particuler - hav,e, also made reducing costs 
through staff cuts more difficult than the airlines would like. 

1 Outline two technical economies of scale that benefit airlines, in addition to the economies of scafe that might result 
from mergers. 

2 Describe two d iseconomies of scale, that may affect a~rlines as they girow in size. 

Production is a proc,ess or set of p rocesses for converting inputs lnto outputs. 
• The key concept in short-run production theory is the law of dim1inishtng returns. 

This law rs also kno,wn as the law of diminishing marg1inal productivity. 
In the short run, the marginal cost curve and the average variable cost curve are derived 
from the raw of dimjnishing marginal returns. 

• The short-run average cost curve is LI-shaped. 
• The key concept in long-run production theory js returns to scale. 

Increasing r,eturns to scale, constant returns to scale and decreasing returns to scale are aJI 
possibl1e. 
Increasing returns to seals jead to ,economies of scale and falling long-run average costs. 

Decreasing returns to scale lead to diseco110 mies of scale and ns, ng tong-run average 
costs. 
Tlhe long-irun average cost curve may be U-shaped1 but other shapes are possibfe. 
Minimum efficient scale (MES) is illustrated on an L-shaped LRAC curve. 
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Exam style quest ion 

1 Explain the difference between the law of diminlshing returns and decreasing returns to scale. 
How do these affect a firrn1s co,st curves in both the short run and 1h·e long run? 

2 What 1is the relationship between returns to scale and economies and diseconomies of scale? 

3 Evaluate the view that large firms are al1ways better than small firms. 

4 4Mergers in the global airline 11ndustry must be bad because they sig1nificantly reduce competition.' 

To what extent do you a_gree, with this view? Justify your answer. 

ra resources o hel you e ise are available onU eat w. hodderplus .. co .u kip h ilipallan 

(15 marks) 

(15 marks) 

{25 ma s) 

(25 mar · s) 
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Chapter 3 explains how produotron takes place, and how the nature of production 
affects a "firm's costs of production1 in both the short run and the long run. This chapter 
develops two further elements in the theory of the firm, namely the market structures in 
whi'Ch firms sell their output which in turn affect the sales revenue that firms earn when 
they increase the quantirty of output they sell . 
•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• ••••••••••••••• 

4" - - ' :~ 

,LEA~~ING O·UT-COMES 

This chapt,er win: 
develop the exp1.anation of mar~et structJures first mentioned in Chapter 2 

• explain how the competitiveness of a market structure affects a firm1s revenue curves 
explain the difference between averag·e rever, ue and marginal revenue 
compar,e a perfectly competitive firm's revenue curves w,th those of a monopoly 

-
·>WHAT Y0 1U ·SHOULD Al:.IAEADY·.KNOW : 

·-- •. • - - •,. - • T ~ .., ·:- - • ,•• '. • : 

At AS, you 1learnt very little about the subject matter of this chapter. Havfng studied Unit 1: 
M1arkets and market fa.~lurier a.II you are requ~red to kno,w at the beg1inning of tihe A2 course is 
that profit is the difference betvveen revenue and cost. Prior knowledge of revenue curvesjn 

the· dltfferent market structures is not ·expected a1 the beg·inning of the A2 course. 

However,, an understanding, of pr1ice elasticity of demand j·s very useful when learning about 
m,onopoly revenue curve-s. Elasticity is one of the key Unit 1 topics that is tested synoptically 
in the Unit-3 exam at A2. 

The d"fferen markets ructures 
[ n Chapter 2 I b riefly mentioned tha t the nature 
of a firm's sales revenue depends on the 
co1npetitiveness of the utarl et structure in which 
the firm sells its ,output. Figure 2.1 on page 13 
introduced the 1nain market structures covered in. 
this and the next thre,e ch apters:, nan1ely perfect 
co1npetition., 111onopoly .and oUgo_pioly~ These are 
sl10\vn in g reater detaU in Figure 4 .1. 

EXAM TIP 

K.EV TE:RM 

market structure: the 
·framework within which a "firm 
se! Is its output 

For the Unit 3 exam~nattonl candidates must expect data-response and essay questions 
to be set on perfect competition, monopoly or oligopoty. Questions wm not be set on 

m onopolistfc competition. 

Unit 3 Business economics and the distribution of income 
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Figure 4. The m,ain 
market structures 

Pe rfect competition 

iarge number of buyers 
and sellers 
w irth perfect ma1rket 
information 
able to buy/sell as much 
as fhey wish at the ruUng 
ma rk,et pr~ce 
unable to influence the 
ruling market price 

• uniform product 

no barriers to entry or 
exit hil the llong run 

Price takers 

M,ono pol istic 
cornpetitiollil 

' I mperf,ect compet ition 
amongst the many' 

Oli.g,opoly Du,opoly 

A few mutu a Illy 
interdependent firms, 
each needin1g to take 
account of Its rivals' 
reactions when deciding 
Its own .marketing 
strategy 

1mperfed competition 
amongst the feYI 

Monopoly 

1 firm 
producing 
1ooq1) of 
m atket output 

Price maker 

Market structures a re defined by the nu1nber of fi rrns in the market. However this 
leads to other important aspe,c ts of the market, such as the con1petitiveness of the 
1narket1 and the ways in which firn1s behave and conduct then1selves in the mark1et . 
Perfect compe,tition a.nd monopoly are at the opposite extre1nes of th,e spectrum of 
market struct ure shown in Figu:re 4.] . The markiet stru ctures that He between these 
extre mes provide examples of imper.fect competition. 

EXAM TIP 

Whi'le you should know the six conditions of perfect competition, it is seldom if ever relevant 

to regurgitate this list in an examination answer. Rather. you must !eam the skills of applY]ng 

one or more of the oonditi ons of perfect competition to expl'ain, an.aJyse or evaJuate the 
characteristics of a perfeo~ly competitive mar1<et, or to compare perfect oompetition wiith 

monopoly or oligopoly. 

Pure 111onopol J in which a single firn1 
produces the whole of the output of a 
1nark1et or industry, is the 111ost extren11e 
Iorn1 of imperfect compet ition. l nd,eedJ a 
pure mon opolist faces no c101npetition at 

KEY TERM 

pure monopoly : exists where there is 
only one 'finm 1in a market 

ail t since there a re nai other fir ms to compete aga.insL u·su.a.Hy, however, n1onopoly 
is a relative rather than an ,absolute concept. UntH quite rec 1ent ]y1 the Br it i. sh 
Gas Corporation was the single producer of piped gas to households and n1ost 
industrial custon1ers" but it experienced co1npeti Hon f ron1. other sources of energy 
such as electricity and oil. British Gas's 111.onopoly power was further reduced in 
1998 \Vhen otber companies, including electricit}r con1p.anies, i\rere allov..red to sell 
gas to custon1ers via the pipelin .. es pr,eviously o\vnedl by Br itish Gas. Monopolists 
do, therefore, face co1npetitive pressur,es, both from substitu te products and 
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Revenue theory and n1arket structures 

so1netimes a Lso from outside fir1ns trying to enter the mark,et to, destroy tbeir 
monopoly position. 

At the other end of the spectrum~ perfecl coinpetiHon is actuaUy 

KEY TERM non-existent. ]t is best to regard perfect competiHon as an unrea.1 or 
abstract econon1ic 111odel defined by the conditions Hsted in Figure 4.1 In 
,Chapter 5, I explain lh t real-world markets cann0it dmsplay si mu]taneously 
all the conditions necessary for perfect competition. Since any violation 
of the conditions of perfect co1npetition in1111edjate]y renders a Lnarket 

imperfectly co1npetitive, even the tnost competitive n1arkets in the real 
econo1ny are exa111ples o,f in1perfect co1.npetition rather than perfect 

perfect corn petition: exists 
i'n a market containing a large 
number of f-i'rms and meets the 

six conditions that define the 

co1npet iti,on. 

But despite the lack of perfect n1arkets in the, real w,orld, t]1e theory of perfect 
co1npetition js perhaps the most hnprortant and fundam,enta] ,o,f all conv,ention.al 

economic theories .. Critics of orth,odox microeconomic theory strongly argue that 
econon1ists pay undue attention to perfect con1petj,tion 3.s a market strucl ure and 
that this encourages a false beHef that a perfect market is an attainable [deal. As y0iu 
read this and the next few chapters,, re111ember at all times that perfect con-rt petition 
is an unrealistic n1arket structure. Ot \vould be clearer for students if perfect and 
iu1perfect competition were respective]y cal]ed unrealistic competition and realistic 
coinpetitio n.) 

KEY TERM N,evertheless, perfect con1petition performs a very useful function. It 
serves as a standard or ben.chinarJk against which we 111.ay judge the 
d si.rable or undesirable properties of the hnperfectly co,1npetiUve 
market struct urres of the world w1e live in. 

oligopoly: a.n imperfect~y 
competitiive market containing 

only a few fii rms. 
As 1 have mentioned, al] markets betvleen the po,la r extremes of 
per feet co1npeti tio n and mono,po ly are lab eU1ed as i.mpe rfectly 
competitive. Ther,e are two main imperfectly con,petitive 
market structuresl n1onopolistic co111pelition and oligopolyT If 
you use another textbook, a long side thi s one, that covers the 
require1n,ents of all the G CE exan1ining boards, you \vi]l find a 
chapter there on n1onopolistic con1petition . Hoivev,er, ]nonopolist 
colnpetition i s not in the AQA economics specification., so 
don,, t bother learning about it, at least beyond kno\vi.ng that 
monopoHsti.c competition is, as Figure 4. 1 indjcates, i1nperfe,ct 
competition. amongst the many. This means that there are a 
large number of firn1s in the market. By contrast in oligopoly~ 
which Figure 4.] describes as imperfect competition amongst 
the few~ there are generally only a handful of firn1s. (Indeed in 
duopoly, \Vhich is a special case of oligopoly, there are only two 
firn1s in the n1arket.) 

Ahnost all real-wodd n1arkets, certainly in de\,.eloped economies such as the 
Unite d Ki.ngd0i1nJ are impe,.rfectly con1petiti.ve1 and sorne of tl1em, such as the video 
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Microsoft, Sony 
and Nintendo form 
an oligopoly in the 
video games console 
market 
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ga1nes console· n1arket, are oligopolies. Chapter 7 exp]ains. how oligop,oly and 
concentrated 111arkets clivide into competitive oHgopoly~ in wh ich firms compete 
actively against each o th,er and collusive oligopo1ly,. in which firms c101operate with 
each 10lher. 

R venu 
Re\' nue is the sales revenue or n1oney that 
a firln earns when seUing its output As I 
e1nphasise in Chapter 2~ ynu must not confuse 
a firm,s r:evenue with the r:etur.ns or output 
that the firm produces. 

KEY TERM 

revenue: the money income a ·firm 
receives from selling 1its output. 

Likewise, you must not confuse to,tal revenue, ave.rage r venue and .marginal 
revenue. Total .fievenue is all the money a fir.m earns f ro1n selling Lhe total output ,of 
a product.His cumulative,+ Selling one· more unit of a product or good usuaUy causes 
tota I revenue to rise. By contrast at any level of outputj average revenue is calculated 
by dividing total revenue by the size of output: 

total revenue TR 
average revenue = t or AR = 

0
. 

OU put 

lA'here TR AR and Qare the syn1bols I use for 
total revenue, average revenue and the level 
of output. 

EXAM1 'TIP 

Make sure, you don't confuse 
revenue with returns or with profit 

Marginal revenue is the addition to total revenue resulting fron1 the sale of one more 
unit of output. Marginal revenue can be calculated by using the equation: 

marginal revenue = total revenue or MR = . TR 
Aoutput AO 

\\,here MR 111eans marginal revenue and indicates a change in total revenue and 
output. 

The C-reek delta syn1bol is used by 111athematicians as th,e syn1bol .for a change in 
the value of a variable over a range of observations. The \\rord imarginal' nteans the 
change in the value of a variable when there is one n1ore unit of the variable, so 8. is 
the syn1bol that indicates this change~ [t is used in the forn1ulae for n1argina] product 
and. n1.arginal cost,, as lNell as marginal revenue. 

How he co pet·tiveness of a marke struc ure 
a fects a fi m's evenue curves 
Having exp]ained the n1eaning of tota], average and marginal revenue, in the 
final two sections of this chapter I shaU explain how a firn1 s aver.age revenue 
curve and its 1nargin.a] revenue curve are derivect first in per feet con1petition 
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and then in monopoly. (1 explain oligopoly revenue curves in Chapter 7, rather 
than in this cJ1apter.) 

Revenue curves i perfect competit·on 
[ shaU use tbe conditions of perfect co1npetition listed at the left-hand side of Figure 
4.1 to derive the revenue curves facing a finn in a perfectly co1npetitive market. The 
first four of the conditions of perfect con1petition are: 
• a larg,e nu1nber o.f buyers and sellers 
• buyers and sellers possessing perfect inforrna.tion about the market 
• possible to buy and sell as much as needed at the .ruling market price set by market 

fo rce,s in th,e market as a \Vhole· 
• individual market tra nsactiions unable, to influence the rul ing mark,et price 

Taken together,, the four conditions I have listed tell us that a perfectly competitive, 
firm, vvhich is depicted in panel (a) of Figure 4.2, faces a perfectly elastic demand 
curve for its product. The demand curve facing the firm is ]ocated at the ruling 
market price, ,P1jJ which itself is deter1nined through the interaction of n1arket 
de1nand and n1arket supply in pane] (b) of the diagran1. 

The assumption that a perfectly con1petitive firn1 can seH ,vhatever quantity it 
\Vishes at the ruling 1narket pric1e P1, but that it cannot influence the ruling market 
price by its o,.Yn action, n1eans tha.t the firm is a passive price-taker. 

The· ]abels ' o sales' and ' o sense' tltaL I have p.Ia.ced ,on. Figure 4.2{a), .1resp1ectively 
abov1e and below the price lin.e Pi, help to explain why a perfectly competitive, fir1n 
is a price-taker. ' o sales' indicates that if the firm raises its .selling price abov 
the ru li ng m~rke·t priceJ customers desert lhe firm to buy the iden'tical p roducts 

(perfect substitutes) available from other firms a t the ruling market price. 'No sense' 
refers to the fact that although a per f,ectly 1cornpetitive fir111 can seU its output belo1w 
the price Pi,. doing so is irrational. No extra sal1es can result so selling below the 
ruling market price inevitably reduces both total sales r,evenue and profit. Such a 
pricing policy tl~er1efore conflicts witl1 the profit-n1aximising objective that firLns are 
assun1ed to 11ave* 

(a) One firm 1in1 the ma'~ 
Price 

No sales 

D=AR=MR 

1(b) The whole ma'flcet 
Pn·ce · 

P1 ----------------- P1 

No sense 

0 Output 
(hundred5) 

0 
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Mairket 
supply 

1R,uli·ng 
market price 

Market 
demand 

0 Llts,Ut 
,(mHllons) 

· igure .2 Deri~ng 
a perfectly competitive 
firm's ave'iage and 
margi naJ revenue curves 



The horizontal price line facing a perfect]y 
competitiv,e· firm is also 'the firm's a , rage 
revenue r(AR) and its marginal revenu 
(it/R)1 curves. Suppose for example that 
the fir1n sells ]00 units of a good, with 
each unit of the good priced at .£1.00. Th,e 
Jinn's total sales revenue (TR) is obviousJy 
fl00.00. 

AR = TR or £1i00.00 = £1 00 
Q 100 . 

MR= TR or £1.00 = £1.00 
ti0' 1 

KEY TERMS 

average revenue {AR): equals total 
r,evenue d ~vided by the size of output 

marginal revenue (MR): equals the 
change in total r"evenue d i,videdl by the 
change in the size of output. 

The price or average revenue is £LOO~ as is the m a:rgina] revenue the firm earns 
v..rhen it seUs one more unit 

price = AR = MR' 

Revenue curves ·n monopoly 
It is worth repeating that the demand curve facing a p1erfectly competjtjve firm 
besides being [ocat1ed at the ruling market pdc,e,, is also the firm's average revenue 
(AR) curve and its n1arginal revenue (MR) curve. By contrast for monopoly the 
demand curve for the firm's output is also its AR curve but not its MR curve. 

This is because the dlen1tand curve facing a n1onop0Ust differs fron1 the den1and curve 
f a.cing a firn1 in a perfectly competitive market. Tl1e industry demand curve and 
the de[nand curve for the n1onopolist•s output ar,e the same because the Illonopoly 
is the industry,, This 1neans that a 1nonop0Ust :faces a do,¥nv\rard-sloping den1and 
curve, whose e]asticity is detertnlned by tbe nature of consun1er demand Ior the 
1nonopolist1's product. 

The dow nward-s]oping demand curve affects the moniopoHst in ,one of two djf.ferent 
\\rays. If the n1onopolist is a price-n1aker, choosing to set the price at \rvhich the 
product is sold, the denriand curve dictates the n1 ximu111J output that can be sold at 
this price+ For exan1ple; if the price is set at P1 in Figure 4+3,, the 111aximum quantity 
that can be sold at this price is Q1. And if the 1nonopolist raises the price to P2, sales 
fall to 0'2, unless the n1onopolist success{ uHy uses advertising or other forn1s of 
marketing to sl1ift the den1.and curve to the right . Alternatively] if the monopolist is a 
qu.antity~setter· ratl1er than a prLce-maker~ the demand curve dictates the n1axin1un1 
price at which the ,chosen quantity can be sold. T.he fact that the de1nand curv1 is 
downward-sloping 1neans that the monop,o] ist face,s a trade·~off. A monoproJy cannoL 

set price and quantity independe·nt1y of each other. 

The demand curve is the n1onopolisfs average revenue (AR) curve because the 
de1nand curve shows the price the monopolis charges at each level of output. 
Ho,vever unlike in perfect competition, margina] revenue and average revenue are 
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not the same in 1nonopoly. To explain this, I shaH re-introduce the s,econd state1nent 
in the mathen1atical relationship between a 1n.arginaI variable, and the average to 
\;\'hicl1 it is related: 

when the marginal < the average~ the average falls 

(The fuH .relationship is on pag,e 25.) 

Price 

EXAM TIP 

The trade-off 
facing a 

m,onopolist 

Ma rke,t dem1and 
,and demand for 
the m10 n opoll st's 
out ut 

Output 
i u re . 3 The trade­

off facing a monopolist 

You should understand that a ,monopoly can be a prlce-maker or a quantity-setter. but not 
both at the same time. 

Since the monopohsf's av,erage revenue, curve falls as outpu t or sales rise marginal 
rev,enue must be below average revenue. This relationship is shown in Figure 4+4, 
\V hich depicts a n1onopo.tist's AR and MR cu rvesJ ,vith the MR' curve dra,vn t,vice as 
steep as the AR curve. This is al'"rays the case ,vhenever the AR curve is a stra1ght 
Hne or linear. tThis property does not apply 1, however, when the AR cur-ve is non~ 
Hnear, though the MR curve will always b,e below the AR curve as long as the AR 
curve is fa]llng.) 

Price 

EXAM TIP 

Market 
demand 
~ AR 
' 

Output 
Figure 4 .4 Monopoly 
average revenue and 
marginal revenue curves 

Questions in 1he Unit 3 examination on perfect competition. monopoly or oligopoly may 
be synoptict testing1 your understanding of and ability to app!y1he concept of e~asticity 
introduced in the AS course. 
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Earlier h1 the chapter, J ment1oned that the horizontal price line 
facjng a perfectly con,petirtive firm is also the perfectly elastic 
demand curve for the finm's output. The expfanation for this lies 
in the word s.ubstitutability. In AS microeconomics you learnt 
that the availability of substitutes is the main determ~nant of price 
el'asticity of demand. Now in perfect competition because of the 
assumptions o,f a uniforim product and perfect informatronr the output 
o,f every other firm in the market is a periect substitute for the fim,Js 
own product. If the firm trtes to raise its price above the riuling market 
price~ it Joses al I its customers~ 

l.n monopoly by contrast, ,providing the demand curve is a straight ,I tne 
as weUI as downward sloping. price elasbicity of demand falls moving 
down the demand curve. Demand for the monopolist's output is 
elastic in the top half of 1he curve. falU ng to be uni,t e1asti,c exactly half 
way down the curve; and ~nelastic in the bottom half of the curve. This 
is shown in Figure4.5. D~mand ise1astiic betweenA and B. unit e~astic 
at B., and inelastic between Band C. 

I shaJI revisit the sjgnificance of elastidty in the next chapter. when 
comparing profit maximisatio,11 with revenue maximisation. 

Price · 

Unit elastic 

10 

Etasticity falls 
mov~ing down 

the ,curve, 

/ 

Fig1ure 4.5 Price elasticity of demand 
for a monopoly 

Quantity 

The next diagram, Figur,e 4 .6;: ·exp]ains the re1ationship betwe,en a monopolisfs AR 
and MR curves. The fir111 can only sell an extra unit of output by red.ucing the price 
at which all units of output are sold because the den1and curve (or AR curve) facing 
the rnonopo]ist is d10\Yll\vard-slioping. Total sales revenue increases by t he· area k 
in Figure 4.6 but de,creases by th,e area h. Areas k .and h respectively .show the 
revenue gain (narnely tlte extra unit sold 1nultiplied. by Us price) and the revenue loss 
resulting from the sale of .a n extra unit of output. Th·e revenue loss r,esults from the 
fact that in order to selJ one more unit 1Qf output, the p rice has to be reduced for all 
units of output, not just the extra unit sold. Marginal revenue \vh ich is the revenue 
gain minus the revenue loss (or k - h), n1ust be less than price or average revenue 
(area k). 

· g u re 4. Explaining 
the monopolist 1s MR 
curve 

Price 
Loss of revenue 

X y 

1Galn in k 
irev,enu~ 

AR 

Output 
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Market structures provide the framework in which businesses exist. 
Different market structures display different degrees of competitiveness. 
Perfect co,mpetltion, monopoly and oJigopoty are three main market structures. 
In pure monopoly there is only one firm in the market 
There, would be a. very large number of firms (and also buyers) ~ n a perfectly competitive 
market. 
But no real-world market is perfectly competitive because not all the conditions of perfect 
competition can be met at U1e sam.e time. 
Perfect competition prov1ides a yardstick or benchmark aga,ns1 which the desirabte and 
undesirable properties of real-world markets can be measured. 
A perfectly competit1We firm is a passive price-taker in the market rn which it exists. 
A perfectly competitive firm's average and marginal revenue curve is located along the 
horizontal ruling market price line. deiermined in the market as a whole,. 
The ruling market price in perfect competition is also the perfectly ,elastic demand curve 
facing each firm in the market. 
A monopolist ·s demand curve is the market demand curve for the industry. 
A monopolist can be a price-maker or a quantityesetter~ but not both at the same tim,e. 
A monopolist's marginal revenue curve lies below its av,erage revenue curve. 
Price elasticity of demand falls mov,ing down a Oinear) demand or AR curv,e facing a 
monopolist 

Exam-style questio s 
1 Explain why the average and margina~ revenue curves of a monopoly slope downward, whjle those of 

a perfectly competitive firm are horizon~I. (15 mar s) 

2 Expl~in the mathematical relationships between the average and marginal values of an economic variable. (15 marks) 

3 'As it can sen as much as~t wants to at the ru ling market price, a perfectly competitive firm shoufd always 
try to sell more of the good 1t produces.· Evaluate this vrew. {25, marks) 

4 Evaluate the view that a monopoly can simultaneously increase both the price of the good it produces and 
the quantity of the ,good ft sells. (25 mar _s) 

Extra resources to e p you revise are available onli eat ww adde tus.co.uk/p illpalla 
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Chapters 2 and 4 have already introduced you to the two market structures of perfect 
competition and monopoly. Arguably. these are the two most essential topics you need 
to know vvhen ansvVering Unit 3 ,exam1 questions on business economics, though 
oligopoly, covered in Chapter 71 is aJlso very important. This chapter draws on the 
rnfarmation about cost ar'ld revenue curves explained in Chapters 3 and 4 to sxplairi how 
profit maximisation occurs in perfect competition and monopoly. Chapter 6 then 
evaluates the desirable arid less desirable features of the two market structures. 

·············•t••••~··········~•1•·········· ·······~············ ····················~···~·· -~···················· 

This chapter will: 
• expfain how profit maximisation occurs 

ana~yse perfect co mpet,ition equilibrium in the short run and the long run 
analyse monopoly equilibrium 

At AS, there, is a section of Unit 1 callled LResource alfocation i r, competitive markets'. 
However, candidates are not axpected to know about perfect competition at AS. This 
means that at the beginning of the A2 course, you shoul'd understand how a competitive 
market works in a supply and demand context Chapters 2-4 introduced you to perfect 
competition. 

Monopoly i,s mentioned in the A8 specification in the section on market failure. You are 
expected to ~understand that monopolies have market power and that the basic model 

of monopoly suggests that h1gher pri ces~ inefficiency and a misaJlocation of resources 

may result in monopoly, compared to the outcome in a competitive market'. Besides 
understanding that monopdly is a type of ma~kat failure, you should also know about the 
sources or causes of monopo:ly power~ and the possi1ble benefits of monopo,ly such as 
,economies of scale. 

Profit~maximislng behaviour 
When I briefly mentioned how firms behave in Chapter 2, I stated that all econon1ic 
agents e.g. households, firms and the government have an objective that they \Vish 
to maxilnise. I then said that for firms,, economists assun1e th.at the objective is profit 
1naxhnisa.tion. Tl1is assun1pti.on is f undame nta] to the traditional (or 11,eo,classicaJ) 
theory of the firm. At any ]evel ,of output: 

total profi1t = total revenue - total cost 
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Providing we assu111e that it wishes to tnake the largest possible _proflt~ a firm 
therefo,re aims to produce the l1eve] of output at which TR - 'JiC is maximised~ The 
maximisation oif TR - r:c is the equilibrium condition (or op1tim.isi.ng condition) for 
a profit-maximising fi rm for if the fi rm succeeds in producing and selling the ou tput 
yielding the bigg1est possible profit, it has no incentive to change its le,vel of output 

Hovvever) it is generaUy 1nore convenient to state the equilibriu1lil condi tion for profit 
tnaxin1isation as: 

marginal revenue = marginal cost, or MR= MC KEY TERM 

1\JJR :::::i MC means that a firm's profits are greatest when the addition lo 

sales revenue received fro1n t1~e last unit so]d (marginal revenue) equa]s 
exact]y the addition to tot I cost incur red from the production of the last 
unit o·f output (marginal cost). 

MR ~ MC: the marginalist 
condition that must be met if 
profits are to be maximised. 

Imagine, for example, a market gardener producing tomatoes for sale in a local 
market, but unable to inUuence the ruling market price of 50p per kilo. At any size 
of salest average revenue is 50p which also equals n1arginal revenue. Suppose that 
\Vhen the horticulturalist markets 300 kilos of ton1atoes; the cost of producing and 
marketing U1e 300th kilo is 48p. If the ton1ato grower decides not to n1arket the 
300th kUo3 2p of profit is sacrificed . Suppose now that total costs rise by SOp and 
52p respectively l,\then a 301st kilo and a 302nd kilo are, 1narketed. The n1arketing 
of the 302nd k ilo causes profits to fan by .2pt bu t the 301st kilo of to]natoes leaves 

tota] profits unch nged: it represents the level of sales at \\rhich profits are exact1y 
maximised. 

To sum up. when: 

MR > MC. profiffis rtse when output increases 

MR < MC·, profits rise when output reduces 

So only ·"vhen MR' = MC are profits maximised~ 

When MR > MC or MR < MC the firm faHs to maximise pro1fit. These are exan1ples 
of disequilibrium . lb 1naxin1ise profit1 the fi rn1 n1ust change its level of output 
until it reaches the point at w hlch MR = MC. Once this is reachedJ the firm has no 
incentive to change output unless son1e ev,ent disturbs either costs or revenues . 

It is in1portant to understand that fir1n s in all nlarket structures (perfect competition, 
monopoly and irnperf ectly competitive markets such as olig1o_poly) can only maxitnise, 
pr1ofU ·when tnarginal revenue equals margh1al cost. MR = MC is a universal 
equiHbrju1n or profit9 n1axi111ising condition relevant to an market structures. 

EXAM TIP 

You must understand that profit is maximised in all market structures (perfect competition~ 
monopoly and oligopo~Y) when MR= MC. 
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ormal and su erno ma rofi 
Before explaining tl1e .concept of tl1e profit­
maximjsing firm in perfe,ct c,ompetition, 
I n1ust first introduce 11orn1al pro_it and 
superno ~mal pio it (Supernormal profit 
is also known as abnorn1al profit and 
above-norn1al profit.) · orrnal profit is the 
1ninimun1 level of profit ne,cessary to keep 
incu1nbent firms in the market (i.e~ firms 
that are already in the market). Howev,erl 

the· no,rmaJ pr,ofit made by incu [nbent 

firms is insufficient to attract new firms 
into the n1arket. Econoinists treat norn1al 
profit as a cost of production; including it 
in a firm 1s average cost curve be,cause a 
firm n1ust make normal profit to stay in 
production. In the long run, firn1s unable to 

KEYTERM!S 

no rmaJ profit: the min imurn profit a 
firm must make 1o stay in business, 
while being insufficient to attract new 
firms into the ·market 

supe1r ormal profit: profit over and 
above normal profiit. 

EXAM TIP 

It is easy to confuse nonnal pro~it 
wirh a normal good. a good for 
which demand increases as income· 
jncreases. 

1nak:e nor1nal profit leave the market. Supernorn1al profit is extra profit over and above 
11,orn1al profit . In the long rrn1, and in the absence nf entry barriers> supernormal profit 
perfor1ns the important economic function of attracting new fir.ms into the market. 

T conditions o p rfect competit·on 
Y1ou first ca111e across the conditions of perfect ,competition in Figure 4+1 in Chapter 4+ 
To remind you, the six conditions that 111ust be present in a perfectly competitive 
1narket are: 
1 a large ITllinber of buyers and sellers 
2 p,erfect inforrnation about wllat is going on in th·e n1arket inc]uding prices of 

goods and. their costs of production 
3 finns being ab]e to s,eH as much as they \JVish to at the .ruHng price estabU shed by 

d,emind and supply in the ivhole market 
4 independent action by firms wiH not influence the ruling market price 
5 a_ uniform,. identical or hon1ogeneous product 
6 co1nplete freedo1n for firms to enter or leave the n1arkel; but only in the long run 

Sho t-r n e ui ·b um in per ect competition 
.At this stage, you shou]d re fer back to page 39 and Look again at Figure 4.2. The 
diagrams iUus lrale how each firm in a perfectly competitive n1a rket passively 
accepts the ruling 1narket price·, which becomes each firn'l's aver.age revenue (AR) 
and m.arginal revenue (MR) curve. The third condHion of perfect cam.petition teUs 

us that a perfectly competitive firm can seU as much as it \\rishes at the market''s 
ruling price. But how much will it actually wish to produce and sell? Providing we 
assume that each fir1n's business objective is solely to n1axin1ise profit, the answ,er 
is shown in Figure S.l. 
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(a) One firm In ithe market 

Price 

MC ATiC 

p, ....... _____ ,...__.....,.. __ _ 

Supernormal 
pro flt 

c, 

Price 

Perfect con1petition ancl monopoly 

{b) The whole market 

Market 
supply 

Rull:ng 
markE!t price 

Market 
demand 

0 Output 
{hundreds} 

0 o' Output 
(mlilllons) 

· ure 5. Perfect 
competition in short ftrun 
eq ui Ii brium 

Panel (a) of Figur,e 5.1 adds, the perfe,ctly 
co111pelitive firm's aver.age tota] cost (AJC) nd 

its marginal cost (MC) to the revenue curves 
shown in Figure 4.2. Point A in panel (a) (at 
\VhichMR' = MC) locates tneprofit~maximising 
level of output 1Q1• At this level of ou tputJ total 
sales revenue is sl10\\Hl by the area 0Q'1 AP 1. 

Total ,aost is shown by the area 10QtBC1. 

Supernor1nal profits (m.easured by subtracting 
the total cost rectangle from the total revenue 
rectangle) a]ie shown by the shaded area 
C1BAP1+ 

Prioe I 

EXAM TIP 

MC ATC 

p_, li-,,tl _____ .,_ _______ _ 

Super,norma1I 
profit 

d- ------..... 01 1Qutput 
(hundreds) 

A oompeb'tivie market is rn equilibrium when planned demand equa~s planned suppl,y. 
A firm is in equilibrium when profit is maximised and MR= MC. True equilibrium is long­
run equilibrium. By contrast short-run equilibrium, is really a constrained equilibrium which 
lasts only as long as new entrants are k~pt out of the market 

figure 5.2 is the same as panel (a) of Figure 5.1, but presented \\rithout any information 
about what is going on in the n1arket as a whole~ The diagram enab]es you to focus 
on the short-run equU ibriu1n of a perfectly co1npetitive firn1~ especially the positions 
of tlle cost and revenue curves and the supernor111al pr ofit rectang.le. 

ong-run equl "brium in perfect cam etit on 
Referring back again to the list of the co,nditions of perfect competition~ you will se . 
that although firms cannot enter 1or leave the 01 1rket in the short run, they can do so 
in the long run (condiUon ,6). Supp,ose that in the short run, firnlls 1nake supernorn1al 
profit , as illustrated in Figures 5.1 and 5. 2. ]n this situation~ the ruling t11arket price 
signals to firms outside the 111arket that supernormal profits 1can be n1ade, which 
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Figu e 5.2 A perfectly 
competiuv,e fi nm in short­
run equilibrium 



Figure 5. Perfect 
competition in long­
run equilibrium 

provides an incentive for ne,v firms to enter the 1narket. Figu.re 5. 3 shows Ylhat might 
happen next. [nitiaUy;, too many new Hr1ns enter the ma.rket~ ea.using the supply 
curve, to shift to the ri.ght to S2 in panel (b) of the diagram . This causes the price 
line to fall to P2, '\i\rhich lies belo\V each firm~s ATC curve. When this happens, fir1ns 
1nake a loss (or subnorn1al profit). Ho\vever, just as supernorn1al profit creat,es the 
incentive for new firms to enter the 1narket; subnormal profit provides the incentive 
lor n1aiginal fir111s to !,eave the market. In panel (b) the n1arket supply curve shifts 
to the lef l and the n1a.rket price ri.ses. EventuaHy, long-run equilibriun1 occurs when 
f irn1s ]nake norn1a.l profit only. For ithe markel as a whole·, this is shown at ,output 
Q H·• and price P3 in Figure 5.3. 

(a) One firm in the market 
Revenu:e 

a1ndlcosts 
MC ATC 

Revenue 
and c1C>St5 

(b) The whole market 

1\ t--------..-.-,.. ............ ____ ~ {A~R~.~- M~R~)-3 ----- "3 M----~ .....-~~ .................. ......: 
P2 (AR=MRn ----- P2 

0 Output 
O,u ndreds)i 

QJtl Q '' 10utput 
(millions) 

Panel fa) of Figure 5. 3 shows a perfect]y con1petitive fir1n in ]ong-run equilibrium. 
The price the firn1 faces is of course P3,. but its output is Q3, which is imn1ediately 
b 1elow the porh1t at ·which MR - MC. This is shown 1nore clearly in the next diagram, 
Figu.r1e 5*4 ,. iv hich shows. the perfectly competitive firm in long-run e,quiHbrium. 

In Figure 5 .. 4~ the firm's total 
revenue and also its total cost are 
shown by the r,ectangle bounded 
by the points OQ~P3~ The entry o,f 
new firms into the market. 
attracted by short-run supernormal 
profits~ has v,thHtJed away 
super11orn1al profit untH in long­
run ,equilibrium surviving fi rn1s 
make normal profit only. 
(Remember, normal profit is 
treated as a cost of production, 
----

EXAM TIP 

R~enue .· 
and costs 

0 

MC ATC 

AR= MR 

03 Output (hundreds) 

i g re r.:. A pertectly competitive firm in long-run 
equi librfum minimJsing average costs of production 

Make sure you understand and can draw the diagram shown in Figure 5-.4. The prev1ous 
diagram is less important to learn. 
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Perfect con1petition ancl monopoly 

and is not shown expHcitly in the diagratn.} For the firrn, output Q3 is the long-run 
or true equ ilibrium. Total rev1enue equals the total cost of production,. norm.al profit 
only is made~ and there are no incentives .~or firms to enter or leave the market. 

SYNOPTIC LINK: SOURCES OF MONOPOLY POWER 

Section 3.1.4 of the AS specification states that candidates should be aware of the various sources of monopoly power 
which affect the behaviour and performance of firms. These include: 

• Natural monopoly. This occurs when there ia only room in the market for one firm 'beneflttng to the fum from 
econom1ie·s of scale. In the past, utility industries such as water,, gas, electricity and the ·t,e!ephone indus,tries 
were regarded as natural monopolies. Because of the nature of their product, utiUty industrtes experience a 
particular marketing problem. The industries produce a service that is delivered through a distribution network 
or grid of pipes and cables into millions of separate businesses and homes. Competition in the provision of 
distribution gr1ids is extremely wasteful sjnce it requires t1he duplication of fixed capacity, therefore caustng each 
supplier to incur unnecessarily h fgh fixed costs.. 

• Geographical causes of monopoly. A pure natural monopol'y can occur whenf for climatic or geological! 
reasons, a parUcular coumry or location is the only source of supply of a raw material or foodstuff. Geographical 
or spatial factors also give, rise to another type, of monopoly, for example a single grocery store, in an isolated 
village. Entry to the market by a second store is restricted by the fact that the l'ocaJ market is too small. 

M·onopoty does not exis1 in an abso~ute sense, since the vmagers can 1ravel ·to the nearest town to buy their 
groceries. Nevertheless, the grocery store, can stHI exercfise, considerabfe, market power, stemm1ing from 1he 

fact that for many villag.ers It is bo,th costly and inoonveni1ent to shop elsewhere. Prices charged are likely to be 
higher than they would be if competition ~isted nearby. 

• Government-created monopoly, ,Governments sometimes create monopoly in markets they believe are 
too important to leave to competition. ·National flag' a~rlines are an examp!le and trade mark and patent 
legislaUon also creates monopoly to pr1otect inte,nectual1 copyright. Some governments also have a monopoly 
over broadcasting. 

• Advertising as, a sour,oe of monopoly power. Monopolies and other large firms can prevent sman firms 

entering the market with devices such as saturation adverti'sing .. The small firms are unable to enter the 
industry because they cannot afford the :min~mum level of advertising and other ·form s of promotion for their 

goods which are necessary to persuade retailers to stock their products. The mass-advertislng, brand­
imag~ng and other marketing strategies of large ,estabUshed firms effectively crowd out newcomers from the 
market place .. 

Monopo y equ· ibr·um 
The profit-maximising or equilibrium level of output in 
monopoly is sho·w n in Figure S .5. As in perfect con1petition, 
the equilibriun1 output Q'1 is located at point A~ v.1here MR = 
MC. It is worth rep,eating that providing the firn1 is a profit 
1naxi1niser1 the equilibrium equation MR = MC applies 
to any firm whatever the .tnarket structure. Ho\vever., in 
monopoly, point A does not sho\tV the equiHbr.ium price, 
\i\rhich is located at poi .nt B on the demand curve or AR 
curve above point A. The equ'ilibriu1TI price is P'1, 1vhich is 
the maximum price the monopolist can charge and succeed 
in selling output Q1• 

Unit 3 Business economics and the d istribution of income 
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and cost 
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Figure 5. 5 Monopo1y equilibrium 

Output 



You wil] notice that Figure 5.5 does not distinguish b 1etween short-run and long-run 
equilibrium. in mo,nopoly. This is because a 1non,opo]y is protected by barriers to 
entry which prev1ent new firms entering tbe market to .share in the supernor1nal 
p rofit made by the inonopoHst. En try barriers enable the monopoJist to preserve 
supernormal profits in the ]ong run as well as in the short run. By contrast, in 
perfect con1petition super normal profits 
are t,empora.ry, being r,estricted to tbe 
short run. Indeed in monopoly, 
s uper11or1nal profits are often called 
monopo( profit . A m,onopolist has t11e 
market po\ver to pres,erve· profit by 
keeping competitors out. 

EXAM TIP 

KEY TERM 

monopoly profit: the supemormaJ 
profit a monopoly or imperfectly 
competitive firm makes in the Jong run 

as well as in the short run. 

Make sure you understand and can draw Figure 5.5~ and that you can compare ~t to the 
die.gram showing perfect competition long-run equilibrium1. 

EXTENSION MATER 1IAL 

Profi maximi ation ver us revenue maximi a ion 
Students often co nfusa profit maximisation with 
revenue maximisation, but the two concepts 

are different Profit maximisation occurs at the 
revel of output at which the differenoe between 
a firm ts total sales revenue (7R) and' its total costs 
of production f/7C) ,is greatest. Th is is al so the 

[evel of output at which marg,inaJ rev,enue equals 
marginal oost {MR = MC). By contrast, revenue 

·maximisation occurs at the level of output at 

Which margina~ revenue is zero. The difference 
between profit maxim·isation and revenue 
maximisation is shown in Flgure 5.6. 

The profit-maxim ~sing I evel of output 01 is 
1:ocated below point X where MR = MC. By 

0 o, 

contrast~ the revenue-maximlsing level of output Figure 5.6 Profiit maximisation and 
0 2 is located at pointZ, where MR = O. Providing revenue maximisation 
the AR and MR' curves slope downward to the 

AR 

right and are linear {straight lines), the profit-maximising level of output is always below the 

revenue-maximising level of output 

EXAM1 TIP 

Make sure you don't confuse profit maximisat1on with nevenue max,imisation. 
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EXTENSION MATERl,AL 

Marginal private benefit and marginal private cost 
Provided that a firm's sole busrness objective is to maxi1mise profit, marginel revenue can be thought of as 1he firm,s 
marg 1inal priva1e benefit. Sfmilarty. the marginal cost it incurs when producing output is Its mar·ginal pdvate cost. 

This i.s just a special case of the generaJ proposjtion that an maximising economic agents, be they f~rms, consumers or 
workers, should undertake the activity they w ish to maximise up to the paint at Which: 

marginal private benefit = marginal private cost 

or: 

MPB=MPC 

This generalisation covers the possibility that a firm may wish to maximise an objective ,other than profit, such as: sales 
revenue, 1he growth of the firm or managerial ,objectives {e.g. status or managers· pay). These possibilities are explored 

further in Chapter 7. 

At AS you also oame across the idea of equating' marginal private benefit and marginal private, cost in your study of 

market fai lure and externalities. This will be revisited in Chapter 10 . 

. SYNOPTIC 'Ll;NK: ·MONOPOLY.AND1 ELASJl,CiTY O.F DEM,AND. . 

It is often said that a monopolist's ability to ,exploit c-0nsume,rs Price 
is greatest When demand ~s pfi,ce inelastic and consumers are 

captive in the sense that no substitutes are available. l't is obviously 
1rue that a monopolist may choose to produce a leve! of output 

for which demand is price inelastic .. But to maximise profit a 
m,ono,poly must produce within the elastic section of the demand P, 
curve facing the firm1. Figure 5. 7 shows why. 

0 

MC 

OutpUt 

As in Figure 5.5, profit maxtmisation occurs at output 0 1, drawn 
below point A on the dia_gram .• where MR' = MC. Now, because 
margina~ cost is posltive at point A. marginal revenue must also 
be positive. Yet, whenever MR is positive, demand is pricee"elastic. 
When the demand curve slopes downward and ,is l~near (a straight 

line). tlle monopoiist's MR curve is twice as steep as the AR 
or demand curve. In the diagram. the MR curve int,ersects the 
quantity axis at pojnt Z, wh1ich is exact:ly half way between the 

Figure 5.7 Elasticity of demand and profit maximisation 

origin and point ~ where the AR' curve meets the quantity axis. The vertical line above point Z cuts the average r,evenue 

curve at point 'W, which is also half way along thaAR curve. You should remember from your AS studies that demand is 
e~as1ic at all pojnts on the top half of a linear downward-s1lopiing demand curve, and inelastic at all points on the bottom 

half. Bringing all these points together, the profit-maximising, level of output Q1 must lie below the top half of the average 
revenue curve,, If it wishes to maximise profit, the monopoly must produoe within the elastic section of the demand curve; 

even 1hough monopoly power may appear 1o be greater when demand is inelastic. 
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Profit is total sales revenue minus total! costs of production. 

Profit maximisation occurs at the level of output at which marginal revenue equals 1marginal 
cost (MR = MCj. 
The MR = MC profit-maximising condition applies to all market structures~ monopoly1 
oligopoly and perfect corn petition. 
Normal profit is just sufficient to keep incumbent firms in the market but is insufficient to 

attract new firms into the market. 
Normal profit is treated as a cost of production, and is included in a firm's cost curves. 

Supernormal profit is any profit over and above normal profit. On a graph It rs shown by a 
profit rectangle. 

• ~n a perfectly competitive market, supernormal profit attracts new firms into1 the market, 
until it has been competed away. 
A perfectly compe1Utfve firm is a price--taker~ but a monopoly is a pr1ice-maker or quantity­
sette r. 

Perfectly competitive ·firms can make· supernormal profit in short-run equiJibrium·, but not in 

long-run or true equi librium. 
~n monopotyl entry barrfers prevent the entry of new firms from co1mpeting away supemoirmal 

profit. Supemorm al profit exists in m,ono poly in ~he Ion g run as well as in the short run. 
• The pojnt at which MR = MC lies below the AR curve in a monopoly diagram. but not in a 

perfect competition diagram. 

Exam-style questions 

1 Explain Why profit is maxim,ised wnen MR·= MC in both perlect competition and monopoly. 

2 Explain four different circumstances in which monopo!y may occur. 

3 'Since perfect competition does not exist in real ... world markets! there are no lessons to learn from this 

market structure: Critically evaluate this statement. 

4 Do you agree that for a monopoly to exist and survive~ demand for the, monopolist's product must 

be ineJ1astic? Justjfy your answer. 

xtra res urces to help yo re ise re a airable o · i e at w .hodderplus.co.uk/philipalla1n 

(15 marks) 

(15 mar s) 

(25 mar ~s) 

(25 marks) 
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Evaluation is the most demanding of the four skills tested in the Unit 3 and 4 examinations. 
Evaluation is tested when answering part 03 of your chosen question in the exam paper. 
and part 02 of the essay questions. In the context of perfect competition and monopoly, 
Unit 3 essay questions are fikely to ask: which is the best market structure? To answer 
thts question you need to be able to apply efficiency and ,Nelfare crtteria. Tots chapter 
explains how . 

................................. ········~························································· ·······~······· 

This chapt,ar win: 
explaln the meaning of economic efficiency and of efficiency ooncepts such as albcative 
efficjency and dynamic efficiency 
ask whether perfect competition is more effictent than monopoly 

• introduce two welfare criteria: consumer surplus and producer surplus 
use these criteria to avaJua1e perfe,ct competition and monopo!y 

M1onopoly, but not perfect compstition, is introduced in Unit 1. This means that, although 
you should be abte to evaJuate one weakness and one strength of monopoly, you cannot at 

this point in the course do the same tor perfect compeution. 

Although the idea of improving economic welfare is in the Unit 1 specification, welfare 
ooncepts such as consumer surplus and producer surplus are not in the AS specification. 

How do economis s evaluate perfect competi ion 
and mon poly? 

Chap er 6 

Economists u se two sets of concepts to answer questions such as: is perfect 
competi1ion preferable to n1onopoly? First,, they apply efficiency conceptsJ 
such as productive efficiency, X-ef filc:iencyJ a llocative efficiency,, and 
static and dynanlic efficiency. Second, they ask ho,v perfect competition 

EXAM TIIP 

and 1nonopoly affect the consun1er surplus and producer surplus that 
hous,eholds and firrns respec H ve]y enjoy, and hence the ef fee t ,on gene·ral 

economic welfare. 

Economic eff.ciency 

You must learn to evaJua1e 
in order to display the 
skilils needed to achieve 
an A grade. 

[ have already stated severa] times in previous 1chapt,ers that a fundat11enta] purpose 
of any econon1ic system is to achieve the highest possible state of hu1nan happiness 

Unit 3 Business economics and the distribution of income 



or welfare. Within a 1nark,et economy, 
perfect competition and monopoly must 
ultimately be judged on fl1 e extent to 
\Vh ich they contribute to i mpr,ovi ng 
huinan wellbeing, while remembering, 
of course~ that perfect con1petition is an 
abstract and unreaJ market structure. 

In order to judge the contribution of a 
111arket structure to human welfare, we 
1nust first assess the extent to which the 
1nar.ket s.tructure is 1ef ficient or inefficient. 
In terms of private self-interest, any 
decision 1nade by an ind i viduaJ a fir1n or 
a governn1ent is economicall efficient if 
it achieves the economic agent's desired 

KEY TERM 

economic efficiency: in general 
terms, economic efficiency minimises 
costs incurred, with minimum 
undesired sid'e effects. 

EXAM 'TIP' 

Economic efficiency is a key concept 
that can be used in the analysis of a 
wfde range of economic topics~ for 
example taxation and market failures. 

objective at ntlnhnum cost to the agent itself, and with n1inimum undesired side 
ef fe,cts. However, in terms of the whole co111.111.unity, the social costs incurred and the 
social benefits received need a lso to be ,considered. 

Before discussing the extent to which perfect con1petition and J/llonopo!y can be 
considered efficient or ineffi,cient belou, are so1ne of the 1neanings econo111ists 
attach to the ,vord 1efficiency; .. 

Technic,al efficiency 
A production process is lechn.icalJy 
efficient if it 1nax.imises the output 
produced fr,om the availab]e inputs ,or 
factors of production+ Alternativelyi 
\Ve may sayJ that at any level of output, 

KEYTERM1 

technical efficiency: maximises 
output from the available in puts. 

production i.s technicaH y efficient if it n1inin1ises the inputs of capital and labour 
needed to produce that level of output. 

Ptoductive effici'en 1cy or 1cost effi 1ciency 
To achieve p1·oducliv efficiency.. a fir1n 
1nust use the techniques, and factors oif 
production which a re available, al lowest 
possible cost per unit of output+ In tbe 
short run, the lowest point on the relevant 
short-run average, total cost curve locates 

KEY TERM 

productive efficiency: involves 
minimisrng the average costs of 
production. 

th e n1ost productively efficient level of output tor the particular scaJe of operation+ 
Short-run productive efficiency is shown in F[gure 6.1. 

However~ true productive effici1ency is a long-run rather than a shor t-run conce·pL 
A firn1's Jong-run average cost curve sho\vs the lowest unit cost of producing 
di f fere,nt levels of output at al] the different possible scales ,oI production~ The 
1nost productive! y 1efficient of al] the levels of output occUlr.s at the lowest point on 
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Cost ' 

0 

MC SRATC 

Productive 
effic riency 

Output 

Cost ' 

SRATC1 

0 Output 

Fig re 6 .. 1 Productive efficiency in the short run Figure 6.2 Short-run and long-ru!nl productive efficiency 

the firm,s lon,g-run avera.ge cost cu rve. This is sh1own at output QN Capital 
in Figure 6.2. Output Q1 is also productively efficienl, but only for goods 
the short-run cost curve SRATC1+ 

Figure 6 . .3 iHustrates another applica. tion of the concept of 
productive efficiency which you came across at AS. All p 1oints 
such as A and B on the production possibility frontier dranrn 
for the whole econo]ny are productively (and also techrlically) 
efficient. When the economy is on its production possibility 
frontier, it is only possible to increase outpu t of capital goods by 
reducing output of consumer goods (and vice versa). By contrast. 
a poin t such as C insid,e the fronLi er is producUve,Jy a nd te,chnically 
inefficient. Output of capital goods could be incre _sed by using 
inputs in technic lly more effi,cient wayJ without reducing 
output of cionsumer goods+ 

X-efficiency 
[n the 1960s, the Ameri,can e1conomist Harvey Liebenstein argued 
that, due ti0 organisational slack resulting fro1n the absence of 
competitivepressur,es,111onopoliesare always ]ikely to be technical ly 
and productively inefficient This happens at aU levels of 

------

0 

The economys production 
pos.slbll lty frontier 

A 

C 

Consumer goods 

igu e 6. Productive and technica~ effici1mcy 
illustrated on a production possibility frontier 

- ~ 

KEY TER,M 

productive efficiency: for 1he 
economy as a whole, productive 

efficiency can also be defined in 
terms of producing on ·the economy's 
production possibiility frontier. 

output. Liebenstein introduced the term X-in efficie11cy to 
explain organisational slack. 

Av:er-ag,e, · 
,cost 

Consider the short-run average total cost curve illustrated 
in Figure 6.4~ whic·h shows the ]owest possibl unH costs of 
pr,odlucing various levels nf output, given such cionditions of 
production as the scale, of the fi rm's fixed capacity a nd the 
prices of the factors of production used to produce the good. 
Acc,ording to the cost curvej H is impossib]e for the firn1 to 
pr,oduce output Q1 at a ]eve) of unit costs or a ve,rage costs 
belo-v1 C1 (e.g. at a point such as A), unless of course the 
cost curve shifts downward over tin1e. Conversely~ if factors 
of production are combin ed in a technically inefficien t 
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f" g ure 6. X-inefHaiency occurring when a firm incurs 
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\Vay, unit costs ,greater than C1 v1ould be 
incurred when producing output Q1. In 
this case, the firrn v,1,ould be producing 
off its cost curve~ at a point such as X, at 
\Vhich average costs are C3 rather than C1• 

Pojnt X, and inde,ed any point above the 
cost curv,e, is said to be X-inefficient. All 

EXAM, TIP' 

Whiile x-.efficiency is not in the AQA 
specification, jt is an extremely useful 
conoept to apply When analysing and 
evaluating market structures. 

points on Lhe cost curve (including: the productiv·ely efficient point where unit cost 
is low,est) are X-efficient. X-inefficiency occurs whenever]] for the level of output it is 
_producing1 the firm incurs un111ecessary production costs i.e. if the firm wished it 
cou]d reduce its costs. 

There are two 111ain causes of X-inefficiency. First,, a firm may silnply be technically 
inefficient for rexampleJ e1nploying ·to,o many \.Vorkers (over-mannjng)i o,r investing 
in machines it never us1es. Second X-inef ficiency can be caused by the firm paying 
its workers or managers unnecessari]y high wages or salaries, or by buying raw 
rna.teria]s or capital at unnecessarily high piices. X-efficiency requires that the 
lowest possible prices are paid for inputs or factors of production. 

Alloc,atiive effiiciency 
This .rather abstract concept is of greal 
in1portance to the understanding of 
econo1]nic efficiency. Allo ti e effici nc • 
occurs when P c. MC in all industries and 
marke·ts in thre economy. ~01 explain this 
furthert we 1nust examine closely both P and 
MC. The price of a good.~ P,, is a 1neasure of 
the value in consun1ption placed by buyers 
on the ]as l unit rconsunried. P indicates th.e 
utiUty ,or vvelfare obtained at the 1nargin in. 

consrnnption. This is the goad's opporlunity 
cost in consumption. For examp]el a 
consu]ner spending !I ,on a bar of choco,Jate 
cannot spend the pound on other goods. At 

----

KEYTERM 

allocative efficjency: occurs when 

it is impossible to improve overall 
economtc welfare by realfocating 
resources between industries 
or markets (assuming an init ial 
distribution of in co me and wealth}. 
For resource allocation in the whole 
economy to be allooatively efficrenti 
:price must equal m arginaf cost in each 
and revery market ;n the economy. 

the same time MC measures the goodl's opportunity cost in production, i.e. the value of 
the resources which go into the production of the last unit; in their best alternative uses. 

Suppo,se that all the economy,s m r kets divide into two categories: those in which 
P > MC and those in ,vhich P < MC. In the mark,ets ,,vhere P > MC/I households 
pay a pric,e :for the last unit consu1ned, which is greater than the cost of producing 
the last unit of the good~ The higl1 price discourages consun1ption] so ,ve conclude 
that at this price the go 1od is under-produc1ed and under--consu1n.ed~ Converselyy in 
the second set of 1narkets .in. \ivhJ.ch. P < MC, the value (P) placed on the last unit 
consurned by house]1olds is less than the MC of the resources used. to produce the 
last unit. The price is too lo\vJ encouraging too 1nuch consu:mpt:ion of the good; thus 
at this price the good is over-produced and over-consumed. 
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Suppose resources can be taken fron1 the second group of 111arkets 
\.Vhere P < MC and reallocated to the· former group of 1narkets in 
\i\thich P > MC. Arguably total consumer welfare or utiHty will 
increase as reaHo,cation of resou rces lakes place. As the reaHo,cation 
pr,oceeds, prices tend to fall in those markets into which resources 
are being shifted and prices tend to increase in the markets fro"i 
which resource,s are being moved. Eventually, ,as prices adjusl, 
P' equals MC in an nllarkets silnultaneousiy. Beyond the point at 
v..i• hich P = MC .in all marketsl no further reaUocation of resources 
belween marke-ts c.an improve consu n,er we]fare (assuming~ of 
course,. that all the other factors ,vhich influence welfare, such as 
the distribution of income, remain unchanged). The ou tcom,e in 

" 'hich P ~ MC in all markets is aUocative[y efficient. 

KEY TERM 

allocative inefficiency: occurs 
when it ,s possible to improve overall 
economic welfare by reaHocating1 
resources between industries or 

markets. Resou roe allocation is 
alJocativeJy inefficient when price is 

less than or greater than marginal 
cost in each and every market in the 

economy. 

It fo11ows that a llocative inefficienc , oc,curs when P > MC 10r P < MC~ For any given 
employment of resour,ces and any initial distribution of incon1e and wealth au1ongst 
the population, iotaJ consu1ner welfare can increase if resources are reallocated fron1 
markets where P' < MC into those livhere P > MC,. until aJ]ocative ,efficiency is 
achi,eved when P = MC in all n1a.rkets. 

,CASE 'S'TUDY 6.1 

M 'icrosoft's pricing policy, allocative efficiency and 
r source allocation 
Economists often judg:e the monopoly power of a firm 
by the extent to which the price of the product i's above 

marginal cost. The greater trie gap between the marginal! 
cost of production and the price. they argue, the greater 
the monopoly power. They also argue that when prioes 
exceed marginaJI costs, economic inefficiency and 
resourca m isallocation occur. 

It can readily be conceded that the price of 
Windows, whether $40 or $89, is substantiallly above 
the marginal cost of producing an extra copy of 
Windows, and that this makes Microsoffs operating 

syste1m very profitable. The marginal cost of pr-oduc,ng 
and supplying one extra copy of Windows is very ctose 

to zero, but the price charged must be, higher so that 
Microsoft can recover the very significant devetopmen1 
cost of Windows. Much of the price of a copy of 
Windows ts unrelated to the margilnal cost of producing 

Folll,ow ... up questi,ons 

1 Explain the meaning of marginal cost. 

M1crosoft's Redmond campus 

an extra copy. But ·the price is s1illl substantia llry below 
the prf:ce M1icrosott could and would charg,e if it had the 
vast monopoly power the US Justice Department lhas 
cla1imed Microsoft posse,sses. 

2 Exp~ain the statement: 1Much of the price of a copy of Windows is unrelated to the marginal cost of producing an 
extra copy.~ 

~ 
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Dynami 1c effic ii1e,ncy 
AH the for ms of efficiency so far cionsid ered 

are examples of static efficiency i.e. 
efficiency 1neasured at a particular point 
in time. By contrast,. dynamic efficiency 
1neasures improvements in techn ica[ and 
productive efficiency that occur over tin1e. 
Improven1ents in dynamic effictency result 
lron1 tbe introduction of better n1ethods of 

KEY TERMS 

static efficiency: measures 
technical productive, X and allocative 
effic~ency at a particular point in time. 

dynamic efficiency: measures the 
extent to1 which various forms of static 
efficiency improve over time. 

producing existing products> including firms1 abiHty to benefit t10 a greater extent 
from econo.mies of sca lre and also from deve]oping and ma rketing completely new 
products. In both cases, invention ,, inno1vation and research and development (R&D) 
improve dynamic ,efficiency. (Invention refers to advance1nents in pure science·i 
\Vhereas innovation is the application of scientific developments to production.) 

Perfec co petition and econom~c effic·ency 
Figure 6.5 shows the long- Revenue 

and cost r un equilibriuin of a p,erfectly 
con1.petitive firn1. The diagram 
clearly shnws th at a perfectly 
competitive fi rm achieves 
both productive and a]]ocative 
efficiency in the long run, provided 
there are no economies of scale. 

Q 

MC ATC 

AR=M.R 

P,ointXis: 
prod u crive ly effl clent 
X-efficie-nt 
ai loc::atfrvel effi cienit 

Output 
The firn1 is productively efficient 
b 1ecause it produces the optin1u111 
output at the lo,l\rest point nn t11e 
.A 7C curvre~ and it is aJ. lncaUve]y 
efficient because P = .MC. (Std cfly,. 

Figure '3.5 In the long run a perfectly competitive firm is 
productivclyJ allocatively and X-efficient 

1 shou ]d qualify tlrais conclusion by stating that the fir m is aliocativel y efficient only 
if all markets in the economy are perfect ly competitive and in long-run 1equHibrium, 
whi,ch 1ue,ans tha t ev1ery firn1 in ,every market is pro1ducing \vhere P = MC.) 

In long-run or true equiHbrjum~ a perfectly competitive fir1n n1ust also be X-efficient 
The reason is simple. If the firn1 is X-inefficient producing at a level of unit costs 
above its ATC curve, the firm could not 111.ake nor111aJ profits ]Il the long run. In a 
prerfectly co1npetiti ve ma rket, to1 survive a nd make· norm al profits> a fir1n has to 
eHn1inate organisational slack or X-inef ficiency .. 

onopoly and econom·c efficiency 
In contrast to perfect co1npetitiion - and once again assu 111ing a n absence of 
econo1nies of scale - 111onop0Jy equilibriu m is both productively and a llocatively 
inefficient~ Figure 6.6 shows that at the profit-n1axin1ising level of output ,Q1. the 
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n1onopolist's average costs are above the rninimun1 level and that P > MC. Thus" 
co1npared to, perfect co1npetition. a 1nonopo]y produces too low an output which it 
sells at t,oo high a price. 

Revenue 
andl cost 

P>MC P1 
(allocative 
ineffici,ency) 

c, 

0 

P roductive~y 
I nefficlent 

AR 

Output 

The absence of co,npetitive p ressur,est which in 
perfect co:1npetition serve to eli111inate supernormal 
profit,, 1neans that a monopoly is also likely to be 
X-inefficient incurring average costs at a. point 
such as X \Vhich is above the average cost curve~ A 
monopoly may be able to survive, perfectly happily 
and enjoying an 'easy life ,. incurring unnecessary 
pr,odluction costs and making satisfactory rather 
than 1naximun1 profits. This is because barr iers 
to entry protect tno.nopolies~ As a result, the 
absence o,r we,akness of co1 mpetitive fo,rce,s m,eans 

there is no mechanism in monopoly to eliminat,e 
org.ani sational slack . 

Fig re 6.6 A monopoly is productively and al!tocatively inefficient 
and it is I ikeJy to be X-·ineff ici'ent 

Na ural monopoly an econo ies of scale 
On the basis of the above analysis it see1ns we can conclude that perfect competition 
is both productively and aHocati vely efficient whereas monopoly is neither. M'onopoly 
is also likely to be X-inefficient. However, the conclusion that perfect con1petition is 
productively n1ore efficient than n1onopoly depends on an assu1npHon that there are 
no economies 1of scale. When substantia] economi,es of scale ar,e possibl,e in an 
industry rnonopol y may be .mor , producti \rely ef fici.ent than compeUtion. 

Costs 

0 

Economies 
of scale 

Maximum slze 
of the market 

lRAC 

Output 

Figure 6.7 H]ustrates a natural 1nonop,oly where,, because of 
HlnUed market s[zel there is insufficient room in the, rnark,et 
for more than one firm benefiting fron1 f u 11 economies of 
scaJe. The n1onopoly 111ay of course be producing above 
the lowest point on short-run average cost curve SRATCN, 
hence exhibiting a degree of productive jnefficiency. 
HoweverJ all points on SRATCN incur lower unit costs -
and are productively more efficient - than any point on 
SRATC1, which is the .rel,evant cost curve for each firn1 if the 
lnonopoly is broken 1nto a number of sn1aller competitive 
enter prise,s. 

F·gure 6. The justification of rn,onopol1y 
when economies of scale are possible 

Dynamic eff.ciency in monopoly 
Under certain circumstances monopolies may also be more dynamically efficient 
than a perfectly competitive f irn1~ Prote,cted by entry barriers, a n1onopoly earns 
monopoly profit without facing the threat that tbe profit disappears ·\vhen new 
firn1s enter tl1e tnarket. This allows an innovating monopoly to enjoy, in the form of 
monopoly profi t, the fruits of successfu] R&D and product develop1ne11t. B,y contrast, 
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igure 6.8 How monopoly 
reduces economic we If are 

· taci'.: 
-- -- -

in perfect competition, there is little or no incentive to innovate because other firms 
can free-ride and gain costless access to the riesuHs of any successful research. This 
argu,nent justifies patient legisl tio,n whi.ch grants a fir1n the right to exploit the 
1nonopoly position created by innovation for a number of years before the patent 
exp1res. 

However, there is a counter-argument that monopoly reduces rather than promotes 
innovation and dynamic efficiency. Protected from competitive pressures, as [ have 
noted a n1onopo]y n1ay profit-satisfice rather than profit-maximise, content w ith 
satisfactory profits and an ea.sy life. 

Eva uat·ng perfect competition and monopoly in 
terms of econom·c welfa e 
In order to analyse how market slructu res 
affect economic welfar1e,. I must f rst 

explain the concepts of consun er 
s rpl and produce s 1·pl s . These 
are both n1easures of econontlc weli '°e :, 
as their na1nes imply respectively for 
consnnu?rs and firms. Both are iUustrated 
in Figure 6.8. 

Consumer surplus is the djffierenc1e 
·biet,..ve·en the maximum price a consumer 
is prepared to pay and the actual' price 
he or she need p y. [n a competitive 
market such as Figure- 6.8 (a) , the total 
consumer surp]us enjoyed by all thre 
consun1ers in 'tth.e market is n1easured 

KEY TERMS 

consumer surp us: a measure of 
the ,economic welfare enjoyed by 
consumers: surplus utility re-o~ved over 
and above the price paid for a good. 

producer surplus: a measure of the 
econom1c welfare enjoyed by firms 
or producers: the difference between 
the price a firm succeeds in charging 
and the minimum price it woufd be 
prepared to accept. 

economic welfare: human 
happiness or utility. 

by the triangular area P1EA. Consmner \.Velfare increases whenever consumer 
surplus increases, for example when linarket prices fall. ,conversely, 110,vvever, 
higher prices reduce consume.r surplus and welfare. 

(a) Consumer surplus and 
pf'l'.oducer surplus 

Price 

P1 
ProdU«?-11' 
s.ur:plllis 

F 
0 o, 

Market 
supply 

Market 
demand 

10utput 

(b) How the fom,atlon of a monopoly 
resu,ts, In a toss of economic we!fare, 

Price 
E 

P2 

P1 

0 

Cons.umer 
surplus loss 
nt~ngle 

Market su pp lty 
= MC (monopoly) 

The Ion of c-omumer 
and :producer surplu 5 i:s. 
call~ a de1dMtght Im 

Market dem.and 
= AR (monopolry) 

M'R (monop,oly) 
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EXAM TIP 

It is important to understand consumer surplus and producer surplus iin order to analyse 
how economic wetfare may be affected by events that rai'se or lower the price of a good. 
The next chapter and Chapter 20 apply the concepts in the ana.1ysis of prtoe discrimination, 
free trade and the e,ffect of tariffs. 

Producer surplus, which is a m.easure 1of producers' \.v,elfare is the difference 
between the minirnu111 price a firn1 is pre pa red to charge I o,r a good and the .actual 
pric,e charged. In Figure 6.8 (a) . the producer surplus enjo,yed by aH the firn1s in the 
market is measured by the triangular area FP1A .. 

Figure 6.8 (b) illustrates what happens to econon1ic welfare when 1nonopoly replaces 
per£ect competition (againJl assuming there are no econonlies of scale). Market 
equilibriun1 in perfect co1npetiti.on is deterntlned at point A· output is Q1 and price is P1. 

Ho\~ever, monopoly equilibrium is deternlined at point B where Am .::::1 MC. (Note thnt the 
marginal cost curve in monopoly is the same curve as market supp,ly in perfect competinon.) 

The diagram iUustrates the st.;u1dard case against n1onop,o,ly,. nan1.eJy that co,mpa.red to 
per~ect cornpeti.tion ·monopo]y restrjcts output (to Q'i) and raises p:rjce (to Pi). 

But [ can take the ana]ys.is one stage further and investigate how· consumer surplus 
and producer surp]us (and hence econo111ic weUare) are affected. If a n1.onopo]y raises 
the price from P1 to P2 it gains the consun1er surplus equa] to the rectangular area 
P'1PtCD. This 1neans that producer surp].us (in the form of 1nonopoly profit) increases 
a.t the expense of consun1er surplus. Over and above this transfer~ however there is a 
net lo,ss of econonlic ,velf are caused by the fact that the amount bought and sold fa Us 
to Q2. The welfare loss or dead\veight loss is shown by the tv,o shaded triangular 
areas in Figure 6.8 (bt \Vl'llich respective]y depic t the Joss 0 1f consumer surplus (the 
to,p triangle) and the l,oss of producer surp]us (th,e botto,m triangle)~ 

Consumer sovereign y an producer sovereignty 
Arguably perfect con1petition has the advantage of promoting cunsun1er sovereignty, 
in the sense that the goods and services produced are those that consunl'ers have 
voted for when spending the pounds in their pockets. When consun1er sov,ereignty 
exists, th.e (consum1er is kin,gt. (However, the ,ext,ent to which consun1er choic·e 
would exist in a perfectly con1petiHve \i\1orld is extr,e1nely lin1ited. AU the fir1ns in a 
particular markiet would sell identical goods at an identical price, narnely the ruUng 
market price.) Finns and industries tl1,at produce goods other than rho,se for whjch 
consu1ne,rs are prepared to pay, do noit survive in perfect con1p,etition. 

B,y contrast a monopoly may enjoy producer sovereign ty. The goods and services 
available for consumers to buy are determined by the monopolist rather Lhan by 
consun1er preferences expressed in the market place~ Even if producer sovereignty 
is not exercised on a 'take-it-or-leave-if basis by a 1nonopoly,, the monopolist may 
stiU _possess suffi.cient market power to manipulate consun1er wants through such 
n1arketing devices as persuasive advertising. In these situations; the 'producer is king;. 
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Why firms e to become monopolies 
Economists generally regard perfect competition as n11ore desirable than 1nonopoly. 
Howev1er1 the desirable properties of p 1erfrect con1petition (nainely eco1no1mic 
efficiency, welfare maxi1nisation and consumer sovereignty) do not r,esult fron-i any 
assumption that businesspeople or entrepr,eneurs in con1petitive industries are more 
highly n1oti vated or public-spirited than monopolists. Econon1ic theory assu.n1es that 
everyone is 1n,otivated by self-interest andl by self-interest a lone. This applies just as 
1nuch to firms in co1npetitive markets as it does to 111onopolies. Entrepreneurs in 
co1npetitive industries \Vould very 1nuch like to become monopoHstsJ both. tai gain 
an 1easier life and also to 1nake bigg1er profits. Indeed, from a fi r 1n's point of view·., 
successful competition means eliminating compet ition and becoming a mnnop,nly~ 
But in perfect markets, :market ~orces (Ad.am Smith referred to the invisible hand of 
the market) and the ,absence of barriers to entry and exit prevent this happening. 

l m ginei for example, a situation in \/Vhich a firin in a p 1erfectly ,con1petitive industry 
1nakes a techni1cal breakthrough which reduces production costs. For a short time 
the filrn1 can 1n.ake supernormal profits~ But because in perfect competition, perfect 
n1arket information is available to aU firms.. otl1er firn1s ,vithin the 1narket and 
new entrants attracted to the 1narket can also enjoy the lower production costs. 
A ne,v long-run equilibriunrt \.Vill soian be brought about - at the ]o\ver level of 
costs resulting fro1n the breakthrough ~ " Hh al] firn1s once aga.i n 1naking normal 
profits only. 

Uitiuiately, of course,. consumers benefit from lo\ver prices brought about by tecl1n1Lcal 
progress and the forces of coinpetition, but it is 1narket forces and not some socia.lly 
bentgn motive or public spirit assun1ed on the part of entrepreneurs that accounts 
for the opti1naHty of perfect con1petition as a market structure+ 

How co pe itive is perfec om e ltion? 
.A]thougb perfect con1petition is an abstract and unreal market structure, it is 
interesting to consider the for1ns con1petition 1nigh.t take in a pe,rfectly competitive 
1narket economy. The first point to note is that price co1npetitio~ in the for1n of 
.Price wars or price-,cutt.ing by individual firms, would not take place* In perfect 
compeLition> a ll firm.s are passiv,e, price-takers, able to sell aU the output they produce 
at 'the ruJing m rket price determined in the market as a \Vhole. ]n this situation1 

firn1s cannot gain sa]es or n1arket share by price-cutting. 10ther forms of competition, 
involving the use of advertising; packaging, brand-imaging or the provision of after­
sales service to differentiate a firm"s product fron1 those of its con1petitorsJ sitn.ply 
destro,y the conditions of perfect co111petition. These are the forn1s of con1petition 
\Vlrich are prevalent together w ith price co1npetition1 in the ilnperfectly competitive 
m rkets of the real ecnno1lny in which we Uve. 

So the only form of co n1petltion, both avaHable to fir1ns and also con1paUble " rH.h 
1naintaining the conditions of perfect ieo1npetition is cost-cutting cornpetition. 
Co1st-cutting competition is likely in perfect co.mpetition because each firm has an 
incentive to reduce costs in order to make supernormal profit. But even the existence 
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of cost-cutting competition in a perfect tnarket can be questioned. Wl1y should fir1ns 
finance research into cost-cutting technical pr1ogress ·when they kneiw that othe·r 
firms have instant access to .an market infor1nation and that any supernor.mal profits 
resulting from successfu] cost-cuU ing can only be temporary? 

Th.ink also of the nature of competition in a perfect 111.arket, fron1 the perspective of 
a typical consun1er. The choice is si1nuhaneously very broad .and very narrow~ The 
consun1er has the doubtful luxury of rnaxin1un1 choice in terms of the number of 
firms or suppli.ers fron1 ,vhich to purchase a product. ·vet ea.eh firm is supplying an 
identical good or service at exact1y the same price. In this sense, there is no choice 
a.t all in per£ect co1n1petition. 

Economists evaluate perfect competition and monopoly using efficiency and welfare 
critemia. 
The main efficiency c-oncepts are technical effictency, productive efficiency, X-efficiency, 
allocative efficiency and static and dynamic efficiency. 
Providing we ignore dynamtc efficiency considerations, perfect competition wins over 

monopoly in terms of being productively and aJ locatively efficient! and also X-efficient. 
However, monopoly can be j,ustified by dynamic co,nsiderations, particularly through its 
ability to reduce prices over t ime as a r,esult of benefiting from economies of scale and 
innovation ,in new products and methods, of production. 

By restricting o·utput and raising pricesi monopoli,es transfer consumer surplus to producer 
surplus, and also trigger a net welfaire loss. 

Exam-style quest·ons 

1 Explain the main efficrency concepts eoonomists use when analysing and evaluati1ng perfect 

competition and monopofry. 

2 Explain how economies of scate and technicar progress affect economic efficiency. 

3 ~1ncr1easing consumer surplus is always good but increasing producer surplus is 
always 'bad.1 Evaluate this statement 

4 Evaluate the view that perfect competition is always prefarable to monopofy. 

Extra resources to herp you revise are available onli eat ww .hodderplus.co.uklphitipalJan 
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Almost all real-world markets are imperfectly competitive, lying between the extremes of 
monopoly and perlect compe1ition. Imperfect competition is a wide-ranging termJ 
covering all market structures from duopoly ~wo firms only in a market) to highly 
competitive markets which are very close to being perfectly competitive. This chapter 
expla~ns one of the most important forms of imperfect competrtion: olig;opoly. I shall look 
first at con1petitive oligopoly~ in which a reJatively small number of firms compete against 
each other. I shall then examine conditions in \Nhich oompetitive oligopolists may be 

temp1ed to collude or cooperate with each other, and form cartels . 
... ..•.•.•... ..... , .....•....•.....•...••.. ··············· ···············~·················~··- •~············· 

Thts chapter will: 
• expfain how oligopoly is a form of imperfect competitJon 

use a concentration ratio to define olligopoly in terms of market structure 

define o ligopoly in terms of market behaviour or conduct 
distfnguish between compe1itive and collusive oligopoly 
app!y the kinked demand curve theory to mustrate competltive oHgopoly 
expfain a cartel as a form of oollusfve oligopoly 

• introduce game theory as a way o,f modelling oligopoly 

As oligopolry and concsntrated markets are not in ths AS specificat ion, you are unlikely to be 
familiar with ~hese concepts, except to the extent that brlef men1ion ot oligopoly has been 
made f n some of the earner chapters of this book. 

Imperfect compet~ ion 
I have mentioned in previous chapters that perfe,cl competition does not aclually 
exist in rea l.-world economies. The label itself is extremely misleading., since the 
~vord perfect suggests a slate of con1petition that cannot be bettered. This in turn 
implies that any form of competition that does not meet the six conditions of perfect 
con1petition n1ust be s1ornehov11 second rate or inferior. This in"Iplication is reinforced 
by the fact that aU n1arket structures 
lying between the ,extre1nes of perfect 
con1petitiion and n1onopoly are described 
by economists as imperfectly competitive. 

Just as perfect cornpetition is beuer 
described as unrealisttc con1petiH,on,. so 
in1perfecl competition could ·more 

KEYTERM I 

imperfect competition: describes 
the range of market structures lying 

between perfect competition and pur1e 
monopoly. 
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accurately be called realistic con1petition. Imperfect co1npetition covers a \Vid1e range 
of real-world .market structures. At one end o·f the spectru.m are .markets such as th,e 

stock excha.nge that approximate to perfect corn.petitioll, ivithout 

KEY TERMS nevertheless .. meeting all six of the defining criteria. A.t the other 
extreme is duopoly w·hich is the market structure closest to pure 
monopoly. Duopoly is a special case of oligopoly. In a pure 
duopoly, there arie just t,vo firn1s in the market, each with 
considerable n1011opo.ly povfer. Ohgopoly is a n1ore general term] 
covering markets where t.he,re are several fir1ns] which I define in 
more de tan in t be next two, sections of this chapter. 

duopoly; describes a m arket in whioh 
1here are two dominant firms. 

o ligopoly: an imperfectly comp etitive 
market containing only a few ·firms. 

O gopoly and make structure 
To recap mark,et structure is defined according to the nu1nber of firms in a n1arket. 
Oligopoly, which is a .rnarket structure in which there is a relativ,ely small number of 
firms, is soinetimes ea lied imperfect co,mpeti'tion amongst the few. ,QUgopolistic fir111s 
are not pure n1onopolies, but they poss1ess m.onopoly power. You must avoid confusing 
monapO'ly power ,v ith monopoly. Pu re monopoly is a precise market structu re, but 
firms in aU imperfectly co1npe,Htive· 1narkets can 1exercise a greater o'f ]esser degree, 
of n1onopoly power: for example~ by i1nposing entry barriers that enable fir1ns to 
raise the price of a good. Whenever firn1s exercise producer sover,eignty in this way, 
n1onopoly power exists. 

Concen rat on atlas 
KEY TERM Concentration rat io provide a good indicator of oligopolistic 

market structures~ For exa 1nple·1 a five-firm c,onc,entra lion ratio 
sho\lvs the percentage of output in an industry produced by the 
five largest fi rn1s in the industry. The five-HrtTI c,oncentration ratio 
in the UK supern1arket industry in March 2013 can be calculated 
from the market share data sho,,vn in Figure 7.1. 'The five-fir1n 
concentration ratio of 82 .1 indicates that the super n1arket 
industry is an oligopoly~ 

concentration ratio. measures the 
market share of the biggest firms in the 
market. 

O igo oly and marke behaviour or 
conduct 
Ho,vever oligopoly is best defined, not by market structure 
or the nun1ber of firms in the market, but by n1a1·ket condu,ct', 
or the behaviour of the firtns within the 111ark1et An 
oligopolistic firm affects its rivals through its price and 
output decisions, but its o,vn profit can also be affected by 
how rivals behave and react to the firm's decisions. Suppose, 
for example1 the f irrn reduces its price in order to1 increase 
market share and boost profit. Whether the price .reduction 
i.ncreases the firm!s profit depends on the Hke]y reactions of 
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the other fir1ns* So,. ivhen deciding whether or 11ot to lower its priceJ the firtn 1nust 
make assumptions about likely responses by other firms. ,co1npetitive oligop,oly 
displays reactive market behaviour and strategic .interdependence amongst firms. 

EXAIM TIP 

For many purposes, o li.gopoty is better defined by market behaviour or conduct than by the 
number of firms in the market or by concentration ratios. 

Perfec and imperfect o igopoly 
Perfect oligopoly exists 1Nhen the oligopolists produce a uniforn1 or hon1ogeneous 
product such as pe·trol. One brand of petro[ is reaHy a perfect substitute for any 
other brand, though a petrol con1pany such as SheU n1ay use advertising to try 
to persuade rnotorists that Shell petrol is different f ron1 and better t}lan other 
brand.s. By contrast, imperfect oli,gopoly occurs \-\'hen the producls produced by 
the firms are by their nature differentiated and jmp.erfect substitutes: fair example·;. 
automobiles. 

Competit·ve o ·gopoly 
Con1petitive oligopoly ex.ists vvhen the rival firn1s are interdependent in the sense 
that they must take account of the reactions of one another when forming a 
market strategy, but indep.endent in th.e sense that they decide their nriarket 
strategies without co,operation o,r collusion. The existence iaf uncertainty is a 
characteTistic of competitive oligopoly; a firm can never be completely certain of 
how rivals win react to its m.a.rketing strategy. If the rirm raises its price, ,~i.11 the 
rivals folJow suit or will they hold their prices steady in the hope of gaining sa]es 
and 1narket share? 

EXAMI TIP 

Examination questions may ask you to explain why interdependence and uncertainty exist in 
markets dominated by a few firms. 10 ligopo'IY itself may not be mentioned ·n the question. 

The kin I ed demand curve heory 
The kinked demand curve theory can be used to illustrate how a competitive 
oHgopolist may be affected by rivals' reaction to its price and output decisions. The 
theory was originally developed to explain alleged price rigidity and an absence of 
price wars in oHgopolistic markets. 

Suppose an oligopolist initia]ly produces output Q 1 in Figure 7~2,, selling this output 
at pric,e P1. In order to anticipate hoV\r sales n1ight change fo1lowing a price change, 
f ir1ns need to know the position and shape of the dernand and revenue curves 
for their products. But in ilnperfectly co1npetitive markets, firms lack accurate 
.information about U1ese curves, parlicularly at outputs significantly different from 
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those currenU y being pr,oduced. This means that the de1nand 
curve or AR' curve in Figure 7.2 is .not necessarily the correct 
or actual' demand curve for the oUgopoli.s,t's output. Insteadl it 
represents the firm 's estimate of how demand cha.nges when the 
firm changes th,e price it is charging. 

When increasing price fro1nP1 to P2, the oligopo]ist expects rivals 
to react by keeping their own prices stable and not fiollowing 
suit By holding thej r prices steady., rivals try to gain profit 
and market share at the firtn'"s expense. This means that the 
oligopolist expects de1.nand to be relatively elastic in response to, 
a. price incr,ease. The rise in price Irom P1 to P2 ].s likely to result 
in a more than propo,rtionate fall in demand fro,n-1 ·01 to 02,* 

Price 

~ r -----------._. 
P3 

0 

Figure 7.2 The kinked demand curve 

,conversely,. when ,cutting its price fro1n P1 to P3., the ai'lig,opolist expects rivals to 
react in a. very different way nam,ely b y following suit immediately with a matching 
price, cut. In this situation, because the· markel den1and curve tor the products of an 
the firms slopes downward, each fir1n will benefit f rum. son1Je increase in demand. 
Ho1Never, the oligopoHst fails to gain sales from rivals within the market. This means 
the oligopoHst expects de1nand to be less elastic and possjb]y relatively inelastic 
in response to a price cut. The fall in price from P'1 to P3 1nay result in a less than 
proportionate increase in dernand fron]l Q1 to Q·3* The oligopolist therefore expects 
rivals to react asym.mietrically when price is raised or lowered. 

[n Figure 7.2, the oligopolisf's initial pri.ce and output of P1 and 01 .inters,ect at point 
X or at the kink at tbe junction of two de,rnand curves of d ifferent elasticity each 
reflecting a different assum.ption about ho,w riva]s may react to a change in. price. 
In this situation, the o1igopoHst fears H1at bofl1 a price increase and a price cut may 
reduce total profit~ Given this fear, the best policy may be to ]eave price unchanged . 

The theory provides a second reason why prices n1ay tend to be stable in o]igopoly. 
As Figure Z3 illustrates, there is a vertical section in the MR curve at output Q1 

shown by the distance B to C. This links the n~arginal revenue curv,es associated 
respectively whh the r,elatively elastic and relatively less elastic demand (or average 
rev,enue) curves. 

Price 

0 

D = AR 

Output 

AR 

Output 

Suppose initially the fir1n's n1arginal cost curve is MCh intersecting 
the MR' curve at point A~ which is po,sitioned in the ]niddle of 
the vertical section. The diagra1n shoV\rs that the MC curve can 
rise or faU within the range of the vertical section of the MR 
curve,. \Vi Lhout altering the profit-maximising output 1Q1 or price 
P'1• B,ut if marginal costs rise above MC2 at point B or fall below 
MC3 a t point C, the profit-maximising output changes. In either of 
thes,e circu1n.stances~ tl1e oligopohst would have to set a different 
price to maxin1ise pro-fits, providing of course that the AR curve 
accurately 1.neasures den1and for the firn1's product at dif terent 
prices. N ev,ertheless 1 the oligopolist's selling price remains stable 
a.t P 1 as long as the marginal cost curve lies betw,een MC2 and MC3. 

Fi gu e 7.3 The kinked demand curve arid 
stab l,e pr1ices in oligopoly 
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The result is that the 10Ugopolist's price remains stab}(:\, despite quite consid1erable 
changes in 1narginal costs. 

cr·t·cisms of the kinked demand curve theo y 
There are a nu1nber of v,eaknesses in the theory 1 have just described. Although al 
first sight it is attractive as a neat and apparently plausible explanation of price 
stability in conditions of oligopo[ y, fevJ econon1ists now accept the kinked demand 
theory of oligopoly pricing. 

EXAIM TIP 

Students often wrongly believe that the kinked demand curve provides a complete tlieory 
of oligopoly. rt is actually a very doubttul theory,, but it does i'llustrat.0 'how oligopolists are 

interdependent and affected by uncertainty. 

First it is an inco1nplete Lheory3 since it does not explain how and why· a firn1 chooses 
in the first place, to be at po1i.nt X. Se,co.nd, the evidence provided by the pricing 
decisions of real-world finns gives little support to the theory. Co1npetitive oligopo]ists 
se]do1n respond to price changes ht the manner assumed i.n the kinked demand curve 
theory. It is more reasonab]e to expect a fir1n to test the n1arket. i. e. raise or lower its 
selling price to see if rivals react in the n1anner expected. If rivals do not then the firm 
1nust surely revise its estin1ate of the shape of the demand curve facing it. Research 
has shown fairly oonclusive]y that oligopoly prices tend to be stabJe or sticky when 
de1nand conditions change in a predictable or cyclical way, but d1at oHgopolists usually 
raise or lower prices quickly and by significant a1nounts bo1th when production ,costs 
change substantially, and when unexpected shifts in demand 0 1ccur. 

O her spects o pricing in o ·gopolis le marke s 
The ·\~ays in which prices are set can be quite compUca.ted in oligopoHstic markets. 
S0n1e of the ways in which prices are set are explained below. 

Cost-plus prricing 
Cost-plus pricin g, also kno,vn as n~ark-up p,ri,cing .and full-cost pricing,. is the most 
comn1on pricing procedur1e used by firtns in imp1erfectly con1p,etitive n1arkets .. Cost­

plus pricing n1eans that a fir1n sets its selUng price by adding a standard percentage 
profit 1nargin lo average or unit costs: 

P = AFC +A.VG+ profit margin 

When custo1ners are captive and willing to pay hig_h prices the profit n1ark-up can 
be high; for fashionable goods that n1ay quickly go out of style, often over 100%. But 
\'\rhen markets are n10,re con1petit.ive, firn1s can find it n1uch n1ore difficult to charge 
a mark-up. lndeed in a very co1npetitive n1arket, the n1ark-up niay be li1nited to a 
size which gives firms normal profit 1011Jy, which then deters the ntrance of new 
fir1ns into the rna rket. (See my later r,efere,nce to H1nit pric.i ng.) 
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EXAM TIP 

Firms in real-workt markets seldom use the MR= MC rule when setting prices. They are 
much more ljke!Y to undertake cost-plus pricing. The MR :::; MC rule is best regarded as a 
necessary condition for profit maximisation rather than as a deoiston-making: rule. 

Price 1paraHei.ism 
Prioe parallelis.m occurs when there ar,e identical prices a.nd price 1nov, .1nents 
,vithin an industry or 1na rket. Price p .raHelism ea n 'be caused by two different sets 
of c ircu1nstances, ,,vhich tnake it difficult to decide whether the n1arket is highly 
co1npetitive or collusive. On the one handj price parallelisn1 can occur in a very 
competitive n1arket, resembling perfect competition, where fir1J1s all charge a ruHng 
n1arket price detern1ined by demand and supply in the n1arket as a whole. Bu t on 
the other hand price paraUelisn1 results f ron1 price leaders11ip in tightly o1igopoHstic 
industries1 \\T]1ere overL or tacit price coUusion occurs~ 

Price leadership 
B,ecause ove,rt coUusive agreements to fix the 1na.rket price1 such as cartel agreen1ents, 
are usually illegal,, imperfectly competitive firrns often us,e less formal or tacit 
,.vays to coordinate their pricing decisions .. An exa1nple of covrert c10Uusion is pri:ce 
leadership ,. \Vhich occurs when one firin be·co1nes the market leader and other fir1ns 
in the industry foUo,;v its pricing example~ 

Limit pric·ing 
When natura] barriers to market entry are low or non-existent incumbent firms 
(i.e. firn1s already in the market) may set low prices~ known as li1nit prices:, to deter 
new firms fron1 entering the market. Incun1bent firms do this because they fear 
increasied con1petition andl loss of tnarket power. With Ji1nit pricing, firn1s alr,eady 
in tile market sacrifice short-rll1n proifit 1naxin1isation in order to 111aximjse long-run 
pr,ofits, achieved through deterring the entry of new firms. 

Should lhnil pricing be regarded as an exan,pJe o,f a co1npetiti ve prircing strategy, 
\vhich reduces prices and the supernor1n. [ p.roflts enjoyed by the established 
firn1s in the rrnarket? Or is limi t pricing basically anti -con1petitive and best 
regarded as an unjustifiable restrictive practice? The answer probably depends 
on circun1stances but ,vhen lin1it pricing extends into predatory pricing there is 
a n1uch clearer case that such a pricing strategy is anti-competitive and against 
consun1ers interest. 

Predatory priciing 
Whereas limit prjcing deters market entry, successful predatory pricing re1noves 
recent ,entrants Lo the market Predatory pricing occurs when an established or 
incumbent firn1 deliberately sets prices below costs to force ne\,t n1arket entrants out 
of business. Once the new· entrants h 1ve left the m rket, the es tabHshed firn1 may 
decide to restore prices to their previous levels. 
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I KEYTERM 
Price discrinu nation invo[ ves fir.ms charging 
differ,ent prices to differen t customers based on 
differences in the customers" .ability a nd 
wi1lingness Lo pay. Those customers who are 
prepared to pay more are charged a higher price 
than those \:\rho are only w illing to pay a lower 

- -

price d iscrimination: charging 
different prices to different 
ousto,mers with the prices based 
on different will i r:igness to pay. 

price. [n the rnain form of pr ice discrinlination . ., the diffe,rent prices charged ar,e not 
based on any dif fere11c,es in costs of production or supply. Ho\vevier, in one form ,of 
price discri 1ni na tio,n bulk-buying c,onsumers, are charged lower prices than 
consu.mers purchasing smaller quantiti,es of ·the good. When this ha ppens different 
costs of supply may be involved. Bulk purchases gener Uy have Jower average costs 
of production tha n smaUe,r purchases. 

EXAIMI TIP 

It is only usually necessary to learn about one form of price, discrimination. You must also 
learn how to illustrate it on a diagram. 

Newspapers and pre·datory pricin1g 
In 1993, Rupert Murdoch. owner of ons of Britain's most 
upmarket newspapers - The Times - and one of its most 
downmanket - the Sun - slashed 1he price of The Times 
from 45p to 30p, undercutting the pnoes charged by the 
UK's other 4quetity1 newspapers. 

Journalists, media anal:ysts and especially the rival 
Daily Telegraph, the 11argest-se11ing broadsheet in England. 
waiited anxiously ta see what would happen next. They 
found out. Murdoch's plan was simple: lower the prfce 

arid people will buy. Sure enough. The Times l! circulatron 
began cl imbing and that of others began falling. The Daily 
Telegraph, panicked a1 seeing its circulation dip betow 
1 milliion for the first t ~me since the 1950s. quickly cut its 
price ~ro:m 48p to 30p. 

The T;mes immediatefy responded by putting a 20p 
price tag on its paper. a move the Dally Telegraph could not 
afford to folfow. ~n fact, The Times couldn~t hav.e afforded 
its price cut if it had not be.en subsidised by Murdoch's 
vast media empir,e. 

What examly was Murdoch trying to do? To some. it 
was simple:. he hoped to kill off his rivals. ~n an editorial1 

Folllow-·,up questions 

head Ii ned; 'A Price War w~th Murder in ,jfs S1ghts', the Daily 
Mirror launched a fuU-page attack an Murdoch,, asserting 
that he was practising nothing less than 'predatory pricing 

- selling his newspaper at a toss~ at a figure tha1 his rivals 
could not match1

• 

Or1ginally he wanted to prove that the newspaper market 
was price-sensitwe', sard a spokesperson for Murdoch's UK 
publishing company. 'People V!/9re say1ing it \J\ra.Sn't true that 
people bought newspapers based on price.' 

But the lndependentt another quality newspaper, 
w hich inirtially resisted cutting its price, dlidl not believe 

Murdoch's aims were so ben1gn. The Independent filed 

two comp!laints with the Office of Fair Trading (now merged 
into the Competition and Markets Authority), charg~ng that 

The 77mes' price1 cuts were anticompetitive and amounted 
to pr1edatory prJcing. However, the OFl rejected both 
claims. Proof that even Murdoch couldn1t maintain lower 
prices indeffnitely was his decisi,on a few months later to 

raise1 the Sun's price again. 

1 Explain the diffe.rence between predatory pricing and limit pricing. 
2 Do you be!ieve that Rupert Murdoch's prrce cuts were anticompetitive and against the putilic intemst? Jusofy 

your answer. 
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CASE STUDY 7.2 

Perfect price discriminatio1n 
Perfect price discr1imination occurs when a firm charges 

each customer the maximum price the customer rs 
prepar:ed ·to pay. Wiith perfect price discrimination, which 
is techni,cally known as first-degree price d is.crim1inatfon~ 
consumers end up with zero consumer surp!us - it has all 
been transferred to the sell 1er ofthegood as extra profit. An 

outcome approaching perfect price discrimfnat1,on oc,curs 
when potenti~ customers ha&1g1e with street seUers about 
1he price· they are pr,epared to pay for the good. 

tf you go onli ne you can watch 1ha haggle scene in the 
Monty Python film, The Lffe of Brian, on YouTube at 1ttp:// 
uk.yo ut ub e .cmn/watch?v=3n3l l 33 8af"JA 

Indian bazaars iprovide prime examp1les of perfect price disoriminatton 

Follow-up questions 
1 Why do f irms charge discriminatory prices? 
2 Why are street sellers more likely to price discriminate than supermarket companies such as Tesco? Can you thrnk 

of any ways in which supermarkets price discriminate? 

A closer look a p ice discri in tion 
The c,as,e of two, sub,-m1arkets 1or 1market ·segments 
[n Figure 7.4 a night ,club divid,es its n1arket into male and fe1nale custonl'ers, each 
\vith a different elasticity of den11and at each price of adn1ission. At all the prices 
that could be charged\ for entry into the ciub:, female demand is more 1elastic than 
tna1e de1uand ~ indicating perhaps that won1e.n are ]ess enthusiastic about the 
enter ta1nment offered by the club. For both men and won1enJ the d.iowntvard-sloping, 
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Figure 7. Price 

den1and curves in Figur,e 7.4 s·how average revenue (AR)., but nol margina] revenue 
(MR). In each iease 1 the MR curve is twice as st1e1ep as the AR curve. The diagrams 
also assu1ne that the .marginal cost (MC) incurred \-Vh.en an extra person enh~·rs the 
c]ub is always the same. Thjs is shown by the horizon.ta] M,C curve. 

(a) Male customers 

Price · 

(b), Female customers 

Price 

discrlm 1 nation wher, a firm 
charges different prices to two 
groups of custom 1ers 0 Men 0 Women 

To max.imise profit> MR must equal MC in both male .and female subamarkets. As the 
diagrams sho\-v. this means that men pay a higher price for admission than women. 
namely PM \iVith wotnen paying the lower ,efftry price of PF· With the different prices 
being charged, QM n1ales and 10v fen1ales are allowed into the club. The point to note 
is that the different prices charged r,esult fron1 the dtfferent male and female price 
elasticities of de1nand. Profit is ma.ximisedl when n1ore price-sens.itive fetnale custo1ners 
pay less to enter the club than the 1,ess sensitive 111ales. · ,ote that the MR received fro111 
the last inan and WO]na11 ad1nitted are the same. If this were not th1e case, thie club 
could increase profit by changjng the numbers of men .and \VOmen admitted. 

'The co1nditions nec,ess,ary· for su 1ccessful price discrimination 
Successful price discrimination requires that the fo,llo\-ving conditions are rnet: 
• U must be possible to identify different groups of customers or sub-markets for 

the product. This is possible when customers differ in their knowledge of the 
narket or in their ability to shop around. Some custon1ers may have special needs 
for a product and competition au1ong oligopolists may vary in cliff erent parts ,of 
the n1arket. In some geographical areas and for son1e products, a fi.rn1 may face 
many c,om_petitors, w bereas in iother parts 1of the· .n11arket the firn1 may be the siole 
supplier. 

• At any particular price Lhe different groups of customers must have different 
e]ast.icities of demand. Total profits can be maxin1ised by charging a higher price 
in a 1narket in which demand is less elastic. 
The markets must be separated to prevent seepage. Seepage takes place when 
custon1ers buying at the lower price in one sub-1narket resell in .another sub-market 
at a price which undercuts the oligopolistts own selling price in that n1arket. [n 
the Eur1opean car n1arket, car inanuf a,cturers have of ten charged higher prices for 
a vehicle in the UK 1narket than in mainland Europe. 8eepage has 1occur.ried when 
specialist car importers have bought cars ,on the· Continent to reselJ in the British 
market thereby undercutting the car manuf actu.rers' re corn mended pric,es .. 

AOA A2 Economics 



Oligopoly and concentrated markets 

Why do firms price ·discrimi1n.ate? 
To und,erstand why fir1ns undertak:e price· discrimination, ] must re-introduce the, 
conoept of cons.um.er sur.plus which I explained in the previous chapter. To, remind 
you> consu n1er su rp]us \LV h ich is a measure of the economic w·el fa re enjoyed by 
consun1ers, is the difference between the .maximum price co,nsumers a re prepared to 
pay and the actual price they need! pay~ The greater the quantity of consumer surplus 
enjoyed by consun1ers1 the greater their 1 happiness1 or econon1ic welfare~ 

As Figures 7.5 and 7.6 illustrate], price discrimination aHows firn1s lo increase profit by 
tak ing cons1.u11er surplus away f n)m consu1ners and converting it into extra monopoly 
profit or supernormal profit. Flgures 7.5 (a) and (b) are basically th 1e same as Figur,e 

7.4, but r:'igure 7.5 (c1 ha.s been added to sho,:v th:e combined 1narket with the male 
and fe1nale average revenue cur ves dded t1ogether. The lnale and iema]e .1nargh1a] 
revenue curves have also beerl added t1ogether. No te that for the combined 1n,arket 

(but nnt the ma[e and female sub-ma rkets considered sepa rately),, the marginal cos t 
curve slopes u p,.vard, depicting the in1pact of the law of diminishing returns. 

(a) Male customers 

Price 

MR' 

0 Men 

(b) Female amomers 

Prlfe 

MR 
0 Women 

Figure 7.5 Price discrimination and the transfer of consumer surplus 

(c) 111.ecombined market 

Price 

0 

Marginal mst 
in the combln~ 

market 

QCM Quantity· 
combined 

rmarket 

In the absence of pdce discrimination, all consrnn:ers pay the same price , namely PcM 

sho\VTI in Figure 7.5 (c) . W]thout price discrimination, p · · ,nee 
consumer surplus is shown by the shaded area z 

MC 

AR (with out price 
discrl.mina tlon) 
or 
MR (with price 
discrimination) 

(]abelled 1) above PcM in Figure 7.5 (c)+ But with price 
discrhnination, when male customers are charged price 
PM and feniale customers P'F, consuiner surplus fans to 
equal the shaded areas JabeUed 3 and 2 in Figures 7.5 (a) 
and (b)~ The finn1s profit has increased by transferrin g 
consumer surplus from consun1ers to the producer. 
Producer ,ve,lf.are (or producer surplus) has increased at 
the expense of consuntel" welfare (or consu1ner surplus). 

MR (with out price 

Figure 7.6 illustrates situation in which all the consumer 
surplus is transferred into producer surplus or producer 
welfare. Every customer is charged the 111axi1num price 
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O OwOv Quantity 

igu re 7.6 Price discrimination: the limiting case, whe,n 
each consumer is charg1ed the maximum price he or she is 
prepared to pay 
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h 1e or she is prepared to pay. Figure 7.6 is basically the same diagran1 used in Chapt,er 
5 to sl10iw monopoly ,equilibrium. In the absence of price discrilnination, the firm 
produces the level of output ,Q1 \Vhere MR = MC and an customers are charged 
the price P 1• Supernorn1al profit is shown by the rectangle 1C1P1AB, and consumer 
surplus by the triangular area P1ZA. 

Now consider \vhat happens when the firm charges each custo1ner the maximum 
price .he or she is prepared to pay. Custon1er Qv depicted in the diagram is charged 
price Pv, custo1ner Qr,,,v- is charged Pw, and so on. In this situation there may be as 
111any prices as there are custon1ers. Because each custon1er is paying tl1e maxin1um 
price he or she is prepa.red to pay, all 'the ,consu1ner surplus is transferred away fron1 
consum,ers to the fir1n, tlu~reby boosting 1n0inopoly or oligopoly profit. 

Make sure you understand why firms price discdminate and the necessary condit]o:ns 
for successful price diiscrirminatton. and that you can apply the concept of consumer 
surplus to price discrimination. You must a1so be able to explain how some consumers 
(often the poor), as well as producers, can benefit from price discrim1ination. 

Can consumers !benefit from pdce discrimination? 
Price discriu1ination leads to a loss of consutner surplus or consu111er welfare. Fir1ns 
exploit producer sovereignty and monopoly po\ver, and charge .uiost consu11lilers 
:higher prices than would be charged in tl1e absence of price discrimina.Hon. For 
these reasons pric1e discrim.inatio.n is usua.lly regarded as undesirable. 

Nevertheless, some consuiners (who n1ay also be the poorest consumers) can benefit 
f ro1n price discrimination. Each tim 1e the fir1n seUs to one more customer1 total. sales 
revenue rises by the extra units so]d multiplied by the price the custo1ner pays. 
Because! different custom1ers are charged diffe·rent prices, charging a high (or low) 
pric·e to one custonier does not affect the prices charged to other custo1ners+ In the 
absenc1e of pric,e discrin1ination1 the firm's AR curve continues to be the den1and 
curve the fir1n faces, with the firm 1s MR curve located belo,¥ the den1and (and AR) 
curve~ But when each custon1er is ,charged th:e n1axin1u1n price he or she is prepared 
to payJ the detnand curve no,v functions as the fir1n's MR curve. IL is no, longer 
p,ossible to locate an AR curve. The profit-1naxh11ising level of output, wher1e MR -
MC> shifts to Q2" located at p1oint ·y in Figure 7.6. Customers who would r,efus,e to buy 
the good. al price Pt buy the 1extra output because the prices they are charged are 
lovver than .P.1. As a result~ most consumers end up paying a pdce vvhich is higher 
than P1 (the equilibrium price in the absence of price discrimination), but some 
consuiners p1ay a lower price. The lowest of aH the prices ch arged is Pi, ,vhich is the 
price charged to the n1.arginal, and perhaps the poorest custoJner. 

Co1nsider also a situation in which a fir1n can't make enough profit to stay in business 
unless son1e consulner surplus is taken fron1 consun1ers and transferred to the 
producer,. Market provision of healfl1care by a doctor in an isolated vi]jage or very 
sn1aU town is an example. When chargi.ng the same price to all h.er patients:, a doctor 
canl t earn e·nough inc0i1ne ta continu e to provide the service. Without an increase in 
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inco1111e,, th,e doctor wiU n1ove to1 a larger city and loca] 1nedlical care will no longer 
be avaUabte in the viUage. But wi.th price discrimination the rich pay a higher price 
than the poor. Everyb1ody gets some benefit, a.nd a needed service is provided. 

P ices ·nvotv·ng cross-subsidy 
Many students confuse pri.c,e discrimination wUh ,cross-subsidy, but the two con.ce,p ts 

.re co1npletely different. In the e,x.an1ple of price discrin1inationt the margina] cost 
incurred by the firm \Vas the same for aH custonlers but the firm charged different 
prices based on custon1ers'' different wiUingness to pay. By contrast, when cross­
subsidy takes place all custon1ers pay the san1e price but the niarginal cost of 
supplying the good varies bet\veen different customers. 

f'or example, the Royal Mail charges the san.1e price for all firstaclass letters of 
standard weight and size,, \,vhether posted! to a local or lo a distant part of the UK. 
For local letters th,e inarginal cost incurred by the Royal MaU delivering an extra 
l1ett,er is less than tl1e pric,e charged~ but for letters de livered over a long distance, MC 
exceeds P. Customers posting l1ocal letters ffor which P1 > MC) cross-subsidise letters 
mailed over greater distances (for which p· < MC). The, Post Office uses prof.its made 
on the former group to subsidise losses borne on letters posted over longer distances. 

As price does not equ 'l 1narginal cost, cross-subsidy results in 
aUocative inefficiency~ For fir1ns, cross-subsidy is adn1inistratively 
c1onvenient and it can n1axi111ise· consu1ner good,vill even though 
it fails to tnaxiinise prof its. Fron1 the public interest point of view; 
cross-subsidy is son1eti1nes justified for social or regional policy 
reasons ~ fior exan1ple~ the better off cross-subsidise fl1e poor] or 
custon1ers in t}1e more prosperous parts of t.h,e UK cross-subsid1Sre 
those living in de,pres.sed regions. The provisi 1on of a universal 
service in which tthe same price is charged to people wher ver they 
Hve in the UK also involves cross-subsidy. 

Marginal cost p ·c1ng a o -peak pric·ng 

----

EXAM TIP 

Rrms ,may cross-subsidise because 
they want to charge administrative1y 
simple prices. Make sure you 
don 1t confuse cross~subsidy and 

price discnimination., Note that 
cross-subsidy promoties altocative 
inefficiency. 

[t is of ten argued that, to avoid cross-subsidy and to improve allocati,re effici,ency, 
firn1s should charge custo111ers different prices which reflect the n1arginal cost of 
pro1viding the good or service consumed. This is called mai·ginal cost p,rici.ng. 
In perfectly competitive m.arkets1 where, fir1ns would be passive price-takers, the· 
market n1echanis1n. would auto,matically ensure that P - MC. But market pressures 
do not operate in this way in imperfectl}7 cnmpetit ive markets where P' > .MC. 

Nevertheless, when demand vari1es on a daHy, \iveekly or seasonal basis~ firins 
op1erating in h11perfect markets may charge off-peak prices ·which are a special 
case of n1arginal cost pricing. Transport, ene·rgy and tourist industries provide 
good exa1nple,s. 1Consider the demand fo,r e]ectricity, \\rhich is higher in winter than 
in s un1mer. Suppose den1aud for electri1city increases in winter lnonths. To 1neet 
this de1nandl, power station companies n1ust invest in ne,v fixed capacity. This is a 
iong-ru n marginal cost. .By contr.astJ tbe n1arginal cost involved when 1neeting .a 
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surge in off-peak demand in the sutnn1er tnonths is tnuch lower. It is the short-run 
marginal cost ,of additi101ial raw mat,erials or energy su ppUes and labour. In 
summer1 the electricity industry me,ets an increase in seasonal demand by using 
existing fixed capacity, which would otherw·ise lie id]e in the of(-peak m,onths. 

Lo\iv off-peak prices and high peak prices are justified on the basis of differences 
in ]ong-run and short-run marginal costs when providing a. good or service at 
diffrerent times of day or year. By encouraging consumers to shift demand from the 
peak period of dernand1 off-peak pricing can achieve a better or more productive]y 
efficient utilisation of fixed capital throughout the day or year. 

on-p ·ce cam e ition i ol·gopo y 
As I have noted1 the t1'1eory of the kinked 
deLnand curve provides a possible 
explanation of stable prices in oligopolistic 
markets. Ho,vever, there is a n1uch simpler 
explanation for the absence of price 
con1petition. Realising that a price-war will 
be self-defeating for aU the firn1s involved) 
firms may tacitly agree not to indulge in 

EXAM TIIP 

Exam questions might ask you to 

expfain why firms use Vatiious forms 
of non-price competition. and to 
describe and explain some of these 
forms~ such as persuasive advertising. 

aggressive price competition as a 1neans of gaining extra profits or n1arket share 
at the expens1e of each other. In the absence 0if keen price compietition~ oUgopoUstic 
firms are therefore ]ikely to undertake various forms of non-price ,.:=io,mpetition. These 
include: 
• marketing con1petiti,onj including ,ob taining exclusive oull,ets such as tied public 

hous,es and p·etrol stations through which breweries and oH companies seU their 
products 

• the use of persuasive advertising, product differentiation.. brand-ilnaging, 
packaging, fashion, style and design 

• quality competition,, including the provision oJ point-of-sale service, and after-sale 
service 

Barriers to en ry 
Monopo]ies and firm.s in oHgopoHstic 
markets use entry bar.riers to protect the 
firm's position in the 1narket. There are 'two 

1nain types of entry barrier; natural barriers 
and artificial or n1an-n1ade barriers. 

N,aturall lbarriers 

EXAM TIP' I 

Exam questions may ask how 

entry barrters protect oligopolists 
and monopolists, and influence 
the behaviour of firms in protected 
markets. 

Natural barriers, which are also known as innoc~nt barriers] i.nclude econotnies of 
scale and indivisibilitiit?s. Economies of scale m.1ean that established large firms produce 
at a lower long-run average cost and are 1nore producUv,ely efficient, than s1naller 
new 1entrants, who beco1ne stranded on h igh~cosl s]1ort-run average c,ost curves. 

AOA A2 Economics 



Oligopoly and concentrated markets 

Indivisibilities prevent certain goods an.d .services being produced in p1ant belo\l a 
certain size. Indivisibilities occur in m.etal smelting and oH refining indus tries. 

Art ificial! barriers 
Artificial or man-made entry barriers, which are, Jso known as strate,gic barr iers, 
are the result of deUberate, action by incumbent fi rms to prevenl new firms from 
entering the market. Strategic entry barriers include: 
• Patents. Incu1nbent firn1s acquire patents for all the variants of a product that they 

develo1p. 
• Li mit pricing and predatory pricing~ As ] have a lready exp]ained1 large fir1ns 

of ten set limit prices to deter ,entry by new firms. Some finns also use pred atory 
pric.ing to kHl off sman firms \\rh ich have already enter,ed t he m.arket. Predatory 
pricing is genera lly illegal, but a. L~1rge firm may feel it can get invay with it, as it is 
d.ifficult to prove th a t predatory pricing has taken place,. 

CASE STUDY 7.3 

Independent schools' car el bus ed 
In 2 003, 50 top U.K prnvate schools. ~ncluding Eton. 
Winchester and Rugby, were investigated by ttie UK 
oompetiti,on authorities for restricting oompetitfon by 

exchanging infof\mation on the fees they ohar,ge,, and in 
effect price-fixing. The investigation by the Office of Fair 
Trading (OFT}, which has since been merged ~nto the 
Competiitton and Markets Authority (CMA), was prompted 

by a student who hacked into his school's financial records 
and leaked the documents to the press. 

Evidence re-searched lby the HaHfax showed that 
school fees had risen by more than three times the rate of 
inflation over the .20 years prior to 2003. 

The OFT investigati'on focused on fee r~ses between 

2001 and 2004 ard found that ~n each year, schools 
swapped details of their intended fees. Sevenoaks School 
in Kent then "collated that information and circulated it. in the 
form of tables, to the schools concerned. The information 
in the tabtes was updated and circulated between four and 
six times each year as schools devetoped their fee-increase 
proposars in the course of their annuaf budgetary processes'. 

Bursars have freely admitted that they used to meet 
regularly and taJlk about fees, but they maintain that this 
swapping of information d id not amount to a concerted 
piot to push up fees. 

Follow.,;up questions 

Speaking before the OFT findings were announced, 
Stephen Taylor, the bursar of a leading private· school, 
said that. rather than colluding to drive up fees. the aim 

·was to keep them down. He said that as the schools were 
facing similar costs~ the bur-sars would swap tdeas on the 
cheapest sdlutions. 

The OFT decided that the 50 schools should pay '!fines 
of just £10,000 each as an acknowledgement that they 
broke competit ion law by exchanging detai1ls of proposed 

fee increases and other sensitive price information. The 
·fines are far below the sums that the OFT could hav,e 
levied. The schools breached the Competition Aot 1998 
lby colluding aga.inst parents to fix their fetls over three 

academic years between 2001 and 2004. 
Bursars at the schools routinely swapped 1e-mails 

oontaini ng sensitive cost and prtce information as they 
prepared the1r fee recommendations to governors. ,One 
e-mail, conta,ni ng details of fee increases at 20 other 
schools, was sent to Sir Andrew Large, deputy governor 
of tha Bank of England and the warden of Windhester 

College. Sent by Bill Organ. Winchester's then bursar! it 
rread 'Confidential please, so WfJ aren't accused of being 

a cartel'. 

1 Why do economists usually think that cartel agreements are bad? 
2 .Access the CMA website and find the de1tails of other alleged cartel agreements the Authoriity has investigated. 
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EXAM TIP 

Collusive or cooperative 
behaviour enables 
firms to reduce the 
uncertainty they 
face in imperfectly 
competitive markets. 
HCNvever, some 
forms of oolluston, 
for exampe on joint 
product development or 
ensuring industry safety 
standards I are in the 
publtc interest. 

EXAM TIP 

Join1-profit 
maxim isa1ion i Ii ustrates 
how firms can make 
more profit by oollluding 
and restrict ing 

competition than by 
acUrtg ~ndependen11y. 

Car e agree en s and collusive oligopo y 
The unc rtainty facing competi tive oligopoilists 
can be reduced and perha_ps eHminated by the 
rival fir111s forming a cartel agree1nent or ·p1rice 
ring. ]n Figure 7..7, five firms joindy agree to 
charge a price to keep Firn1 E,. which is tbe ]east 

efficient firm:, in the market. :ln a competitive 
111ark1et,, Firm E would have to reduce costs or 
go out ,of business. Cartel agree1nents enable 

KEY TERM 

cartel : a oollusive agreement 
by firms, usually to fix prices. 
Someti'mes output may also be 
fixed .. 

i nef ficien t firms lo1 stay i. n business,. \Yhile other ]no,re efficient mem hers i0f the price 
ring ,enjoy supernormal profit* By _protecting the inefficient and ena.bling firn1s to 
enjoy an easy li fe protected from con1petition,. ca rtels dispiay the disadvantages 
of n1onopo1y (high prices and restriction of choice). Howev,er, this is v,.dthout the 
benefits that monopoly can sotnetin1es bring,, nainely economies of scale and 
improvements in dynamic efficirency. 

igu e 77 
A cartel or price ring 

Firm 
A 

C £ R 

Members of the cartel 

Firm 
B 

Firm 
C 

Fi.rm Firm 
D E 

/ 
Least productively 
efficient or highest 
cost fir1m 

Although cartels can achieve a better outcon1e for aH firms concerned, they are 
unlikely ta be good for the consumer. For this reason~ cartel agree1nents are 
usually illegal and judged by governn1ents as being anti-con1petitiv1e and against 
the p ublic interest. evertheless, son1e for111s of cooperatiron or collusion ·betw,een 
oHg,opolistic f.irn1s n1ay be justifiable and in the _public interest. These include joint 
product develop1nent (such as the multi-purpose veh icles] the Ford Galaxy.,. Seat 
Alha:mbra and VW Sharan, jointly developed by Ford and VW)> ,nd .cooperatiion 

to improve health a nd safety within the industry or to ensu re that product and 
labour standards are mainta ined. Such examples of industry collaboration a re 
normally deemed good in contrast to price collusion, which is regarded as bad. 

EXTEN:SION MATERIAL 

Collu · e oligopoly: jo1 -prot·t maximi ation 
Joint-profit mraximisation~ which is illustrated in ,F~gure 7.8~ occurs when a number of firms decide to act as a singlle 
monopolist, yet keepi1ng, their separate ide ntittes. The monopoly MC curve depleted in the right-hand side of the diagram 
is the sum of the identical MC curves of three firms (one ,of which ~s shown oni the left of the diagram). The three f1rms 
share an output of 750 units~ determined on the right of the diagrami where the industiry MR and MC curv.es intersect. 
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igure 7.8 Joint&profit maximisation by members of a ,cartel 

1,000 
Quantity 

Each fim, charges a price of £1 O. which. ae the d iagram1 shows1 ,is the maximum p rice consumers are prepared to pay 
for 750 units of the good. The monopoly output of 750 units is well! below 1,000 units. which wo1..dd be the output if the 
industry were perfectly competitive. The shaded area in the right-hand panel shows the efficiency or welfare loss caused 
by the cartel raising the price 1,o £10 and restricting output to 750 un~ts. In this example,. the members o,f the carteJ split 
the 750 units equally, each firm producing 250 units. The shaded arrea on the left of the diagram shows the supernormal 
profit made by each firm. 

The theory of joint~profit maximisation can be used to show how each member iofthe cartel has an incentive to cheat on 

the agreement. The 1marginal cos1 of producing 1he 250th unit of the good is only £4, yet for the firm {but not the whoJe 
industry)' the marginal revenue received from selling: one more unit is £10 (that ls, the price set by the cartel). One member 
of the cartel can increase its profit at the expense of the other firms by secretly se II ing an output over and above its quota 
of 250 units at a price less than £10, but greater than fhe marginal cost incurred {£4). This is an ex.ample of a diverg,ence 
between individual and oollectirve interest. The firms collective ~merest is to maintain the cartel so as to keep total sales 
down and the price up. But each firm can benefit by cheating on the agreement - providing aU the others do not cheat. 

Game theory and oligopoly 
Game theory provid,es the 1nost in tere.sting and fruit ful rnethod of 
mode1ling the competiti\le behaviou r of fi rms in oHgopolistic .markets. 
Mos t 1exa.1nple·s 1of game th eory are 1nalh ema.tica1ly complicated and 

beyond the requi ren1ents of an A-]evel econon1ics cou rse. flowever there 
is one exan1ple of game theory) known as the prisoner's dilem1na gatne, 
,vhich I shall explain in detail as it provides a useful insight into both t h.e 
interdependence of con1petitive oligopolists and the incentive to collude or 
cooperate. Consid.er the foUowing situation in the international arms 
market, in which th ,ere are, just two fi rins, a duopoly. 

George W. Fix it IV is pr esident of United States Ar111s Supplier s Inc. By 
paying bri.bes of $100 miUion to governtnent m inisters in the 1n iddl1e 
east he can b e su re that they \,vill pur chase so,1ne 1of his weapon s worth 
$600 m inion fo r their armed forices. Howevier, 11i.s total sales to th ese 
governments depend on the actions of Sir Jasper Underhand, chairman 
of Exploitation Ho]dings p]c, a British producer of similar weapons who 
is Mr Fix.it 's only serious rivat 
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KEY TERM 

game theory: a mathemati:cal1 
approach to the study of 
conflict and decision-making 
which treats confllict as games 
wah set tactics and strategies 
and rational players. 

You shouid lea.rn a relaUvely 
simple examp~e of game theory, 
for example the prise ner 's 
dllem,me. game, and apply it to 
axp(ajn why cartel agreements 
are made and sometrmes 
broken. 



· ~a·cf 
-- -- -

If Sir Jasper Underhand also bribes the ministers responsible for the arn1s purchases1 

the deal will be, s11ared between the two1 suppliers. George W. Pixies profits wi.11 then 
b 1e 1nuch less than if he alone pays bribes and gets an the business for his company. 
Mr Fixit thinks it a pity to pay out $i00 mHHon but if he did no,t and Sjr Ja.sper did 
the British company would get all the business and he ,vould make zero profit. 

What market strategies ar,e open to the two companies and what are the likely 
results of each strategy? [n the absence of collusion , there are two strategies avaHab}e 

to each firm: 
I One firn1 pays the bribeJ ·while the other fir1n does not. Outcome: 

- for the f irn1 paying t he bribe: $500 tnillion 
- for the firm refusing to bribe: nod1ing 

2 Both pay the bribe. Q,utcon1e: 
- the sale is shared: ·each fi rn1 gets $200 1ni lH01n 

By paying the bribe) United State,s Arms Suppliers Inc. earns $200m H Exploitatjon 
Holdings pie also bribes. If the American co111pan.y bribes , but Sir Jasper ref uses to 
bribe the US company's earnings rise to $500m .. but Exploitation Holdings plc makes 
no profit at aH. The sa111e options face the British co111pany. To avoid losing all the 
business and n1taking zero profit both riva]s decide to pay the bribe. In this scenario, 
paying the bribe is each fir1n's do111inant s·trategy: that is the strategy to be pursued 
whate,1er rival fi1111s do. Paying the bribe n1akes George W. Fixit better off., whatever 
Sir Jasper does., and vice versa . 

. Ho,~evrer, the do,1njnant 
strategy .in a ciompetitive 
market does not d,eliver 
the best possible outco1ne 
for both firms considered 
together. The best 
outcome is illustrated in 
the botton1 right~hand 
panel of the payofi n1atrix 
in Figure 7.9, which shows 
all the p ossi bl,e outcon1es 
la,cing the duopolists. If 

Sir Jasper 
Underhand 

George 
W. Fixirt 

Pay bribe 

Don't pay bribe 

Pay bribe 

$200rn1 

S200m 

0 

Don't pay br~be 

0 

SSOOm 

S30om 

S300m 

Figure 7.9 Payoiff matrix for the prtsoner's dilemma game 

hoth firms refuse to1 bribe, each .receives $300 million - a.ssuming the business 
is shared and that the middlle-east government stiU wants to buy tbe arms. This 
outcom·e is unlikely in a con1p,etitive 111-arket be1cause each firn1 fears bribery by its 
rivaL The best way to overco1ne this fear is to agree not to pay the bribe: that is., to 
collude or cooperate., There is always the possibility, however, that one of the firn1s 
'A' ill cheat on the agreemenl and s,ecr,etly bribe the govern1nent 1ninisters. A collusive 
agreement can never completely get rid of uncertainty. If tl,e firms really want to get 
rid o,f uncertainty,. they \vould have tio merge or be involved in a take,ove·r. 

You might be wondering how the prisoner's dHe111ma n1odel obtained its nam,e. In the 
original ' prisoner's dile1nma;, two prisoners are jo]ntly charged with a serious crjme 
such as armed robbery and are held in isolation. from each other. Th,e prosecutor, 
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hoping to have l1is task simplified knows that a confiession from one will convic t 
the other, but he also kno\vs that the available ,evidence is insufficient to, ,ensu re a 
conv iction. If both. prisoners plead not guHty they are likely to g,o free .. Hoping to 
ensure two guilty pleas the prose,cutoir visits each prisoner in l1is ce]] and offers a 
d1eaL The prosecutor informs each prisoner that he \Vil! receive one of t,¥0 possible 
pun.ishn1entsJ depending 011 how he pleads: 
• If both prisoners plead guilty; each will go ~o prison for 1 year. 

• If one prisoner pleads guilty and the other not guilty. the prisoner pleading guilty 
will be fre,ed and receive a reward (if he gives evidence to convict the other 
p risoner) \.vhHst the other prisoner gets a 5-yiear jail sentence. 

[ shall leav,e it to you to, l,}Jork out what each prisoner should do. Would your answe,r 
be different if both prisoners were placed in the same cell and could cooperate? Or 
do,es the offer nf a reward 1nean that both prisoners tvHl be te1npted to ,cheat on any 
deal they agree between then1 there,by ensuring that the, prosecutor obtains his two 
convictions? 

trnperfect competition covers the range of market structures between perfect competition 
and pure monopoly. 
Ol1igopoly is a form of imperfect competition in which ther,e are only a few firms in the 
market. 
Concentration ratios can be used to identfrfy oligopoly market structures. 
Olligopo1y· can al:so be defined in terms of market conduct or behaviour. 
ft is useful to distinguish bet\NOO n corn petltive and collusive oligopoly. 
The theory of the kinked demand curve is often ussd to model competitive oligopoly. 
The kinked dBmand curve theory illustrates uncertainty, interdependence and prrce stability 
in oligopoly., but the theory has a number of weaknesses. 
O!~gop0Hes1 and other firms with considerable market poweri can set prices ln a number 
of ways~ which include cost-plus pricing, ltmit pricing. predatory pricing and discriminatory 
pricing. 
Price leadership is a oom mon featu r,e of o I igopoljsti c markets. 
0 1lltg,opolists col lude to reduce uncertainty and to increase monopoly profit. 

Gama theory provides a fruitful way of modelling competitive and collusive oligopoly. 

Exam-style questions 
Explain why there is no general theory of oligopoly. ( 5 marks) 

2 What arathe requirements for successfull pric,e discnimination? (15 marks) 

3 Evaluate the view that only producers, and not consumers, benefit when otigopo11stic firms collude to try 
to reduce the uncertainty they experience. (25 marks) 

4 Evaluate the view that the largest supermarket firms 1n the UK should be frss to operate without any 
govennment interference. (25 mar s) 

Extra resources to help you revise are available online at ww • odderpl us.co.uklphiripallan 
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Many of the most interesting aspects of business econom,ics stern from how real~world 
firms actually behave. At university level. these toptcs are typically a part of a course in 
industrial economjcs. The aim of this chapter is to introduce you to some industrial 
economics topics, both those that are now in the AOA Unit 3 specification. and sorne 
that though outside the specification. I consider it important for an economist to have 
some knowledge of. 
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• 

This chapter \Nill: 
re,mind you of the meaning of a firm 

• expl1ain why firms girow 
relate the growth of firms to different possible business objectives 
expfain the divorce between the ownership and the control of a business 
distinguish between theintema:I and external growth of firms1 and between vertical, 
horizont~ and latera1I growth 
relate 1he concepts of economies and d~seconomies of scafe 10 the growth of firms 

• explain the role of the capital market and banks 1in financing firms' growth 

At AS you were introduced brietly to the different objectives a firm may have and also to the 
meaning of economies of scale. Both of these are dev,eloped in greater detail in this chapter. 

What is a fl 
I first explained the meaning of .a fin.11 in 
1ny [ntroduction to Business Econon1ics in 
Chapter 2. I sta ted that a firn1 is a business 
enterpris ,vhich either produces or ,deals 
in and exchanges goods or s,ervioes. Unlik1e 
non-business productive organisations, 
for exa1nple many charities firms are 

commercial earning revenue to cover 

1he production costs they incur. It is also 
possible to classify different types of 
business or firn1 according to their legal 

KEY TE.RM 

firm: a business that sells its output 

commercially in a market. 

EXAM TIP 

Make sure, you don't confuse Why 
firms grow \Nith how firms grow. 

status. There is an important difference between incorporated businesses such as 
private and public 001npanies, and unincorporated sole traders and partnersh.ips . 
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Why t·rms grow 
Finns gfOW for all sorts of reasons. Qrnte ioften a. firm gr,ows without any deliberate 
intent on behalf of its owners or ma.nagers. This happ,ens when demand ior the goods 01r 

services that the firm is producing, increasesJ and the firm increases its output and often 
its productive capacity or scale, sin1ply to keep up with den1and. This type of growth 
is particularly Hkely~ first if it easy and relatively cheap to acquire n1or,e productive 
resources, and second if one of the :firm's business obj,ectives is to keep custon1ers happy. 

This brings me to the in1portance and significance of business objectives~ Providing, 
a good custon1er service is of course an in1portant business objective, particularly 
for sociaUy-1ninded owners and n1anagers of businesses. How1everJ usually it is a 
n1ea.ns to .an end, the end being achieving son1e other business objective. 1Growth for 
groLvth~s sake is another reason why firms gro,w (see, tl1e alternative theories of Uie, 

firm below)-> w.hile in so,me industri.es, business owners such as the proprietors of 
ne,wspape,rs and TV stations s ,ometinfles believe that growth gives them not just 

111onopoly pow,er, but po] itiica] i nf[uence as well. 1C ase Studly 8.1 describes a ]atter­
d.ay exa1nple: the 1nedia mogul SHvio Berlus 1coni in Italy~ 

CASE STUDY 8.1 

Megalomania and political power as bu iness objective 
MegaJomania is a tenn for behaviour 
characterised by del'usfonal fantasies of 
wealth. power~ genius, oromnipotenoe, 
in other words delusions of grandeur. 

Over the last century or so, the 
media industry has thrown up many 
megaloman1ac newspaper proprietors: 
Pulitzer and William Randolph Hearst in 
the USA~ Lord Northcliffe who built up 

the Da11y Mail in the UK, and possibly Silv,io ,Berluscon i 
Rupert Murdoch of Sky Television and 
News llntamational, pubUsher of the Sun, the News of the 
World and The Times in the UK. 

A current example of a megalomanrac businessman 
and politlcian is Silvio Serlusconi, ex-cruise ship entertainer. 
media mogulM owner of AC Milan footban dub. and from 
2008 to 2011, a third-time prime minister of 1taly. tn 2001 
The Economist magazine argued that Benusconi was unfrt 
to l.ead Italy. According to The Ec.onomist Bertusconi I while 
prime, minister of lta!y, retained effective control of 00% of 
all national television broadcasting,. This figure included 
stations he owned directly as well as those over which he 

Followeup question 

had indirect oontrol by dint of his 
position as prime mini,ster and 
his ability to rinfluence the choice 
of the management bodies of 
these stattons. In June 20111 The 
Economist pubJished an amde on 
Berlusconi,1 trUed The, man who 
screwed an entire country1

• 

In his political career Mr 
Be rlusooni lhas cornm:only 
referred to himself tn the third 

person as ff he were already a historical figure, saying for 
example that 'If ~ta[y entrusts itse if to Berl u sco n i;, ft s the 
country''s good. fortune'. According toan article published 
in the Rnancial Times~ Berlusconi ihas perfected a 
personal sty,l,e that is a bizarre m,ix of megafomania, 

sexual bragg1adocio, off-colour jokes and outrageous 
claims, iinclu.ding, among hrs rnemorable antics: gtving 
·the sign of the horns over the head of the Spanish foreign 
1minister in a group photograph of European leaders and 
calling a German member of the European parliament a 
concentration camp kapo~ 

Using the example of Silvio Berlusconi in ~taly,, discuss why media moguls are particularly llkely to have business 
objectives other than profit maximisation. 
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.As the last few chapters hav,e shown, in 
the tradition.a] (and neoclassical) theory 
of the firm economists assume that profit 
m.1xi1nisa1tion is a firm's u]ti1natebusiness 
objectiv,e. If this is the case, then f ir1ns 
grow because "fh,eir o,;vners believe that 
grow1h leads to higher profits. Conversely, 
if the owners believe that gro\vth reduces 
profits or indeed leads to losses;t they will 
resist the temptation to pu rsu.e gro\\rth. 

A cornplicahon that should be introduced 
at this p,oint is the possible conflict 
between short-run a.1 d long~run profit 

KEY TERM 

profit maximisation: occurs when 
total sales revenue is furthest above, 
total cost, which ls when MR ,;;; MC. 

EXAM TIP' 
---

Knowledge of the traditional profit­
maximising theory is more important 
than knowtedge of alternative theories 
of the ·firm. 

maxi1nisation. Long-run pr,ofits may require substantial invest.tnent in research and. 
ne\¥ capitaL If a firm has a short ti1ne horizon~ if it is worried about finance or about 
future risk and uncertainty, or if it fears that a lack of immediate profit will lower its 
share price and render it vulnerab]e to a hostile takeover raid7 the firn1. may decide 
n ,ot to gro\\\ even though it thinks that 1arg,e profits could be n1ade in the long run. 

Alternative theories of the t·r 
In r,eaJ Hfe,, the people \vh,o own and 
run firn1s may have business objectives 
other than to n1ake the biggest possible 
profit. There are lwo alternative· theories 
of the firn1: nh naperial theories and 
oro 1us~ lion 1 or behavioural theories . 
Both clain1 to be n1ore realistic in 
their assun1ptions, .and hence better at 
exp]ail1ing the actual behaviour of fir1ns 
j n the real economy. than the traditional 
profit-maxi1nising theory of the finn. 

Managerial theories 

KEY TERMS 

managerial theory: assumes that 

firms wish to maximise manag,erial 
objectives rather than profit. 

organisational theory: assumes 'that a 
finn is a coalition of different groups such 
as shareholders~ managers and workers. 

principal/agent problem; recognises 
that the, principals (shareholders) have 
a different objective fi"o m that of the 
agents (managers). 

Managerial theories of the finn assume that a firm has a maximising 0 1bjective, but 
they focus on a nianageria] objective rather than sharehold,ers' profit. ManageriaJ 
theories often take as their starting point the principal/ agent problen1J which 
sten1s fro1n the split in a large public company bet\\r,een shareholders as ovvne.rs, and 
1nanagers as decision makers. Shareholders o\-vn con1panies, but they einploy sa]aried 
1nanagers or executives to 1nake business decisions. In lh.is situation, managers or 
business executives) ,vho possess a mronopoly of technical knowledge about the 
actual running of the company concentrate on achieving managerial obj·ecH ves such 
as sales maximisation growth maximisatiein and 1naximising .managerial career 
prospects or creature comforts, 
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Or1ganisatil1onal or behavioural the1ories 
Organisationalis'ls or behavioura1lists see the firm as an organisation reompnstng 
coalitions o.f different groups w ithin the firm , each possessing differ,ent group 
objectives. These days,, such coalitions are also regarded as company sta keholders: 
that is, groups of people with a vested interest in how the business perforn1s. 

Different stakeholders have different v iews on what the con1pany shou]d be doing. 
Managers form one· coalition 01r stakeholder group1 S·eeking prestige, power and high 
salaries~ Other coalitions include production workers wanting h igher nrages and 
improved job security and \'lorking conditions, and shareholders desiring higher 
pr,ofits. D1ff ering goals or aspirations ca.n resu]t in group conflict. Because of this1 
managemen t inay try to .resolve confl ict between the dlf f erent interest groups within 
the organisation. Ho\vever, aue1npting to sa.Usfy the as.pirations of as many groups 
\vHhi n th.e o.rganisati,on as possible means compromise and the possib]e setting of 
minimu m raH1er than maximum targets. 

For this reason; organisationalists introduce the concept of salisficing 
to rep]a,ce the assun1pHon of a maximising objectiv1e. Satisiicing, or 
achieving a satisfactory outcon1e rather than the best possible outcome,, 
is particularly likely for n1011opoii1es and fir111s in n11perfectly competitive 
n1arkets protected by entry barriers. In these circwnstance,sl in se1eking 
an easy life a firrn's 1nanagers may content thelnse,]v,es with satisfactory 
profit co[nbined with a degre,e nf X-iI1refficiency (ror u nnecessary costs). 

satisficing: achieving a satisfactory 

objective acceptable to all the 
competiing member groups of1ha 
coalition that makes up the firm. 

SaHsficing also ·helps to resiolve the conf1 ict betureen mana.gers' and sha reho]dersJ 
objectives. While trying to maximise executive creatu re com fo rts such as managerial 
status, salaries:t fringe benefits and ea reer structu res, a company's boa rd of di rectors 
must keep shareholders ha.ppy. According 'to this theory,, managers 1naximise th1eir 
own objectives, subject to the constraint of deHvering a satisfactory level of profit 
fo,r shareho]ders. 

EXTENSION MATERIAL • 

The theory of economic natural election 
The theory of economic natural selection1 which is an exampte of social Darwinism, has provided a reason for 
supporting the tradltional profit-maximising theory of the firm. Natural selection theory operates in two ways: through the 

econom,y~s Q'Oods or product markets and through the capital market (described later in thiis chapter). 

In the product marketv,ersion of the theory, firms are assumed to s"E!.U their output in highly competitive goods markets. If 
managers make price and output decisions for reasons other than profit max~ misation p they inevitably incur unnecessary 
production costs. But if goods or product markets are suff,iciently competitive (perhaps approximatit1g to perfect 
competition)1 ~he firms that stray from the profit -maximising path must mend their ways by reducing costs or go out of 
business. Whatever tlie conscious or deliberate aim of decision makers, the ~invisible hand'' of the market means that 
onty proflt-maximi,sing fir,ms survive. To put it another wayp decision makers who behave as 1f they are profit-imax;misers 
survive,, the rest fail to make normal profit and leave the market. 
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However, in many reaJ eworld goods markets I the forces of corn petitf on are not strong enoug1h to allow this selection 
process to operate. Barriers to entry aUow 1nefficlent high-cost firms to survive. For large firms in impertec11y competitive 
goods markets. the second versi,on of the theory of economic natural setection may be more significant. According to 
this theory, non-profit-maximising behaviour by firms is disciplined by competi1tion in the capital market rather than by 
oompetitlon in the goods or product market. As I explain later in this chapter, the capital 1market is the financial market 
in which a modern large business corporatron raises funds to finance investment by selling shares or ownership in the 
business. The st,ock exchange is an important part of the capital market. 

When a firm's managers make dedsions that are inconsistent with profit maximisation, the resulting1 low fevel of profit 
causes the company's share price to fall. This makes the company vulnerable to takeover on the stock exchange by a 
new owner (or corpo,rate raider) who believes tha oompany1s assets can be managed better and more profitably. Even 
if the company is not taken over. fear of a possible takeover may prevent the corporate board and its managers tram 
straying too far from the profit-maximising path. 

he role of the entrepreneur and the d ·1vo ce 
be ween owners p nd contro 
In a firn1J the entrep re11eur is tl1e decision n1aker and financial risk taker1 providing 
answers to such standard econonlic questions as what how how, much, wherie and 
when to produce. In n1any small fir111s, the o,vner of tl1e business is the entrepreneur, 
so ownership and control Ue in the san1e person. But this is not true for public 
companies, where 0 1wnership and control are ahnost always spJit. Mediu1n-sized and 

large p-ubhc companies are owned by thousands of shareholders though 
the majority of shares are usuaUy owned by a relatively sn1aU number of 

e ntrep rene ur: a risk taker and 
decision maker within a firm. 

financial institutions such as pension funds and insurance companies. 
However, n1anagement decisions are made by executive directors who 
are members of the con1pany's co,rporate board and by the salaried 
n1anagers or executives whom the board en1ploys. 

EXAM TIP In the1ory~ the directors of a public con1pany lArho exercise the 

Remember from your AS 
studies the functions of the four 
factors of pr:oduction, including 
that of the entrepreneur. 

entrepreneurial function are answerable to the sJ1areholders. This means 
tlta't~ in the event of bad performance, the directors can be voted out of 
0 1ffice. In practice, this seldom happens, although as I explained in the 
last section i.nstitutional shareholders son1etimes back hostile t keov,er 
bids, \\rhich, if successful, ren1ove the incun1bent board of directors. 

Perhaps the most important proble,m resulting frntn the divorce bet,veen ownership 
and 1control is the possibility tha t directors and rn nagers wi]] pursue an agenda 
of their own, which is not in the interests of the shareholders as a body,. This is an 
example of the principal/agent problem. 

H w firms grow 
How firn1s grow invo]ves issues such as the difference between internal nd 
externa] growth; vertical, horizointal .and latera] growth paths, .and the pursuit of 
econo111ies of scale. 
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Further aspects of the growth of firn1s 

Internal an,d ,externa~ growth 1of filrms 
Internal gro\ ·th (,vhich is a]so known as organic gro,v th) 
occurs when a business expands by investing in new capacity 
(for example new factory, office· block or retail store) which 
H builds from scratch~ By contrast exlerna l 0 ro,vth involves 
takeover of, merger with, and acquisilion of another, previou sly 
inde·pendent firm . 

Whichever growth path a business follows - internat external or a 
tnix of the t,~o - its growth 111.ay be vertical, horizontal or la.terall or 
aga in a n1ix of all thre,e. 

The vertic,all growth of f ilrms 
V rlical gTo\\tth occurs when a fi rtn grows backward along 
its supply chain , or forwa rd along its di stribu tion eh i n. The 
vertical line drawn above and belo,v firm X in Figure 8.1 on the 
next page iHustrates both processes . Backward vertical gro\vth 

KEY TERMS 

internal growth: occurs when a 
firm [nviests from scratch in new 
capacrty such as factories and 
offices, also known as organ fc 

growth. 

external growth~ growth via 
acquisition, either takeover or 

merger. 

vertical growth: ,occurs when a 
firm grows by expanding back up 
its su ppty chain or forward along1 its 
distn bution chain. 

(illustrated by arrow 1) takes place when firm X (a car assen1bly firn1) decides to 
produc·e for itsel f the engines, gear boxes and other co111ponents needed to 1n.ake 
a. car. 'Without such vertical gro\.vth~ firn1 X would have to buy con1ponents 
fro n1 independen t suppliers . Arrow 2 illustrates forward growth, na1nely Hrn1 X 
owning the distribution chain through which the co,mpany sells the ca.rs that i t 
tnanuf act u res . 

[n the·ory. vertica] gro·wth enables a firm to exercise gr1e -1er co,ntrol over 
its supply chain and/or its dist ribu tion chain: for example,, in con'trolling 
the qua. Hty of components and the timing of their delivery. 0 1ften, however, 
it n1ay be be,tter to ou ts 1ource component supply to independent suppliers, 
and to seB through independent reta Hers.. Such a strategy can enhance 
competition, which in turn i1nproves quaHty and drives down costs. These days, 
tnany large firn1s outsourcie a varied range of act iviti1es previously undertaken 
in-house. For exan1ple~ lCT-provided custon1er service and other back offi ce 
activities are incrieasing].y being 0 1utsourced to countries \Vit h cheap labour~ 
such as India. 

[n some ci rcu rnsta nces , ver tica l growth creates monopoly p o,~rer. A fjrm 
may deny competitors access to the supp]y of raw materials .it has acquired . 
Likewise by investing in market ouUets such as p ublic houses a nd petrol 
stations, breweries and oil coin1panies can previent coimpe,titors selU ng through 
these outlets. 

AU the ~orms of growth illustrated in Figure 8.l can be interna] or external. For 
example, vertica] internal gro\\rth could be illustrated by the car n1anufacturer 
investing from scratch in its own engine factory. By contrast, acqu iring a previously 
independent engine 111anufacturer through takeover or merger illustrates vertical 
external gro,vth. 

Unit 3 Business economics and the d istribution of income 



Figure 8.1 Vertica.11 
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Besides growing vertically. a fi rm. can gr10\.\r 

horizontal1y and late.ra].ly. Horizonta l gro,vih 
takes place when a firm expands by buHdin g 
or acquiring lTiore plants at the sa111e stage 
of production in the same industry. The 
possibility of achieving multi-plant econon1ies 
of scale is an obvious 1noti ve for horizontal 
growth. A less benign ITinti ve m.ight be to 

FirmY 

----

KEYTERM 

horizontal growth: occurs 

when a firm undertakes more 
of the ac1iv~ties it is al ready 
involved in. wn ich can lead to 
1eoonomies of scale,. 

eli1ninate COi]npe,fitors so as to build up and exploit a n1onop 101Iy position. Firm X 
acquiring firms V and Y in Figure 8.1 iHus trat1es horizonta] external gro,vl·th. [n 

the n1otor industry, Volkswagen 1s acqu isH]on of Audi and the alliance between 
Preugeol a nd CHro 1en have bo'th been successful. The new]y merged companies 
w 1ere ab]e to rationalise their pro1duction plant and p roduct ]ines~ and to exp]oit 
scale econon1i 1es n1ore f uUy. By contrast, BMW's takeover of Britain's Rover Grau p 
was less successful, leading to eventual de1nerger of the Gern1an con1panyts UK 
acquisition and the creation of a new UK con1pany. Th.is in turn was unsuccessful. 
In 2005 MG Rover w 1ent bankr upt and the business was sold to1 a Chinese company 
vvhich closed down most of the UK productive capacity. 

Lateral gr,owth 
Lateral gro, 1 th occurs w hen a firm diversifies 
into comp]et1ely differ1ent industries+ Figure 8. 1 
provides an exan1ple of lateral external growth, or 
conglon1eration;f ,vhen finn X .acquires firm Z , a 
leisur,e industry firn1 operating cinen1as and then1e 
parks. Fir1ns diversify in order to gain the .scale 

lateral growth: ocours when a 
firm diversijies into new types of 
production. 
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Further aspects of the growth of f irn1s 

ec,ono1nies of nlassed resources and risk spread.i.11,g. Lateral external growtl1 n1ay also 
allov,1 the Urm to benefit fro,m financial and managerial econonli,es. Lateratl lnergers,. 
such as those undertaken by tobacc,o co,]npanies, can involve diversifying out of a 
declining m rke·t into what tl']e firm beli,eves to be markets with grov,rth potentiaL 
Howev,er, managerial and organisational diseconomies may also, result from the fact 
that the diversifying company lacks expertise i11 the fields into whlch it is expanding. 

Economies of scale 
Microeconomic theory generaHy assu]nes that a firm seeks to grow in ,orde,r to 
enable more profit to be made. Profit d pends on both demand conditions and supply 
conditions with the ].att,er dep ,ending, in the long run on whether average costs 
of production fal] or rise as the finn 's sca]e of operations i. ncre,ases. In Chapter 3> 
I exp]ained 1econo1mies and diseconomies of scale in terms of a finn's long-run 
average cost curve. (At this st ge, re-re d Case Study 3.2 on page 33, ,vhich describes 
econon1ies of scale in the airline indu stry.) In this chapter I exan1ine the causes of 
the differ,ent types of econon1y of scal 1e~ 

lnt,ernal ,an,d ,externa~ econ,om,ie·s ,of scafle 
Econonnes of s,cale are ,of two types: internal and external. lnternaJ 
conomi s of seal occur 1.vhen a finn's long-run average costs or m1it 

costs fall as a result of an increas,e jn th~ size o,f the fir.m itself> or of an 
increase in the size of a plant or various sHes o,perated by th e firm~ By 
contrast a firm be,nefits from external ,economies of sca1e when unit 
production costs fall because of the growth of the scaJle of the whole 
industry o,r n1arket rather than from the growth of the finn itself. 

Internal econo,,mires of scale 

interna I ec-onomies of scale: 

lower long-run average productton 
costs resulting from an increase in 
the size or scale of the firm in the 
long run. 

Sometimes finns grow larger but the plant sites they operate do not generally 
grow significantly in size. For this reason J it is useful to disting,uish between 
tho1se internal economies of sca]e that occur at the level of a single plant or 
estab]ishment O'Wned by a firtn and those occurring at t]11e level of the ·\vh,ole firtn. 
I n recent years,. continued opportunities for further finn-level economi,es of scale· 
have contributed to the growth of larger firms , but expansion of plant size has 
been less significant. 

- - - -

EXAM TIP 

You donmt need to rote leam air this information about economies and diseconomies of 

scale, but make sure you can explain at least two examples of each type of economy and 
diseconomy. 

Plant-le,veJ ,economies· ,of scale 
Economies of scale that occur at the level of a single p]ant such as a factory or 
supertnarket operat,ed by a firn1 are largely technica] econo111ies of scale, though 
so1ne n1an.agen1ent ,econon1ies are also possible at pla nt l,evel. 

Unit 3 Business economics and the distribution of income 



' ;:g·tf 
-. . - . 

Technical eoonomies of scale., Chapter 3 explains ho\Y some econo1nies of scale are 
sim.ply the translation of increasing returns to scal,e into 1noney costs 1of production~ 
Increasing returns to .scale mean that as plant size increases . a fir1n can ,combine 
i'ts inputs in a technicaJly more ef flcient way. The resulting econo111 ies are caHed 
technical econo1nies iaf scale. Increasing returns to, scale therefore ex.plain technical 
economies of scale. Technical econon1ies affect the size of the· typical plant or 
establishn1ent, rather than the overall size o-f the fir1n, \\rhich n1ay O\Vn and control 
several differ1ent plant sites. Wl1ere technical econon1ies of scale are great, the typical 
plant or ,establishment is also large in size. The n1ain types of t,ec]mical econo n1y of 
scale are as fol]o,~rs: 

lnd.i.v isibilities. Many types of plant or n1achi.nery a re indivisible, in the s,ense that 
there is a certain minimum size below which they cannot operate efficient]y. 

• The spreading of research and develop1m,ent costs. With ]arge plants research 
and deve]oprnent (R&D) costs can be spread over a much longer production run, 
reducing unit costs in the long run. 
Volun1e economies. These are a lso kno,¥11 as econornies of increased din1ensions. 
With n1any types of capital equip1nent (for example, n1eta] smelters:> transport 
containers, storage tanks and via.rehouses). costs increase less rapidly than 
capacity. When a storage tank or boile·r is doubled in dimension" its storage 
capacity actually incireas,es ei.ghtfold. A large srnelter or boHer is technically 
more efficient th _.n a smaU one. Volume economies a re thus very import 1nt in 
indus tries such as transport, storage and warehousingt as weH as in rne·ta] and 
chemical industrie,s. 

• Econo1nies of n1assed resources. The operation of a nun1ber of identical n1achines 
h1 a large plant n1eans thal proportionately fewer spare parts need be kept than 
when fewer 1nachines are involved.. This is an application of the law of large 
nun1bers1 since w,e can assu1ne that not all the rnachines V\.riH develop a. fault at the 
same time. 
Ecoinomies, ,of vertically Jinked processes .. Much tnanufacturing activjty involves 
a l rge number ff[ verticall y re]ated tasks and processes, from t11e initial purch se 
of raw n1aterials, components and energy~ through to the completion and sale 
of the finish1ed product. ·within a single fi rm~ these proicess1es may be integrated 
throll.lgh the links between the various plants owned by the firm. The linking of 
processes jn a single plant can lead to a saving in time transport costs and energy. 

ManageriaJ economies of scale. Managerial econonr1ies of scale can be ach ieved 
both by increasing the size of an jndividual plant or] at the leveJ of the firn1, b y 
grouping a larg1e number of establishments under one managem,ent. Both met11odls 
of expansion allow for increased 1nanag,erial specialisation and the division of 
labour. This involves the delegation of detail to junior lnanagers and supervisors 
and. a 'functional division of labour', namely the e1npl1oymenl of specialist managers 

(for ex mple, in the fields of production, pers,onnel nd sales). 

Multi-pi/ant ec,onomies· of sca:le 
Multi-plant economies of scaJe occur when long-run average costs fall as a result of 
operating more than one plant. 
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Further aspects of the growth of firn1s 

Firm-level economies of scale 
[t is obvi1ously in a firm's intere,st to bet efit as n1uch as possible from plant-level 
economies oif scale. Fir[ns \\rill a]so try to1 take· advantage of scale economies 
associated with the g rowth of the enterprise that are ]argely independent of p]ant 

size~ Economies of scale t the firm level .a rise from 'the firm itse:lf being large 
rather than from operating a singte big p]ant or a nu1nber of large sites. As well as 
covering son1e of the R&D e,conon1ies, 1nass,ed resources ,econon1ies and manage·rial 
e1cono1nies already described., firm-level 1econon1ies 1of scale also include marketing, 
financial and risk-bearing econon1ies. 
• Marketing, ,economies .. These are ,of two types: bu[k buying and bu]k marketing 

. 
econom1es. 

• Fina11cial or capitat-1~aising economies 0 1f scale. These are similar to the, bulk­
buying econ101nies, except th.at they relate to the bulk buying o.r the bulk borrowing 
of funds required to financ,e the business>s expa nsion. Large firms can often 
borro,iv fro111 banks and other financ ia l instjtutions at a ]o\;ver r te of interest and 
on better ter111s than those available to small firms. 

• Risk-bearin,g economies of scale. Large firn1s are usually less exposed to risk 
than small firn1s because risks can be grouped and spread. A bank can predict 
with some conf idenc,e the· nu111ber of custon1ers v1ho will turn out to be bad 
debtors, but it is unlikely to know in advance which custo1ners they will be. 
But because· it knovtrs tha.l for each bad debt there will be many other solvent 
customers w n,ose business is profitable for tbe bank, risks are spread and 
uncertainty is reduced. 

Learning 1effects 
When a firm increases the sca]e of its plant., it is quite likely that a ne\.v technology or 
ne,\r methods 0 1f working an old tech11ology will be .adopted. But if th.e firnfs wo1rkers 
and 1nanagers arie initially unfamiHar with the new 1111etl1ods) production is Hkely to be 
ineffich~nt A learning effect occurs \\1hen .managers and workers learn fron1 experience 
ho\-v to operate particular technologies and n1ethods of production more effectively. 

Learning effects are usuaUy associated with a change in the scale of a firm's operations 
but they can also occur as a result of the reorganisation of existing capacity. 

Economies of scope 
[n contrast to ecanorn.ies of scale· which relate to reductions in the average costs resulting 
from increasing the scale of production for a single product type·, economies of scope 
refers to lowering the average cost for a firm in producing cwo or 111ore products. 

External ec1onomies of scale 
.A.s I have, noted earlier external conomies of scale are shared by a 
number of fir .ms (or indeed by a number of industries) ·wl1en the sca]e 
of production of the '"rhole i.ndustry (or group of indu stries) i.ncreases. 

External econo.1nies are conferred on a firm, not as a result of its 
own growth, but because other firn1s have grown larger (although, of 
course, the firn1 sown growth may also contribute to 'the other firn1-s 
benefiting fron1 external econon1ies) . Indeed~ if the firms w1ere to 
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external econo,mies of scale: 
lowar long-run average production 
costs resulting worn the growth 
of the industry of which the firm js 
a part. 



CASE STUD,Y 8,.2 

merge 1 external econiomies enjoyed by previously independent firms \vou]d become 
interna1 econom ies within the pla nts a.nd subsidiar ies of the co1nbine,d enter prise,. 
Thus takeovers and mergers internalise external economies (and diseconon1i1es) of 
scale. 

As \vith interna] scale econo1nies it is possib le to identify a. number of different 
types of external economy of sca]e. 

Economies of concentration. When a number of firn1s in the same or related 
industries locate close together; they are able t,o gain n1utual advantages thr1ougb 
better transpo1t facilit~es, the training of a pool of skilled ]abour and supplying each 
other with sources of con1ponents and n1arket outlets. Tltls is catled a 'cluster effece. 

• Econ o,mies of i.n fo,rmati.on .. In a large industry,, it is ,vorthwhH1e for specialist Ur1ns 
and for pubHc bodies such as untv1ersiti.es to undertake research and to provide 
jnfortnation (for examp]e, th rough technical and trade journals), fro1m which aH 
firms can benefit. 
Economies of disintegration. Although firms can often benefit from internaJ 
eco110111ies that result from linking processe·s internaHy)l there may be 
circumstances when ver tically linked production processes can be provided n1tore 
efficiently by independent specialist fi rtns. An obvious exam.pie, occurs in the case 
of indivisibilities. If a firm is too small to use continuously plant or tnachinery 
that cannot be built on a smaller scal1eJ it makes sense to buy supplies from an 
independent firm that can use the plant efficiently because it suppHes a number of 
firms w ithin the industry. 

Does size matter? Economies and diseconomies of scale in the 
wa er indus ry 
In January 2004. Ofwat, the gov,ernment's regulatory 
agency for the water and sewag,e df,sposal ~ndustries1 

publtshed a report entitled Investigation into evidence for 
economies of scal,e in the water and sewerage industry 
in Eng'land and Wales'. The objective of the study was to 
provide answers to three key questions: 
• Whetlier the process ,of consolidation in the industry has 

resu1ted in an industry structure consistent with the1 least­

cost production of water services tn England and Wales. 
• Whether the evidence on economf.es of scale presents 

a case for further horizontal integration in the, industry. 
• Whether there are opportunities for a mon~ efficient 

industry structure through different types of restructur­
ing (e.g. vertical separation}. 
The report was eagerly awaited by many in tlie UK 

water industry with the hope that it wou~d condude that 
there were economies of scale in the 1ind ustry. This would 
have helped pave the way for future merger activity in 

the sector fonowing a long period during which Ofwat 
had successfully b!acked mergers between a number of 
water companies. 

To the surprise of soms. however the report 
concluded amongst other things tf'1at there wer,e 
si'gnificant diseconom1ies of scale for water and sewerage 
companies (WaSCs), i.e. the biggest water companies 
ap pea;r to be too big. The report also con eluded that 

tliere we re ll~kely to be constant returns to scale for the 
water-only companies i.e. they are about 1he ri'ght size. 

Maybe, however,, the, findings of the study arie not so 
surprising after au. Water is, as some argue, a locaJised 
industry - and water is heavy and expensive to move 
around. So having uttl itiss based around urban areas is 
like1y to be an efficient means of operating the sector. 
And opti mat size will be determined by the characteristics 
of those urban areas. 
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Further aspects of the growth of f irn1s 

Ofwat also concluded that the results were not hugely 
surprising to them: 1The conclusions do, not surprise 
us - we iregurat1e an industiry that is a conglomerate of 

activities eaoh with an optimum minimum scale that is 
related to human and physical geography. Beyond this 
level we see costs rh:i,ing steadily,' 

Follow~up questions 
1 Why might evidence of economies of scal'e, be used to justify further horizontal integration 1n an industry? 
2 For a utility industry such as water, what is meant by 'vertical separatton1? 
3 Why 1might the localised' nature of the water industry lead to di9'3conomies of scale? 

In ernal and exter al dlsecono · les o scale 
[n n1any industrie,sJ particularly in manufacturing and in t 1ertiary activities such 
as the provision ,of financial services., firms grow ]arge in order to benefit from the 
falHng long-run production costs broughL about by econo1n ies of scale. Hro\vever, 
a fi rm 1nay eventually reach a size beyond iv h ich higher costs that Fesult from 
diseconomies of scale exceed any further benefits that can be sq ueezed out of 
econon1ies of scale.. 

For large fi rms, n1a nagerial disecono111ies are probab]y the 111ost 

signifi,cant type of internal diseconacny of scale. Manageria] 
d isecono1nies can result from communication failure1 ,vhich occurs 
\.Vhen ther,e are n1any layers of n1anage1n ent between the top n1anag1ers 
and ordinary production workers. In thils situationJ decision n1aking 
and the ability to respond to custoiners· needs or to probleins arising 
in the course of productionJ both suffer. As a result, the resources the 
bu siness uses a re not aUocated as effe·ctively as they could be. Top 
manag,ement loses touch with junior managers and emp]oyees and 
\vith the problems facing the business. 

External d iseconomies of scale occur vvhen a firm's ]ong,-run 
average costs of production increase,, not because o,f the growth of 
the finn itself, but because of the growth of the industry or market 

KEY TERMS 

interna l diseconomies of scale: 
hi,g,her long-run av,e rage production 
costs resulti11g from an increase in 
the size or scale of the finn in the 
long: run. 

externar diseconomies of scale: 
higher long-run average production 
costs resulting from the growth of the 
industry of which the firm is a part. 

of \.Vhich the fir1n is a part. The fir1n may suffer from a. 'negative cluster eiffecf:t for 
exan1ple wben the close proxim.ity of many firms increases the cost of negative 
externaHties such as road congestion and pollution, which each firn1 du n1ps on jts 
market co-me.1nbers. Close geograplucal proxi1nity can also lead to labour shortages 
caused by [ ndustry fi rms competi ng foF ·labour,, and higher resulting wage costs. 

The cap ta market, banks and he growth of f"rms 
AH finns require finance to enab]e them to grow and t,o underta ke production. Sho,rt­
term finance is used to pay tor the purchase of raw materials (circulating or \ivork:ing 
capital) and to pay \va.ges. Long-term sources of funds are used to finance the 
internal or external gro,\rth of the fir1n via direct investn1ent in new fixed plant, or 
through a process of ta.keov1er and n1erger. For all types of business enterprise:,. self­
finance or the ploughing back in of profits (internal finance) is by fa.r the n1ost 
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in1.portant source of finance. a]fhou.gb the ability to1 engage successfuHy in self­
finance depends upon profitability. 

EXAM TIP 

The information provided in this and the next section is background information to provtde 
depth to your understanding of business economics. 

The n1ain sourc,es of external finance d i.vi.de into borrowing (or debt) and the rais1ng 
of capital by share issue. For public companies, tl1is involve·s the capital Enark,et. 
Because private companies cannot generally raise funds. on the capital market .. the 
mo,st i1nportant reason for private com._panies 'going public' (that is becoming public 
companies) is to raise funds by seHing, new ·issues of sh 1res and corporale bonds 
to whoev,er wishes to buy them. The g,overnn1ent a lso raises funds on the capHa l 
market to finance ils budget deficit nd its borrowing requirement. The gove,rnn1ent 
does this by se]ling ne\\r issues ,of governme·nl bonds (called gilt-eda.ed secu1ities or 
gilts) lo the general public~ 

Many students confuse the capital market with the stock exchange .. The stock 
exchange is indeed an in1p,ortant part of the capital n1arket but it is only a part, and 
the capital n1arket and stock 1exchange are not interchangeable terms. The capital 
1narket can be understo1od as comprising two elien11ents: a ne\\r issues market or 
prhnary market; and a secondary market on which previously issued shares and 
bonds can be sold second-hand .. The stock exchange is the most important part of 
the secondary or 'second-hand' n1a rket. 

The relationship between the prin1ary and the secondary parts of the main capita] 
111arket is i1Justrated in Figure 8 .2. The actual raising of ne\\r capital or long-term 
finance takes place in the primary n1arket \~hen public co1npanies (in the private 
sector of the econon1y) or the government (in the public sector) decide to issue 
and sell new n1arketabie s1ecrnities. Con1panies can borrow long-tenn by s-elling 
cor.p,orate bonds, or th1ey may sell an ownership stake in the company by issuing 
shares ,or quity. When selling corporate bonds,, the co111pany extends its debt and 
the purchaser of th,e bond becomes a cr,edito.r of the company. 

F·gure 8.2 The role of 
capital markets in financing 
invest me rnt in British industry 

The fin an cEa1I 
i nstlitutions 
or lnstitut [on a1 l 
shareholders 

Pension funds. 
) 

Insurance companies) 

Unit trusts 
) 

P,ersonal o,r 'sma11-
sha reh oil ders 

The primary mairket 
o.r new issues ma rlket 

The secondary m a1 rik.et 
or tsecond-ha nd' market 

The stock exohange and the AIM Raisiin,g capi1tal for pks 

7' IP1ersona I or •smal 1-
s ha reh o~ ders 

by semng new issues 
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Further aspects of the growth of firn1s 

By contrast, new issues of shares are sold Vlhen a company 1goes public' for tl1e first 
timeJ o,r when an existing public company decides to raise extra capital with a new 
equity issue. In the Iath~r case, the n 1ew share jssue is Jnost often a rights issue in 
\\rhich the co1npany's existing shareholders are given the right lo buy the new issue 
of shares at a discount. 

New issues of shares are seldon1 sold directly on the stock exchange. [nstead, the 
direct sale of new issues to the general public takes place in the primary market., 
usually being arranged by specialised banks called investn1ent hanks via ne,vspaper 
advertisements and the post. Nevertheless1 by providing liquidity to the capital 
marketJ the stock exchange has an in1portant role. Shares il1 private companies 
are ilHquid and difficult to exchange for cash. By contrast) shares in listed pub]ic 
con1pani1es can be sold second-hand on the stock ,exchange. The stock exchange 
enables shares to be: 1co11verted quickly into cash. WiU1,out the stock ex,chang1e, t]1,e 

general pubHc ,,rould be reluctant to buy shares that could no,t 1easily be resold. 
An ifflportant source of funds necessary to finance tbe growth of a firrn wo,uld be 
d1enied to public con1panies. 

EXTENSION MATERIAL 

The growth1 of venture capital or prhiate equity financ 
UntU quite recQntly, It was not usually possjble for a private company to finance expansion by extending sJgnificantly its 
share capital or equity; while stUI r1emaining a private company. When an ambitious private company wanted to raise 
a. large capital sum1 there were normaHy only two options. The company could either borrow and increase its debt or 
extend its share, capitaJI by going pubUc with a fllotation on the stock exchange. However"m the 1980 Companies Act 
introduced a significant ohange in the financing of private, companies which has led to the growth of the modern venture 
capital industry .. The Act allows priva1lie companies to take on new shareholders w;ho invest considerable stakes in the 
business without the necessity of converting to a pie. 

Venture capital is finance providedt usually to young private companies and unquoted publ1c companies, through 
the sale of shares or an equity ownership stake to speciali,st private equity finance institutions. rn the boom years and 
enterprise culture of the 1980s, banks and other financial institutions such as insurance companies set up spectalist 
venture capital subsidiaries. Typically. a venture capital firm invests a large sum of money ~n a private company, in return 
for ,an equirty stake that is highly iHiquid as long as the company remains private. 

Part of the deal might be that the comipa,ny - having successfully grown as a result of the capital injection provided by the 
venture capital firm - eventue1lly goes public, e;ther on the 'jiunior stoc~ markett known as the· ,alternative investment 
market (AIM)1 or on the main stock exo:hang,e. Going pub~ic provides an exit route for the venture capital firm. lihe 
private equity finance provider could then sell its stake in the cJirent company and take its profit. The funds released :may 
be used by the venture capital firm to invest in another start~u p prlvate company needing Jong-term funding. 

T1he late 1990s and the early 2000s witn&ssed a massive growth of private equity finance in the USA and the UK. Most 
of this growth was fuelrled by an activity very different from using venture capital to promote the growth of small start-up 
private companies. Instead, the, private equfty companies, borrowed money from 1institutionaJ investors and used the 
borrowed funds to finance· leveraged (and often hostUe) takeovers of established public companies. Once ownership 
had been transferred to the private equiity company, the victim company miglht be broken up. Its assets would be sold 
and its workers sacked, to retsase the iunds needed to pay back the borrowed funds tha1 had financed the takeover. 
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For some, this represented asset-stripping, short-termism1 and 1he pursu~t of private greed. But for others,, private equity 
finance was sjmply a new and ,more efficient vehide for engineering the restruc1uring of capjtalism: that is shifting 
productive assets from a less efficient to a more effiicient use. Either way, th1s heyday of priva1,e equity finance was over 
by 2008. as a result of the credit ,crunch, which decimated financial businesses that had relied for their success on 
borrowed funds. However, recovery from recession may promote further growth of the venture capital industry. 

Figure 8.3 The trade-off 
facing a company's board of 
directors 

he trade-of facing publ c com an·es 
Except in a few special circumstanc,es such as lnsolve,ncy and boardroo1n disputes. 
the directors of an independent private company generaUy have complete control 
of the business. The directors own all the shares issued by the co1npany. Complete 
control means, ho,veverm that no capital has been raised by sellling shares on the 
capita] market Figure 8.3 illustrates what m.ay happen ,i\rhen the directors decide to 
go pubHc by converting the company into a pie. 

EXAIMI TIP 
----

Understanding the trade-off facing public companies is useful for understanding how victim 
companies may face hostile takeover bids. 

Board orf 
directors 

A 

71 
Private company's 
share capita.I 

Maximising 
control 

Extending the share capital wh en the company 'goes public' 

B 

Personal 
sha naholders 

) 
lnstltutional shareholders c 
(insurance companies., pensl1on funds etc.) 

'Trade-off' 

Maximising 
capttall raish1g 

Tbe left-h nd box (labelled A) in Figure 8~3 is the p,rivate co1npany's share 
capital, all of whi,ch is orwned by the directors. When the con1pany goes pub]ici 
new shares (shown by boxes 8 and 1C in Figure 8.3) a re sold on the capital 
n1arket. The people buying these shares con1prise two very different groups 
of shareholders, nan1el y s1nall shareholders (or persona 1 shareholders) and 
institutional sharehold,ers. Sn1all shareholders (shown by box Bin Figure 8.3) are 
general1y in the 1nlnority, particular]y after seUing the new issue 'se,c,011d hand; 
to the jnstitutions on the s.to,ck ,ex,change. As a resu]t of these sales,. insurance 
co1npanfes, pension fund.s and other financidll institutio,ns end up O\Vn ing Lnost 
of the shares of plcs listed on the s tock exchange. Institutional shareholdings are 
shown in box C in Figure 8.3. 
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Further aspects of the growth of firn1s 

Controlling n1ost of the shares in pubHc con1panies th,e fund n1ana.gers e]nployed by 
pension funds and insurance companies can decide \Vho runs these co.mpanies. The 
financial institutions are best regarded as sle,eping owners of the compani,es in ,vhi.ch 
they hold shares. Lacking speci iHsed management exper'tise1 fund manage·rs pr,efer not 
to take an active entrepreneurial role in running the companies that their institutions 
effectively O\\rn. When a co1npany's board does a good job~ the financial institutions 
generally support the directors. However, if the boa.rd n1akes bad 11Jlanagen1ent 
decisions which reduce the con1pany 's profit and share price]l fund n1anag.ers 1nay 
l1ose confidence in the directors. In U1ese circumstances) fund 1nanagers can quickly 
s\ivi.tcb allegiance and support a hostile takeov1er bid for th.e co1npany. 
----- ,', 
t Ul~'iMJiJl"~ I 

., - . 

Rrms grow in order to achieve their business objectives. 
Profit maximisation is the assumed business objective in the traditional neoclassical theory 
of the firm. 
Alternative (managerial and organisational) theories assume diifferent busine-ss objectives, 
inclruding a satisf~oing objective. 
A d[vorce between ownership and control may occur in large public compani,es when the 
managers who make day-to-day decisions pursue business objectives which are not in the, 
interests of the shareholders who owr, the company. 
This is an exampl,e of the prinoipa1/agent problem. 
You must avoid confusing why firms grow with how firms girow. 
Firms may grow internally (org,anically) or externally via takeover and merger. 
Growth may also, be vertical, horizontaJ or lateral. 
Verticall and horizontal growth ·may ~ead to economies of scale, but Jateral growth may be 
more !likely to resutt in diseoonomies of scale .. 
fntem al economies ,of scale divide into plant-leve I, multi plant~1l,evel and firm- level scale 
economies. 
ExtemaJ economies and diseconomf e,s of scale result from the growth of the who,le market 
or industry, rather than from the growth of the firm itself. 
Avoid confusing internal and external growth with internal and external sources of finance 
which fund a firm's growth. 
~nternally financed growth involves ploughing back profit, whe11eas external finance may be 
raised by borrowing from banks or se~li ng a new share issue on the capital market. 
However, a new share issue may r,ender a public company vulnerable, to a hostile 

takeover bid. 

Exam-style quest·oas 

1 ExplcUn why a firm may wish to pursue a satisficing objective· rather than a maximising objective. 

2 Expl8Jin how the divorce· between ownersh'iP and con1rol may affect a firm. 

3 Do you ag1ree that the objective of profit maxim1isation becomes less important than other possible 
objectives as a firm g1rows in size? Justify your answer. 

4 Evaluate the view that the vertical growth of firms is much more in the public interest than hortzontal 
or let era I growth. 

Extra resources to herp you revise are available online at www.hodderplus.eo.uk/philipallan 
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Government economic policy divides into microeconom1ic policy and macroeconomic 
poHcy. In this and the next two chapters I explain microeconomic policyl which aims to 
make markets~ industries and firms function more efficiemly. more c-0mpetitively. and in 
the public or national interest Macroeconomic policy ~s. of course, covered in the third 
and final section of the book. 

This chapter examines the meaning of industrial policy, describes its main elen,ents, and 
assesses the effectiveness of tne 1industrial policy implemented by UK governments in 
recent years. Tha thres niain elements of industrial policy are: corn Jetition pomcy; private 
versus public ownership of industry: and the regulation and dersgulatbn of ths UK economy. 
············································ ·········~··· ..................... ·······~········· ............... . 

Thr:s chapter Vllill: 
• provide a short history of industrial policy 
• outline the main elements of oompetitfon policy directed at monopoly! m,ergers and 

restrictive trading practices 
• examine national1isation and privatisation 

expfain policies re!ated to pri1vatJsa1ion such as oontractualisation and the private finance 
initiative 
distinguish between regulation and deregulation 

• anatyse polJcies such as price caps imposed by regula1ory agencies such as Ofvvat 

Although Unit 1 covers government microeconomic policy with respect to issues such aa, 
the reduction of market failure, industrial policy is not in the AS specification. The elements 
of industrj,aJ policy which I explain in this chapter shou fd therefore be corn pletely new to you. 

A she t his ory of U ndus rial po ·cy 
.Industrial policy is part of tl1e governtnent's micro econo1nic poHcy. It aims to impr,ove 
the economic performance of individual economic agents) firn1s and industries on. 
the supply side of the ec,ono]ny. Since the 1930s when indus lria] policy first began 
as a response to the Great Depression~ an UK governments have had some sort of 

industrial policy. Ho\Arever, significant changes have occurred in the nature iof the 
policy, and also in the in1portance attached by different governments to industrial 
policy in comparison to other aspects of econo1nic poHcy. Far-reaching changes 
occurred in UK industrial policy when, fro1m the late 1970s largely to the present 
day,, free-1narket supply-side eoono1nics replaced Keynesianism as the prevailing 
econoniic orthodoxy. 
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Industrial po licy 

Before this, for 1nuch of the period fro1n 1945 until 1979) succ1essive UK governments 
pursued an interventionist industrial policy. This reflected the l{eynesian vie\iv that 
ec,onomic problems result from a failure of market forc1es1 and that the proble.ms can 
be cured (or at leas·r reduced) by ,- ppropriate go1ve.rnment intervention. During the 
Keynesian era (roughly the 1950s 1960s and n1ost of the 1970st industrial policy in 
particular (and K1eynesian economic poHcy in general) extended tb,e roles of government 
and state planning in tl1e economy. By contrast, tbe industrial policy pursued by 
governments since 1979 has n1osdy been anti-interventionist and based on the belief 
that th 1e correct ro]e of gove,rnrnent is not to, reduce the role of n1arke,t forces;, buL to 
crea.te the conditions in \Vhich market forces 1can work effectiv,ely and efficienHy. 

H,o\vever> although r,ecent governments have generally replaced jnterv1entionist 
industrial poJicy \.Vith a more free-n1arket policy the importanc,e attached to 
industrial poHcy in the over.an economic strategy l1as incn~ased in. one important 
,vay. During the Keynesjan era, industrial poHcy and micro1economic poHcy \Vere 

subordinate and subservient to n1acroeconomic policy. Keynesian ma1croecono1nic 
policy was ain1ed overwhelmingly at the den1and side of the economy, atten1pting 
to influence and control output and e1nployment by managing the level of agg.r,egate 
de1nand in the econon1y. But free-n1arket econo1nists believe that Keynesian de1nand 
tnanage1nent pohcies led to inflation rather than lo full e,mploy1nent and economic 
growth. They als10 believe that the almost exclusive Keynesian concern with de1nand 
manage1nent served to divert attention a\\ray from the supply side of the economy~ 
,vhere the real problen1s that stand in the way of increased output and e:mployment 
must be tackled. [n recent years, therefore industria] policy has been used to try 
to increase economic efficiency productivity and competitiveness in goods markets 
and labour mark!ets on the supply side of the UK economy. 

Competition po ic 
KEYTER.IM 

Fbr over 60 years, since its inception in 1948, competition policy has 
for1ned an important part of the UK governn1enfs wider ·industrial 
policy. Competi1 ion policy is the part of industrial policy that covers 
monopolies, mergers and restrictive trading practices, \Vhich I shall 
no\V look at in turn. 

competition policy: aims to make 
goods markets more competitive. It 
comprises policy toward1 monopoty, 
mergers and restrictiv,e trading 
practices. 

Monopoly poli 1cy 
The, USA was the first industda]ised country to introduce a 
monopoly poHcy (anti-trust poHcy) ~ with the 1890 Sherman Anti­
Trust Act (In the USA, .monopolies are kno,~n as trusts,.) Several 
decades then passed before tll,e UK govern[nent d ecided that the 
pr1obi1e1n of n1onopoly deserved special policy attention. 
Nevertheless, of the three main e]ements of co1npetiti0i11 poUcy I 
examine in this chapter, 1nonopoly policy is the one ,;vHh the 
1,ongest history.dating back over half a century to the establ ishinent 

----

EXAM TIP 

The label 'monopoly pollcy' is slightly 
misleading as very oft1en the policy fs 
aimed at ojigqpolies or concentrated 
markets rather t!han at pure monopoly. 

of the Monopolies Commission in 1948. The Monopolies Comn1ission later became 
the Competition Con1mission, which in turn in 2013 was rebranded as the 

' . 
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KEY TE 'RM 
Comp tHion and MaJ"kets Authority (CMA) . 
The CMA is not r 1estricted solely to the 
investigation of pure n1on.opo[y. The 
com1nission investigates m.erg1ers that might 
create a new monopoly as weU as established 
rnonop,olies~ But more generallly1 it investigates 
1nonopoly po\i\r1er in oligopolistic industries 
that are dominated by a fe·w large firn1s. 

- -

Statutory monopoly 
The UK governn1ent cu rrently jdentifies 
two types of n1onopoly, known as scale 
monopoly and complex monopoJ.y which 
taken together are son1etirnes known as 
statutory 1nonopoly fthat isl n1onop0Jy as 
defined in lav..r). A statutory monopoly exists 
in law if: 

Competition and Markets 
Authority (CMA): the CMA began 
operating in October 20131, rep:lacing 
1he Competition Commission and 
thQ Office of Fair Trading (OFT). 
The 1CMA now implements UK 
competition policy. 

EXAM TIP' 

Don1 confuse scale monopoly and 
comptex monopoly with the definition 
of a pure monopoly, i.e. one firm 
producing 100% of market output 

one firn1 has at least 25% of the market for the supply or acquisition of particular 
goods or services (scale monopoly) 
a nun1ber of firms that together have a 25% share conduct th,eir affairs so as to 
restrict coin.petition (complex 111onopoly) 

The th1eoretica1I background to1 mon0ipa1ly ,pailicy 
At this stage you should refer back to Chapter 6 and read through the sections that 
compare perfect co1n petition and 1nonopoly. The 111ain points to note are: 

]n the absence of economies of scale1 perfect con1.petition is more productively and 
allocati vely efficient than monopoly and it is also likely to be more X~efficient. 

• ]n perfect con1petition;, the ~consumer is king, and consumer sovereignty rules, 
whereas n1onopoly Leads to the n1anipuJ.ation of consumers and the exploitation of 
producer sovereignty. By restricting output and raising pricesJ m.onopoly results in 
a net welfare ]oss as we 11 as a transfer of consumer su rplus into producer surplus 
and monopoly profit. 

The mode] of perfect co1npetjt ioin pr1ovides the theoretical justification for UK 
con1petition policy~ Howeverjl there are t,vo main circu Lnstances in which monopoly 
may be preferable to sn1al l firms producing in a competitive market. 

First, 1-1vhen the size of the market is linnted but economies of scale are possible, 
monopolies can produce at a lower average cost than sn1aller n1ore competitive firms. 

Secondi under certain circun1stances, firn1s with monopoly power n1ay be more 
innovative than fi n11s that are not protected by entry barriers. When this is the case, 
1nonopoly n1ay be more dynantically efficient than a n1ore co1npetitive 1narket. 

Cartels ve1rsus fully int1egrated m1onopolies 
Whether a monopoly pron1otes or r 1educes dynanric efficiency, and g1enerally 
' behaves itself', depends to a large extent upon the type oi n1onopoly and upon the 
circurnstances in which the n1onopoly power was created. With this in mind, it is 
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Industrial po licy 

useful to distinguish betwe1en t\\70 ve,:ry different types ,of monopoly: cartels and 
fully i11tegrated monopolies. 
• Cartels. As I explai.ned in Chapt1er 7 a cartel is usually regarded as the, worst form 

of ni.onopoly from the public interest point of view~ since it is likely to exhibit most 
of the disadvantages of monop,oJy with few, if any; of the benefits. A cartel is a 
price ring forn1ed \¥hen independent firms make a collective r,estrictive trading, 
agree1nent to charge the san1e price1 and possibly to Hn1it output. A cartel acts as 
a n1onopo1y in the n1arketing of goods, but the bene,Jits oi econon1ies of scale are 
u11.likehy to occur because the pl1ysical or technical integration of the productive 
capacity of the n1en1bers i0f the cartel do1es not take place. Consumer choice is 
restricted, and carte,]s tend to keep ineffici,ent fir1ns in business while the more, 
efficient n1embers of the cartel make monopoly profit. In these circumstances, it is 
probab]e that the incentive to innovate by developing new products and methods 
of production wiH be lacking. Cartels are thus likely to be dynamically inefficient. 
For aU these reasons), cartels are generally made illegal. 

• Fully inte,grated monopoly~ A fully integrated 1nonopoly (or fully 
unified 1nonopo]y) may result from a.,ccident rather than design. A 
dynamic fir1n grows and benefits from. ,economies of scalel becon1ing 
a n1onopoly as the reward £or successful co111petition. Monopoly is th,e 
end result of the firm's success in inno,vating reducing costs and 
introducing ne\\, products - which re all factors indicating tha.t the 
firm is dynamicaUy efficient+ A fully integrated monopoly may be the 
unintended spin-o,ff of essentially benign motives (or the firnl's growth+ 
Once estabHshed as a 111onopoly, the firtn may continue lo behave 
virtuously,, retaining its innovating habits and using n1onopoly profit to 
finance new develop1nents) though government regulation may be 
necessary to1 ensure continued good behaviour. 

A cost--be,nefit approach to monopoly p,oJicy 

:EXAM TIP 

The influential Austrian-American 
economist Joseph Schumpeter 
argued that through a process 

lhe called creative de.struction. 
1monopoli,es are more dynamicaUy 
efficient than f irms unprotected 
lby barriers to entry. This is one of 
the two main arguments used to 
justify 1monopoly, the other being 
related to eoonom ias of scale 
from whtch large firms benefit. 

Because econornists recognise that 1nonopoly can be either good or bad depending, 
upon circumstances1 UK poHcy J1as al\vays been based on the vieiv that each case must 
be judged on its m.erits. If the likely costs resulting from the reducUon of caimpetiUon 

exceed the benefits monopoly should be prevent,ed, but if the Hkely benefits exceed 
the costs., monopoly should be permitted. Ongoing regulation is needed to make sure 
the monopoly continues to act in the pubhc in~erest. 

The Competition and Markets Autho,rity 
As noted, UK monopoly po]icy is now in1plemented by the 1Con1petinon 

and Markets Authority (CMA} formed in 2013 through the 1nerger of 
the Office of Fair Trading and the Con1petition Commission. The CMA 
is responsible to a government urinistry. the Departn1ent for Business,, 
h1novation and Skills (BIS). 

Yo·u must understand the roles 
of the Competition and Markets 
Authority. 

The c ·MA uses market structure) conduct and perforrnance indicators to scan or 
screen the UK econolny on a systematic basis £or evidence of monopoly abuse. 
,concentration ratios provide evidence of inonopoUstic 1narket structures. M.arket 
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EXAM TIP 

Evidence provided 

by market structure, 
conduct and 

performance indicators 
can be used to analyse 
and evaluate the 
costs and benefits of 
monopoly. 

EXAM TIP 

You must be able to 
define and interpret the 
term •public interest'. 

.. --
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conduct indjcators such as cnnsumer and trade cornplaints allour the CMA to 
n1onito1r anti-competitive business behaviour. 

Wh,en the CMA cUscovers evidence of slat utor y 1nonopoly that it believes is 
Ukely to be against 'the public i:nteres.t, it :investigates further. ·until recenHy,, the 
1nain issue to be decided was the relatively narrow one of v;.rhether particular 
trading practices undertaken by the investigated firm (s] were in the public 
interest. The public interest ,vas fairly vaguely defined. 

'The 2002 Enterprise Act changed this,. introducing competition-based tests to 
replace the public interest test. The tests centre on ,vhether any features of the 
n1arket (which i.nclude structural features and conduct by fir1ns or custonu!rs in 
the market) preventJ restrict or distor t co1np,etition. 

Before the Enterpr ise Act was implen1entedJ the governn1ent's co[npetition 
agencies lacked direct power to implement or enforce their recon1mendations. 
Competition poUcy was criticised for lacking teeth. T11is has changed and the 
CMA's role is now determinative, rather than just advisory. [ t can order firms 
tn cease parU,cular tradi ng practices. VirtuaUy an the decisions on ma.rk,ets 

or firms to be investigated 1nd on policy enforcement are made by the CMA. [n 
practiceJ recon11nendations don''t need to be forced throug h very often. The CMA 
~vill talk with the firms involved to persuade then1 to alter business behaviour 
voluntarily. Typically,, fi1n1s will be askedl to drop undesirable trading practices and 
to give undertakings aboul future conduct. 

Alternative approaches to, the probl'em of m ,ono,poly 
Ever since the initial establishment of th,e Monopo] ies Con1n1issioni the UK has 
adopted a regu]atory and investigatory approach to the problem of monopoly4 
Re]atively few firn1s and takeover bids are actuaHy investigated. The policy rationale 
is that the possibility of a CMA investigation creates sufficient incentjve for rnost 
large firn1s to behave well and Lo resist the temptation to exploit n1onopoly power. 

Ho,vev,er, although the CMA has adopted a 1\vatchdog investigatory/ r,egulatory' role, 
a nun1ber of oth er strategi,c approaches could, in princip[,e, be use,d lo deal with the 
prob]e.m of 1nonopoly. Tlh.ese include: 

Con1.puls,o.ry breaking up of all mono.Polies ('monopoly bus,ting1
). Many free­

market econo1nists believe that the advantages of fr,ee-1narket econo.my,. namely 
economic efficiency a nd consumer sovereignty, can be achieved only when the 
economy is as close as possible to perfect co1npetition. ]n itself" monopoly is 
bad and in1possible to justify+ The governn1ent should adopt aa automatic poHcy 
rule to break up 1nonopolies ·wh erever they are found to exist. UK p0Hcy-n1akers 
l1ave never adopted a inonopoly-busting approach,. although, as [ J.1ave ex.plain edJ 
powers do ,exist that allow the governtnent Lo order the break-up of an estabHsh.edl 
monopoly. By contrast US anti-trus t policy does require the break-up of firtns 
with a very large sh a re of the US 1narket. Hol\r,ever, the huge size of the US 1narket 
has meant that most US firms ca.n groiv to a very large size, by UK standards 
without dominating the do1n,esbc market and running the risk of being broken 
up by the courts . 
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• Use of price controls to restrict monopoly abuse . . Although price controls have 
been used by UK governments at various tin1es tio restrict the free-do]n of UK firms 

EXAlM Tl:P 
to1 s1et their o,wn prices, this has be,en part of an 
interventi,oni st poHcy to1 control i.nf1ation rat.her than a 

policy to control 1nonopoly abuseT Unde·r the influence of 
free-111arket econon1ic theory,, price -co1n trols have generally 
been abandoned in the UK in recent years* evertheless, 
as I explain lat,er in this chapter, regulatory agencies have 
in the past required privatised n1onopolies such as British 
'teleco1n (BT) to keep price rjses below d1e rate of inflation. 

Exam questions may ask for an evaluation 
of ,government intervention to deal with 
the prob.lerns posed by monopoly. At least 
two or three altematiive poUcies should be 
used to evaluate the 1effects of government 
interv,ention. 

• Taxing monopoly profits. As well as controlling prices 
directly, the government can tax monopoJy profit to punish 

monopoHstic firms for making excess profit. Monopoly taxes 
have not generaUy been used in the UK,, except on a few 
occasions - for example, on 1the 'windfall' gain that landlords 
receive when the land they o,vn is made available lor 
property development. Sin1Harly, ,vindfaU profits receiv1ed by 
banks from high interest rates have been subject lo a special 
tax. Also1 in tbe late I 990sJ tl1,e inco1ning Labo,ur g,ovenn11ent 
imposed a windfall p.rofit tax on tl1e privatised utilities. 

• Rate of return r,e.gulation. En th·e· USAt the regula,t,ors have 
imposed maximum rates of return on the c pilal that the 
uHHty con1panies enlploy. In princip]e:t these act as a price 
cap, as the utilities are fined if they set prices too high and 
earn excessive rates of return. However:- in practice;, j nstead 
of increasing productive efficiency, rate of return regulation 
of ten has the opposite effect. This typ,e of int,ervention. 
has the unintended cons,equence of encouraging utility 
c101n.panies to raise costs (knowing they are protected by 
entry barriers), rather than to cut prices to, comp]y \\fith. the 
rate of return regu lation. 

• The public ownership, of mono_poly. In the past, UK Labour 
g,overnments have sometim,es regarded the pr,oblen1 of 
monopoly as resulting so1lely from private ownership and 
the pursuit of private profiL At its n1ost siI11pHstic3 this 
view leads lo the conclusion that the problem of nH1nopoly The BT Tower, London 

disappears when the firms are nationansed or ta~en into public ownership. Once in 
public o,vnership. the monopol[es are assumed to act so1e[y in the pubHc interest 

• Privatising monopolies. Opposing public ownership1 past Conservative 
govern1nents argued that state ownership produces particular forn1s of abuse 
that would not be experienced if the industries \Vere privately owned. These 
include a genera] inefficiency and resistance to change, which stem from the 
belief by workers and n1.anagen1:ent in the state-run n--ionopolies that they 
wiH ah;vays be bailed out by governn1ent in the event of a Loss. According 
to the Conservative vie\v,. monopoly abuse occurs in nationalised industries) 
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Contestable market 
theory can be applied 
to a wide range of 
exam questions on 
competition policy and 
on monopoly and other 

market structures. 
Good answers will 
reflect thrs. 

not from thie pursui l of private profit:, but because th.e ind ustriies are run in 
the interest of a fealher-bedded workforce that is protected from any for1n of 
market discipline~ The Conservatives believe t h.at the privatisation of state­

owned 1nonop0Hes should improve efficiency and commercial perform,ance 
because privatisation exposes the industry to the threat of takeover and the 
discipline of the capital markeL 
Der,egulat ion and tl1e removal of barriers to entry .. Most econon1is ts bieH eve 
tha l privatisation alone cannot eliminate the problen1. of monopoly abuse; it 
]nerely changes th,e nature of the problem to private rnonopoly and the 
commercial exp]oHa.Hon of a monopoly position. T'h 1e privatisation of the 
t,elecommu nication and gas m.onopoH1es was accompanied by the setting up of 
regulatory bodies (now caUed 10fcom a nd Ofgem) .. T h is source of regulation 
additional to that available from the Competition and Markets Authority, was 
a recognition of this problem. One n1ethod of exposing monopolies - including 
the privatised utility industries - to increased con1petition is to use 
deregu]atory policies to ren1ove artificial barriers to entry. I explain dereg,ulation 
in greater detail later in the chapter. 

Contestable market theory 
ln recent years, n1uch of the debate about the best u1ay of dealing with n1onopoly 
abuse and regulating monopoly has centred upon the need to deregulate and 
remove barriers to market entry. This debate reflects the growing influence 
of contestable n1arket theory. Before the freeainarket revival (of whlch the 
theory of contestable n1arkets is a part), industrial policy involved an ever­
increasing extension of regulation by governn1ent into the activities of private 
sector fir1ns. Increased intervention \Vas justified by tb.,e belief that regulatory 
powers must be strong ,enough, first, to countervail the gr,owing power of large 
business ,organisations and, second to n1ake 1nonop0Hes behave in a more 
competitiv,e fashion~ 

At tha t time~ 111onopoly ·was normally defined by the nu ln ber of firms in the n1.arket 
and by the share of the ]eading firms~ measured by a concentra'Hon ratio. The basic 
dilemma facing the policy-makers centred on how to reconcile the potential gains 
in large-scale productive effici1ency with the fact that lack of con1tpetitive pressure 
can lead to n1onopoly abuse and consumer exploitation. But in contestable ni.arket 
theory, n1onopoly is defined neither by tl1e nun1ber of firn"ls in the n1.arket nor by 
concentration ratios, but rather by the potential ease or difficulty wit11 which new 
Iirn1s may enter the n1arket. Industrial concentration is not a problen1;, providing 
that an absence of barriers to entry and exiL creates the potential for ne·w firms to 
enter and contest the n1arket Actual con1petition in .a 111arket is not essential. The 
threat of entry by new firn1s or potential co1npetition is quite enoughy according to 
contestable market theory, to ensure efficient and non-exploitative behaviour by 
existing fir1Tis within the n1arket. 

For a market to be perfectly contestable~ there n1.ust be no barriers to entry and no sunk 
costs. Sunk costs are costs incurred when entering a n1arket that are irrecoverable 
should the firm decide to leave the 1narket. Sunk costs 1nusl not be confused with 
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fixed costs, a]though snme sunk costs are also fix1ed ,costs. Suppo,se a firn1 invests in 
ne\tY maclinery \.Vhen it ent,ers th,e, 1narket. This is a fixed cost, but if the machinery 
can be sold a.t a good price to1 anoth.er finn,, it js not a sunk cosL 1 n this situaUon, 
the cos t can be recovered if the firm dle,cidles to leave tJ1e m rket By contrast, ff lh·e 
machinery has no alternative us,e and a cost of disposal rather than a second-hand 
value, investn1ent in the fixed capital ils also a. sunk cost. Ano1ther sunk cost Ill]ght 
be· expenditure on advertising to estabHsh tl1e firn1 n1 the 1narket. If market ,entry is 
unsuccessful and the firm decides to leaveJ the expenditure cannot be recovered. 

[n recent years, contestable n1arket theory has had a 1najor impact upon Ul{ n1onopoly 
policy. T1rie theory implies that, providing there is adequate potential for con1petitio11, 
a. conventional regulatory policy is sup1erfluous. Instead of interfering with .firtns ~ 
pricing and i0utput poHcies., th,e govern.n1ent shiould restrict the rol1e iof 1nonopo,ly 
policy to disco,vering whi,ch industries and markets ar1e p ,otentially contestab]e. 
Deregulatory policies should be used to develop ,conditio.ns [n which there a.re 
no barriers to entry and ,exit to ,ensure that reasonable contestability is possib]e. 
Appropriate po1i1cies suggested by the theory of contestable markets include: 
• removal of Hc,ensing regimes for public transport and television and radio 

transn1issions 
• ren1oval of controls ov,er ownership, such as exclusive pubHc ownership 
• removal of pricing controls that act as a 1barrier to 1entry, such as those previously 

practised in the aviation industry 

Merg1er pollicy 
Whereas a government's monopoly policy deals with established m,on,opoly. or 
markets already dominated by large firms, merg,er policy is concerned with 
takeovers and mergers that might create a neLv monopoly. Strictly- a merger involves 
the voluntary coining togethe·r of two or n1.ore firn1sj \Nhereas a takeover is usually 
involuntary3 at least for the victi1n being acquired through a hostile takeover. 
Hiawever) LlH~ tern1 merger policy is used to cover all types of acquisition of firms, 
friendly or hostHe1 wHling ,or unwilling. 

Until quite recently, the goverm11ent itself decided on \Vhether to refer a n1erger to 
the authorities for investigation. T]1is laid governlnent open to the criticisn1 that 
when deciding against a 1nerger refierence, it \.Vas bending to the lobbying power of 

EXAM T1IP , 

big business and engaging in political opportunis1n. However~ the Competition and 
Markets Authority now makes virtual1y aU merger references. The Authority keeps 

itself informed of all merger situations that mjght be eligible for investigation on 
public interest grounds. Currently, a takeover or n1erger is eligible for investigation 
if it is expected to l,e.ad to a substantial Jessening of competition (SLCJ. 

In the 1990s,. bare]y ]00 1nergers (out of a total of over 3,000) were in fact referred for 
investigation. Q,f these, only a minority were found to be against the public interest 
and banned. These figures give so1ne support to the argun1ent that UI{ govermn ents 
\\"

1er1e 11ol serious in their attitude to inergers and the proble1n of groll ing, industrial 
concentration~ Governinents tended to ass1une that all mergers w1ere beneficial unless 
it could clearly be sho\vn that the effects were Likely to be adverse. 
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Mergers and takeovers,, 
which occur when a 
firm grows extemalfYm 
can be analysed in 
terms of the vertical~ 
horizontal and lateral 
g row1th of firms. 



One 1effect of current legislation is that horizontal mergers an~ far more likely to be 
investigated than latera]l mergers. This may be uruortunate because lateral mergers nla.y 
produce ma.nageri.al disecono]nies. of scale. By c1ontrast,. horizontal mergers which tend 
lo faU foul of current m,e.rger poHcy may be synergetic. In this context synergy means 
that when two firms ni.erge the sun1 is greater than the two parts. However., latera] 
mergers n~ay have the opposi~e resulc with the sut11 being less than the two parts. 

Overruling merger policy~ Lloyds TSB's takeover of HBOS 
In October 2008 the UK's banking system was in deep 
trouble in the financial meltdown triggered by the credit 
crunch. Halifax Bank of Scotland (HBOS) nearty went 
bankrupt. To resc-ue HBOS, the government waived 
through a takeover by ano1her large bank, Lloyds TSB, 
without referring the takeover to 1he oom petition authori:ties 
as had been expected. 

Sir Jo'hn Vickers, 1he fonner chairman of the OFT 
wrote: 1lt would appear to have been a mistake to waive 
normal m,erger law to address the HBOS problem 
once it was c,ear~ as it was by early October 2008. that 
a systemic solvency problem existed. Aelaxation of 
competition law was not a g,ood way to heJp financ~all 

Uoyds TS B took over HBOS 

F,oUow-up questions 

stability in this case, and as the subs,equent problems 

of Lloyds have shown it may have worsened it.' Vtckers 
believ,es that naUonalising HBOS instead of al llowing 
Lloyds to take over the ailing lender 'would have had 
important econorn1c advantage·s1

• 

By any measure, the takeover by Uoyds TSB of 
HBOS cre,ated a powerful monopoly. With 30% of current 
accounts and muoh tie same share of the domestic 
mortgag.a market, the new 'super bankt had the potential to 
fleece customers. To prevent this happening~ and 10 meet a 
European Union directive,, Lloyds TSB was split up in 2013 
into two separate banks. 

1 Why might Lloyds TSB's takeover of HBOS be deemed anti-competitive? 
2 Do you agl'iee that the takeover should have been investfgated by the government's competition authoritiss? 

Justify your answer. 
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European Union merger policy 
The· Eu.ropean Co.mmission, which. is the ex1ecutive body of the Eu ropean Unio,n 
(EU), has, long had powers to prevent and control mergers in member countriies of 
the EU., but before 1990 the commjssion did not apply these _p10\\rers 
sys'te1n,atically. Ho~rever, in ]990 a new EU merger _poH.cy came 
into operation to contro] the gro,wing number of n1ergers jnvolving 
c10111pa nies acti v,e in n1ore than one member country. The EU policy 
is based on the principle of subsidiarity, which de legates policy as 
much as possible to national govern1nents. M·e1nber countries w[U 
continue to use nationa] policy to deal with s1naller 1nergersJ but 
the European con1n1ission wUl adjudicate on larger mergers with 
a community dimension. As with UK 1nerger pnUcy nearly all the 
c,om1niss.ion's cr.iteria for assessing whether a merger is justified 
are competition .related~ showing a.gain the influence of co,nlestab]e 
rn rket theo,ry. 

The, Un Ft 3 specification states 
that candidates should know the 

general features of both UK and 

EU competition potrcy. This is a 
fruitful topic for e data-response 
que,stion on the impact of the BU 
upon the UK economry. 

The European Ci0n1rnission justifies its poHcy as providing a one-stop regulatory 
systetn for mergers, in vthich the borderline b 1etween natjonal and EU jurisdi,ction 
is cl,ear-cut. HoweverJ tnany con1 n1entat,ors believe that the opposite is the case. 
They criticise EU merger po Hey as an unclear1 ti1ne-consuming lawy,ers~ paradise. 
UI{ fir1ns contemplating a n1erger or takeover bid have to register their plans 
with both UK and EU aut11orities to minitn ise the chanc,e of falling foul iof either. 

Restrictive tr,ading practic1e p,olicy 
Restrictive trading practices undertaken by fi.nns in imperfect 
product markets can be divided into two b road kinds: those 

undertaken independently by a single firm. and icoHective restrictive 
practices that involve either a written or an h11plied agreen1ent among 
two or more firms. 

lndep,endent restrictiv1e trading practice·s 
[ndependent]y undertaken restrictive practices include: 
• decisions to charge discrinlinatory prices 
• thre refusal to supply a particular resale outlet 
• full-line forcingJ ,vhereby a supplier fo1rces a distributoir that ,visbes 

to sell one nf its products t,o stock its f uU range of products 

Collective restrictive 'trading· practices 

KEV TERMI 

restrictive trading pracUce: an 
activity undertaken by a firm on its 

own or in co11I usio n with other firms 
that irestricis competi,tion. 

EXAM TIP 

Avoid confusing trading restrictive 
practices with labour riestrictive 
practices, whidh are mentioned in 
Chapter 12. 

A cartel agreement, in which firn1s com e together to fix or rig th,e pri.c,e of a good,, is 
the mo,st co1nmonly known exan1ple of a coll.ective restrictive trading practice (se . 
page 78 j n Chapter 7). CoUecti ve rest r ictive agree1nents and practices used to be 
referred by th,e co1npetition autho.ri ties to a court of Ja,.v the Restrictive Practice Court 
(RP1C). However both independently undertaken and coUecti ve restrictive trading 
practices are no\v dealt \i\dth directly by the Competition and Markets Authority.. The 
CMA usuaHy asks the fir1n or firms involved to drop the practice voluntarHy on the 
ground that it is anti .. con1petitive. A cartel agreement is usually banned unless the 
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f ir1ns involved persua.de the CMA that the agreement is in the public interest - for 
examp[1e, to protect tl1e public from injury. 

Pr·vate versus ub ic ownership of industry 
Nat1ion,alised industries 
A nationalised industry or business is one that is 
owned by the s tate. The history of nationalisation in 
the UK extends back to th 1e middle of the nineteenth 
century, \Vhen the .Post Office wa.s established as a 
civH service department. Severa[ nationalisations 
occurred in the 1920s w·hen the Centra 1 Electr icity 
Board, the London Passeng,er Transport Board and 
the BBC were established as pubHc corporations 
(usually during Conservative governinents1 by Acts 
of Parliatnent. Most of tl1e early pubhc corporations 
repres1ent,ed \Vhat h.,as bee,n called ,gas and water 
socialism. This describes the regulati.on through 
p u bHc ownership of an ess,enHal utHi ty or service· 
regarded as too important to be le'ft to the vaga.ries of 

priv te ownership 1nd ]TI 1rket foroes~ 

Before major banks 
were taken :into state 
ownership in 2009, 
exam questions 
ware seldom set on 
nationaJised industries. 
More often they were 
set on pr~vatisation, 
which changes a firm 
ffom state to private 
ownership. 

In the mid-ttArentieth century" industries were na.tionaHsed in the UK. by Labour 
governments for two main reasons: as an instrument of socialist planning and 

control of the economy; and as a method of regulating the problem of monopoly -
jn particular]! the problem of natural n1onopo]y in the utiHty industries. 

The 1950s to the 19 70s were the de1cades of the n1ix1ed econon1.y]I \l\rhen the n1aj or 
pr0l itical parties agreed! that the mix of public and private enterprise wo1r ked and 
was 'right' for the UK. But l!l.rith. the election of a radical f r,ee'-Illarket-orientated 
ad111inislration under Margaret Thatcher In 1979,, this consensus broke down. 
The Conserva.Hv,e govern1nents of the 1980s and 1990s .s.et about the task 1of 
breaking up the mixed ·econorny and moving the UK ,economy closer to a pure 
marke't econ 101ny~ 

Privatisation 

Privatisation jnvolves, the transfer of pubHcly owned assets to 'the private sector. 
In the UK this has usuaHy involved the sale to private ownership o:f nationalised 
industries and businesses that ·\.vere previous]y owned by the state and accountable 
to central governn1ent. The main privatisations are shown in Table 9.1 + Although the 
main privatisations have involved the sale of nationalised industries) other state­
o, rned assets such as land and council houses :have a]so been prjvatised~ 

Be·fore privatisation son1e state-owned industries, s uch as electricHy]I gas and 
the raihvays, were vertically integrated. When selling th iese industries to the 
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private sector, their priva. tisa Hon invo].ve·d significant v,er tica[ disintegration. The 
industries w,ere split into horizo,rrtal layers, with different co1npanies in each 
layer buying or s,el] ing from companies, ab,ove or below them in the supply or 
distribution cha in. 

Table 9.1 The main privatisaUons in the UK 

Bn tish Aerospace t 19181 ,_ -
National Freight Corporation 1982 

British Leyland ( Rover) 1984 

British Telecom (BT) 1984 

British Sh~pb uilders 1985 

National Bus Company 1985 

British Gas, 1986 
-
British Akports Authority 1987 

-
Brl tish Airways 1987 

British Steel 1989 
-
Water authorities 1Q89 

Electricity distribution {regional e lectri ctty boards - R ECs} 1990 

Electricity gene ration 19191 

British Coal 1994-95 
-

British Rail 1995-96 

Royal Mail 2013 

However, the gas industry was initially privatised in fuUyl verticaUy integrated 
forn1 with British Gas ov1lni ng all the stages of production fro1n purchasing natural 
gas to selling through regional marketing boards to the cus to1ner. The industry 
\.Vas split into separate layers a few y,ears after the inihal privatisation in ord,er to 
weake·n natural monopoly and pr,omote competition. 

For gas and electricity) this strategy has generally been successfuL Consun1ers now 
choose betwe,en cornpeUng electricity and gas 1narketing companies,, and the prices of 
electricity and gas £ell in real terms 1 at least for a number of years. Ho,w ,ever~ as 1Case 

Study 9.2 on pages ]17- 118 ex_plains1 by 2008 rapidly rising prices led co, ca Us for th,e 
reinlroduction of controls on gas and electricity prices. In 2013, the Labour Party said 
it would introduce such price controls if it wins the 2015 general election. 

---

EXAM TIP 

Several years ago, exam questions w,ere set on the reasons for privatisation and on the 
advantages and disadvantagt;s of privatisati.on. White such questions are still possible, 

m.odern questions are more likely to be set ,on evaluating: the success or railure of a 
privatisation, for examp!e that of the gas industry, OJ1 ~ts uack record. 
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Privatisation and the free,-market revival 
The general case for privatisation can 1onl y be properly understood when seen as 

part of the revolution for countermr1evolu tion) in economic thinking known as the 
free-1narket revival. In the past socialists often regarded nationalisation as an end 
in itself, apparenUy believing that by taking an industry into public o,,rnership.~ 
efficiency and equity would automalical1y illlprove and the public interest be 
se·rvedT In much the san1e· way, supporters o·f the free-market revival at the opposite 
end of the political and eci0no1nic spectrum believe that private ownership and 
capitalis1n are ahvays superior to public ownership. Whatever th,e circmnstancesJ 
they believe that tlle privatisation of state-run industries tnust inevitably i1nprove 
econo1nic pe·rfor1nance. 

Th,e advantag,es of privatisation 
Specific argu1nents used to justify privatisation include: 
• R . venue raising. Privatisation,. or the sale of state-owned assets,. provides the 

gove,rn1nent with a shnrt-term source of revenue> which at the· l11eight of privaLisaLi.,on 
.,;vas at least £3- 4 bilHon a year. But 1obviously an asset cannot be· sold twice. 

• Reducing publi.c spending and the gove·rnn1ent's borrowing requirement. 
After 1979, Conservative governments aimed to reduce public spending and 
government borrowing. By classifying the n1oneys received from asset sales 
as negative expenditure rather than as revenue, govern1nents w,ere ab[eJ froni_ 
an accounting point of view, to reduce the level of public spending as w,ell as 
goven1n11 nt borro,~ing. In addjtion,. 1.vhen the state succiessful]y sold loss-makjng 
i.ndustries such as the Rover Group, public sp1ending ,on subsidies so111etim,es fell. 
Gove.rn1ne.nt borro\\ri.n.g can also fall j f private O\V nership returns d1e i ndust.ries to 
profitability since corporation tax revenue is boosted a.nd the state earns dividend 
income fron, any shares 'lhat it retains in the privatised company~ 

• TJ1e promotion of co1npetition. Privatisation has been justified on the ground that 
it pron1otes competition through the break-up of monopoly. At the ti111e of their 
privatisation~ industries such as gas and electricity we.re natural 1nonop0Hes. But 
as I explain later in the chapterJ the growth of technology-driven con1petition .. 
together with the ren1oval of barriers to entry by regulating agencies such as 
Ofg.em, has significanHy increased con1petition. 
Tl1e promotion of effici,ency. For free-n1arket ecnno1nists this is perhaps the 
mo,st important justification o,f privatisation. Supporters of privaUsation beHeve 
that public ownership gives rise to specia] forms of inefficiency which disappear 
once an :industry Lnoves in.to the private sector - even if the industry ren1ains a 
monopoly. The culture of public ownership n1akes nationalised industries resistant 
to change. Through exposure to the threat of takeover andl the discipline of the 
capital n1arkel the privatisation of a state-owned n1onopoly should improve the 
business's efficiency and cotnmercial perfor1nanc,e. 
Popula1~ capitalism. The promotion of an ent rprise cuJtur,e was an ilnportanL 
reason ior pdvaHsatio,n in the UK. Privatisation extended. share ownership to 
e]nployees and other individuals who had not previously owned shares, and thus 
added to the incenH ve for the electorate to support the private enterprise economy+ 
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Privatisation has generally proved popular with voters, so g,overnmentsl both 
Conservative and tben Labour sa\.v no p,ob1t in abandoni.ng a \Vinning progratnm.e. 

The disa,dvantages of privatisation 
Privatisation has the follo\ving possib]e disadvantages~ 
• Monopoly abuse. Opponents of privaUsaHon have argued that far from promoting 

competi'Hon and efficiency privatisation increases monopoly abuse by 'transferring 
socially owned and accountable public monopolies into weakly regulated and less 
accountable private monopoHes. 

• Sbort-tern1is,m urins over long-termism .. Many of the investments that need to 
be undertak,en by th,e previously nationalised industries can only be profitable in 
thie long ter1n. There is a danger that under private ownership, such inve·stn1,ents 
ViJill not be made because co1npany boards concentrate on the short-termism. of 
delivering dividends to keep shareholders and financial Institutions happy. Under­
investment in maintaining the rail track and in technically advanced trains by the 
privatised railway com.panies provides an example. However,. there is a counter-
rgun1ent: that under public o\ivnership}1 the govern111ent starved the nationaHsed 

industries oi investment funds in order to keep govern1nent borrowing dow11. 
• SeJUng tl1e fanilly silver. Opponents of privatisation also argue that if a private sector 

business were to sell its capital assets simply in order to raise revenue to pay for 
current expendjture", it would rightly incur the wrath of its shareholders. The san1e 
should be true of thie governn1ent and the sa.h? of state--ov.,ned assets. Taxpayers should 
not sanction tbe saJe of capital assets o\vned on their behalf by the UK goviernment 
to raise revenue to financ,e current spending on items such as wages and salaries. 
In reply supporters of the privatisation programme argue that far fron1 selling tJ1,e 
family silver, privatisation n1erely returns the fan1ily's assets to the family: that is, 
from the custody of the .state to direct 1ownership by private individuals. 

• The free-lw1ch syndro1n,e~ Opponents of privatisation also clain1 that state-owned 
assets have been sold too cheaply, encouraging the belief arnong first-tin1e share· 
buyers that there is such a thing as a Iree lunch. This is because the offer-price of 
shares in newly pri.vaUsed industries has nortnall.y been pitched a.t a level which 
has guaranteed .a risk-free capita] gain n ir one-way bet at the laxpayer1s expense. 
This encourages the very opposite of an enterprise economy. 

conomlc t·b,erallsat·on 
So far, I have defined privatisation in a strictly narrovv sense,, as the tr3nsfer of 
assets from the pubHc sector to the private sector. Some commentators extend the 
definition of pr·iva.tisa.Uon to include other aspects of the progran1me of econon1ic 
Hberalisation pursued by UK governments since 1979. PoJicie .. that are c]osely related 
to privatisation include: 
• contractualisation 
• rnarketisation 
• public-private partnerships (PPPs) and die private finance initiative (PFI) 
• deregulation 
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Corntractu,alisation 
Contractualisation or 1contracting out takes place ,vhen se,rvices such as road 
cleaning and ref use coHection are put to private sector tender. although the taxpayer 
st[l] ultimately pays for the service. To try to get value for money for the taxpayer, 
services that were previously provided in house by public sector workers are provided 
out of house through competitive tendering. 

Mlarketilsatiion 

Whereas privatisation (narro\v ]y defined) involves transferring assets fro1n the 
public sector to the private sector u1a1·ke,tisation (or co1Dmercialisation) shifts the 
provision of services f ron1 the non-n1arket sector i nto the u1arket sector. A price is 
charged for a service, that consurners previously enjoyed ~free'. Govern1nents have 
als,o experimented in creating internal 1narkets, ·whereby 1one part 1of a state-owned 
enterprise charges _ price to another pa.rt of the same enterprise for the service it 
provides within the organisation. This is · form of t ransfer pricing. 

EXAIMI TIP 

Avoid confusing prh,atisa1ion with other policl,es tha1 have reduced the role of the s,tate rn the 
economy, such as markei:isa1ion and dereguration. Note, however~ how the policies are li1nked .. 

PubU1c-1private partnerships. ,an,d the private finance initiative 
As the name suggests, public-private partnerships (PPPs) are partnerships 
between the private and pub]ic sectors to provide public services. They includ,e the 
contractualisation of services that I have already described~ but also cov-er .activities 
such as the transfer of council hon--ies to housing associations using private loans+ 
PPP has been particularly important in the p1ri0ivision of health services, but private 
sector providers are running prisons. local authority revenue and benefit services, 
the 1t1ajority of residential hon1es fo1r the e]ded y., and schools. 

The private finance initiaUve (PFJ)I ,vhic]1 was introduced by the Conservative 
gov1ernment in 1993 and enthusiastically 'taken up by the subsequent Labour 
government is c]osely related to PPP. Be.fore PF[ , the govern1nent was involved in 
an stages of planning> buHdin_g and then running a publi c investment project such as 
a new schoo1. Under Pfl,, Lhe government's role is res tricted to d,eciding the service 
it requires and then seeking tend,ers from the private sector for designing building, 
financing and running the project. The government becomes an enabler rather than 
a provider. 

Recent govern1nents have favoured PFI because public sector services can be 
provided, but government borro,ving (or at least on-balance sheet borrowing) does 
not increase, at least i.n the short run. The capital costs of the project are paid 
[or by the private sector pr,ovider,, but th1e taxpayer pays i f a subsidy is required 
if the project js not self-financing .. Taxpayers also contribute to\vards the profit 
m de by the private pr,ovideL The government hopes however., that efficiency 
gains resulting fron1 p.rivale sector pr,ovision will more than o.ffset the payrnent 
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of taxpayers· funds into private siector profits. Public service· trade uni.ons oppose 
PPPs~ and especially the PFI bec.aus1e they see chem as the creeping privatisation 
of public services. By contrast governments argue that PPPs can provide th.e public 
sector with the· cultural va]ues of the private sector inJectj ng a fresh innovative· 
and entrepreneurial 'can-do 1 approach~ They beHeve that ,:vithout PPP~ public 
services have a tendency to be entrenched, reactiv1e and conservative. Ho\\rever., a 
counter-argument is that PPP and PFI ar1e creating massive bills that taxpayers vvill 
have to pay in the future. 

Deregullation 

The nature of econ1omic regulation 
Economic regulation involves the imposition of rules, controls and constraints, 
which riestrict freedorn of econon1ic action in tl1e 1narketplace. There are two types 
of regulation: external regulation and self-regulation. 
• External regulation! as the name suggests involves an external agency laying 

do"Hl and enforcing rules and restraints. The external .agency .may be a government 
department such as the BIS, or a specia] regulatory body or agency set up by 
government , for exan1ple the Competition and Market Authority. 

• By contrast, self-regulation or voluntary re.gulation involves a group of ind'ividuals 
or firms r1egulating theu1selves, £or exa1nple through a professional association 
such as the Law Society or the British Medical Association. 

Regulation and market failure 
Con1peitition can sometimes bring about a situation in which social costs and 
benefits are not the sa1ne as the private costs and benefits incurred and received 
by the people aietuaUy undertaking the n1arket activity. As I explain in Chapter 
10, the overapr0iducti 1on of externalities such as eo\rironmental poUution,. and 
the u nder-consum.ption of education heallhcar,e and other m.erH goods,. provide, 
fa mi Har exa1nples of divergence between private and social costs and benefits. 

1Governments use regulation to try to correct such 111arket failures and to achieve 
a socially optimal level of production and consumption. Monopoly is also a tor1n 
of market failure, and regulation is used to H1nit and deter n1onopoly exploitation 
of consun1ers. 

EXAM TIP 

Exam questions. may require a justification for removing or keeping government regufaUon of 

mankets and businesses. While there is a strong case for removing regulations that protect 

incun1bent firms or which raise business's costs unnecessarily, many regulations can be 
jus1:med on the ground that they protect people from the abuse of monopoly power and 
·fro,m harmfu I externaHties. 

Other exampl1es of go1v,ernn1ent regulation ain1ed largely at reducing the social costs of 
market activity include health and safety at work, anti-discrirnina.tion and safeguards 
of ,-vorkers' rights, and consun1er protection legislation. Much of this regulation is 
conc,erned \Vith the .adequatie provision. iof infortnation for customers and workers, 
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and th1e setting of quali ty standards for th1e production of goods. Such regulation may 
affect advertising standardsJ cionsumers' rights of redress when purchasing faul ty 
goods and workers' rights in the event of discrlm[na.tion or unfair dismissal. 

Dereg1ulation 
De·r gulation involves the removal of any prev.inusly imp1osed regulati.ons that 
have adversely res tricted competitjon ,an d freedom o f n1ark et activity. During the 
last 3 5 yearsJ significant deregulation has ta ken place in the ·uK and the USA. 
Systems of regulation built up d uri11g the Keynesian era have on occasion been 
con1pletely abandoned, l\rhile in other cases they have been watered do,vn or 
modified. The UK gove.rrunent has removed the protected legal nlonopoly status 
e.njoyed, for exan1ple, by bus co1npanies, airlines and con1mercial television and 
radio cornpani.es. Acc1ess to BT's distri buUon network of land lines has been 
given to competi.to1rs .in the tele,co1n.mu.n.ications industry and private powier 
co1npanies have been aUuwed to rent the services of the national electricity a nd 
gas d i.stribution grids. 

There are two .main justifications of der1egulation: 
• the promotion of con1petition and n1arket contestability through the ren1oval of 

artiiicial barriers to market entry 
• the removal of red tape and bureaucracy which in1poses unnecessary costs on 

economic a,gents1 particularly busine,sses 

Dereg1ulation .and the free-market revival 
The svvitch av..,ay from lhe imposition of ever-n1ore stringent rules and regulations 
upon private· s 1ector econonlic activity, and towards the opposite policy of 
deregu[ation, reflects the decline of Keynesianism and the resurgence of free-
1.narket econon1ics. Deregulation sh.ould be regarded as a part of an overall poHcy of 
econ ontic liberalisation:, which, as already explajned, also inv,olv,ed the policies of 
pli.vatisatinn,. contractua.lisabon and markelisation (or co1n]n ercialisation). In recent 
years governments in most indu.strialis1ed countries~ including most recently those 
in the formerly centrally planned economies of eastern Europet have begun this 
process of econ omic liberalisation and rolling back the economic functions of the 
state. However, as the recen t history of the financial services and banking industries 
shows, tight-touch regu]abon arguably \Vas a n1aj1or cause of the financial melt­
down that began in 2007. Since tJ1en1 there have be·en calls for much tough1er 
r1egulation of banking and financial services. 

De,regulati1on ,and the theory of contestable markets 
Much of the justification fo1r the policies o,f dere,gulation and economic liberalisa tiian 
that have been pursued in recent years has been provided by the theory of contestable 
ma.rkets1, \Vhich I exp].ained earlier in the chapter. Contestable R1a.rket theory argues 
that the 1nost 1effective ivay t10 pro1note con1petitive beh.aviour within markets is 
not to impo,se ever-n1ore regulation up,on firn1s and industries, bul tio carry out the 
opposite process of deregulation . 
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According to this viewJ tl1e main function of deregulation is to ren1ove barriers 
to entry, thereby creating incentives botJ1 for new firms to enter and contest the 
marke,t and for es tabHsh,ed firms to behave in a mo,re competitive way so, as 
to deter nevv market entrants. Unde r the influence of the theory of contes'table 
markets, governments have sought to remove or loosen aH regu]aHons v,.rhose 
ma.in effect has be·en to reduce co.mpetition and to promote unnecessary barrie1s 
to market entry. 

Regulatory captur;e 
Another theory that has had so1ne inf]uence upon the trend towards deregulation 
i,5 the theory of regulatory capture. This theory argues that regulatory agencies 
created by govern]nent can be 'captured' by the i.ndustries or .firms they are intended 
to oversee and regulate. Following capture , the regulatory agencies begin to operate 
in the industry's interest rather than on behalf of lhe consun1ers 1.,vhom they are 
supposed to protect. 

Even if regu]atory capture does not take place,, the supporters of deregulation argue 
that much regulato,ry activity is unneciessary and ultimately burdensoine upon 
industry and consumers. Once estab1ished, the regulators have an incentive to 

extend their ro]e by introducing ever-more ru les and regulations~ since in this way 
they justify their pay and their jobs. Regulation acts both as an inforn1al tax upon 
the regu]ated~ raising production costs and consun1er prices, and a]so as an extra 
barrier to n1arket entry,, restricting con1.petition within the regulated industry. 

The re,gulation of the privatJs,ed utility industries, 
As I have explained, deregulatory policies have been implemented alongside privatisation 
in liberalising the UK econon1y. In the 1980s and ]990s, UK governments realised that 
once industries such as telecoR1.Inunications, gas water and electricity wer,e privatised, 
there was a danger they 1night abuse their n1onopoly position and exploit the consun1er. 
for this r,easonJ special regulatory bodies such as Ofgen1.J ivhich IlO\;V regulates the gas 
and e]ectricity industriesJ were set up at the tune of privatisation to act as watchdlogs 
over the perfonnan,c,e of the utilities in the private sector. At the tin1e of privatisation, 
industry-specific regu]atory bodies \Vere created. S0n1e of tl1ese agencies have recently 
been merged and now cover 1nore than one industry. 

The paradox of deregulation 
The estabHshn1ent of regu]atory agencies such as Ofge1n at a tin1e when goverrunen.ts 
have acti ve'1y been pursuing a policy of deregulation and econo1nic liberalisa tion 
ha.s. created a rather strange paradox and a source of possible conflict. 011 the one 
hand, by s,eUi.ng markets free deregulation. reduces the role of the state; on the other 
hand new watchdog bodies such as Ofgem have extiended the regulatory role, of 

government and its a.gencies. 

H,owever1 successjve governn1ents have argued that there need be no c,onflict betiveen 
regulation and deregulation. This is bee use th.e regulatory bodies are themse]ves 
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EXAM TIP 

Exam questions may 
ask for an evaluation of 

price controls imposed 
on fiirms. 

actively involved in d,eregulating the industries they oversee - for exatnpleJ by 
enforcing the remova] of barriers tha.t prevent the ,entry of new firniS. Recent technica]l 
progress has made it increasingly possible for new firm.s to e·nte·r the utility industries. 
particu]a.rly in the t1e]ecom1nunications i ndust.ry. By contesting the 1n.arket away from 
established conipanies such .as BT and British ,Gas, new market entrants have eroded 
the· natural monopoly position previously enjoyed by the privatised utilities. 

Supporters of the liberalisation programn1e hope that the new watchdog agencies 
,vil] prove so successful that eventually the new regulato1ry bodies can wither away, 
when the n1arkets they oversee have become sufficiently con1petitive. Ho,~rever1 this 
is likely to be a long process. Although new firms are beginning to cotnpete in 
the markets previously completely donlinated by state-oi\rned utilities, established 
co1npanies. ill<e British Gas are still do.minant. Th1eir continuing market pow1er 1neans 
that,. certainly for the ne,xt fe\.v years, the regulato,ry bodies set up at the tilne of 
privatisation must continue a.s a surrogate fo r co1npetition. Some co1n1n,entator.s 
argue that, far from withering a\vay, the new regulatory agenci1es n1ay gradually 
extend their powers and functions. Free-·market cri ties of econonlic regulat1on believe 
that the UK regulatory system prO'vides a classic exan1ple of a growing bureaucracy. 

Pr· ce-capping and the RPI n s X price formula 

At tl1.,e tune of the state s.ell-off of tile teleco1nn1urrications, electricity and gas 
industries, it was r1eali.sed that the ne\lvly privatised ,con1panies nught use th.eir 
1nonopoly pn\ver to raise the prices they charged and to exploit consumers.. 
To prevent this, so1ne forn1 of price control w s dee1ned necessary. The UK. 
government decided against rate of return regu]ation (the systen1 of price contro] 
used in the USA) for the reason J tnentioned earHer in the chapter; namely that 
it raises costs and increases productive inefficiency. Instead die UK government 
i.n1posed price caps based on the RPI 111.inus X forn1ula. The fonnula !united a 
privatised utilityis freedom to raise its prices, but encouraged it to reduce costs. 

Average price increases were limited to X percentage points below the rate of 
inflation~ as 1neasured by the retail p rices index. For exan1ple, a price ca.p of 'RP] 
111inus 5 \ set l\rJ1en th·e rate o,( inflation \Nas 4%,, n1eant that the privatis,ed co1npany 
v..r,ould actuaUy have to reduce its average prices by 1%. 

The X factor r fJectedl the improvements in productive efficiency that the regulator 
beli1eved th,e privatised utHity ciould make and share \\r[ th its consu[ners eac]1 year. 
Suppose, for example~ that w ith an infl tir011 ra te of 4%, O{gem believes that gas 
companies can cut costs by 10% a yea_r. If factor X is set it 0%, the gas companies can 
raise prices by 4%, even thou,gh their costs are falling by 10%. This means that only the 
gas companies and their shareholders benefit from the efficiency gain, while consumers 
gain nothing. At the other extreme, if fa,cto,r X is set at 10%, consun1ers rather than the 
,gas con1panies benefit. This might destroy the incentive tor gas cornpanies to invest 
in new technology. Hence t11e case for pitching factor X sotne\1vhere between 0% and 
10%. If set at 5 % , the efficiency benefits are shared equally between consumers and 
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producers. Consumers gain fro1n Lower pricesJ y,et gas companies still have an incentive 
to, invest and to incr ase productive, efficiency. By improving efficiency by more than the 
factor X set by the n~gulator, utility co1npanies can further increase their profits. 

EXTENSION, MATER'IAL 

The regulatory bargain and other issues 
Two significant problems emerged with 1he IRPf minus X price formulla after the price cap was first imposed on BT 
in 1984. 
• lnitialr,y, the utUltres beHeved that, as a part of a regulatory bargain~ they would be, left alone for 5 years after factor 

X was set. to get on with 1he task of runn~ng their businesses. They also beneved that, it they ac'hieved an efficiency 
gain during that 5 -year period over and above the factor X set by the regulator, they would not be punished when 

the regulator reset factor X at the end of 5 years. In prac1ioo. h0iwav1er. the regulators intervened throughout the 
5-y,ear licence period, and in the ea~ly years1 they g'enerally raised X ev·ery time they revtewed it. Critics of the way 
RPJ mtnus Xwas implemented believed that this reduced a utility's, lncentive to improve efficiency and reduoe costs. 
This is because the regulator clawed back the utiHtys share of any productivity gain by increasing factor X, on the 

ground that the utility was making excess profits. 
• The RPI minus X pricjng formuta could only work property 1if the regulator had a good idea of how efficient the, 

pri1vatised utility was~ and of how efficient it mrght become. in order to set the X factor for 5 years ahead, the reg­
ulators needed to possess considerable technical information, about ·the industries they oversaw. A regulator who 
failed to foresee the d~rection that technical progress was likely to take over the next 5 yeaJrs might have to reset 

X before the! 5 years was up1 thus trigg,ering the disadvantage I men1ioned above. A regulator was most likely to 
set X accuratef;y if the techno[ogy in the industry was fairly mature and not subject to sudden change. In these 
ci~cumstances, the rate at which the regulator could learn about the industry w.as faster than the rate at which 
technology changed. 

With the privatisation of gas and wa.ter~ the RPI - X formula was modified to RPI - X + Y, and RPI + ,K. This was to altow 
unavo1dable, serV:ice ~mprovement costs (such as infrastructure upgrades) to be passed through to customers. The,se 
unavoidable costs included new investment demanded by the government to upgrade the gas network and improve the 
quality of drinking water and vvastewatertreatment 

CASE STUDY 91.2 
In recent years. gas and electricity prices more than doubled at the same time as Ofgam was supposedly imposing the 
RPJ minus X formula on both energy industn'es. Consumers might well have asked JWhatever has happened to gas and 
electricity price caps?' The answer is that the caps smJ exist, but only with regard to the transport of gas and eJectridty 
from one part of the country to another. 

To make sense of this. you must understand that gas and electricity are vertically disintegrated ,industri·ea Import 
prices of natural gas and ooal, over which the 1UK regulator has no control, are the result of the first stage of production. 
The gas and elactn"city we then us-eat home are ~manufactured' or processed, before being transported to the consuming 
regions. The, finaJ stsgs of production is distributing gas and electricity locally to tha consumer. The different stages of 

production are undertaken by different firms. As stated~ Ofgem ha:s little or no control over import prices. and therein 
lies the most important reason tor escalating prices. And as the extract below reveals, the UK govemment has removed 
price controls previously imposed on the ,energy djstribut;ng companies, from which we buy our gas and electricity. The 
RPJ minus X pn'ce cap is imposed on the middle transporting stage of production (e~g. the National Grid) and' this has 
little effect on retail gas and electricity prices. 
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Does removing price cant ols protect consumers~ 
When competition in a mark,et is w,eak, price controls can 
help to protect consumers ·firom the risk that companies 
might take advantage ,of their position to set excessive 
prices. Ofcom, Ofgem and Postcomm, have, statutory 
objectives requiring them to protect consumers through 
the introduction of competition, where appropriate. 
Between 2002 and 2006, Ofgem removed retail price 
control1s ·from gas and electrtcity suppl1y. The regutator 
fert that the market was sufficiently well deve1oped for 

need 10 have good lnformat ion about different suppliers, 
be able to swiitch supplier ,easity1 have sufficient confidence 
in the market to believe1 that changing supplier can make a 
difference, and be abie to obtain redress where a company 
behaves antiacompetftive ly. 

Pr.ices of ga.s and 1electricity have risen rapidly in the 
~ecent pas1\ and almost doubled since the start of the 
decade. Businesses and consumers need to be confident 
that markets w1ithout prioe controls are being effectively 
r,eg.ulated and wor~ing well, especiaHy at a Ume of rapidly 
rising prices. Regu1lators shoulld regutar,ly monitor business 
arid consum,sr confid1ence in the market and its regulation 
so that they can respond quickly if confidence fa~ls. 

consumers to be protected by corn petitii,on. 
Once prlce controls have been removed, regullators 

reJy on consumers to switch suppliersi thereby rewarding 
compantes that offer good service and competitive prices,, 
and punishing the inefficient. For this to work, consumers 

Source~ Report of 1he 'House of Commoos Public Accm.mts Committee, November 2008 

Folllow--up questions 
1 Why have gas and electricity prices risen so rapjdlly in recent years? 
2 Should price caps be reintroduced on retai 1I gas and electricity prices? Justify your ansWBr. 

----

EXAM TIP 

Technology~driven 
competition and 
yardstick compeimon 
provide examples of 
methods of competition 
ff rn1s can use in 
addition to, or in p1ace 
of~ price compe1it1on. 

Te1chnology-1driven competition 
Regulatory agencies have been .able to lower and so1netimes to re111ove barriers 
to n1arket entry by pro1noting technology-driven competition.. This type 
of competition occurs when technical progress enables new firn1s to1 enter 
markets that ·\ivere previously natural m ronopoHes. In the telecom·munications 
industry., developments such as mobile te]ephony, satellite technology and the 
faUing real cost of laying fibre-optic ]and Hnes have tTieant that ne\-v market 
entrants such as V1odafone and th,e 1cable tel,evision companies can invest in 
their own distribution networks. BT"s distribution netv.1ork is no, [onger a 
natural 1nonopoly. 

In the gas; water and electricity industries new fir111s h.ave entered the market by 
renting the services of the existing rustribution net\vork or grid. New electronic 
jnforn1ation .and recording systen1s allow custon1ers living for example , in 
Manchester to buy electricity fro1n a distribution con1pany ]ocated in another region. 
These dev 1elopments make it possible for customers to shop around a nd find the 
distributor that offers t11e most ttractive pr ice. 

Technol,ogy-driven competition can be thwarted if lhe distribution network through 
\\thich the service is delivered into people's ho]nes is owned by an established utility 
company , ·which is a major producer of the good or service transported through the 
system. In this situationi there is an obvious danger that the verticaHy integrated 
company owning the network might prevent new market entrants from using the 
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distribution grjd. For exampl,e .. a vertically integrated Britisl1 1Gas Corporatton cou]d 
charge new gas supp]iers artificlaUy high prices for using its distribution grid to 
pr,event the niew firms gaining market share. 

This explains why governme1rt and the regulators have fa.reed previously v1ertically 
integrated utility com.panies to disintegrate. Separate co1npanies now own different 
[ayers of the gas and ,electricity industries. This 1neans that the distribution layer 
(owned by ational Grid Gas plc) is free to carry the electricity or gas of as n1any 
suppliers as it wishes; and not just the energy supplied by E.on or British Gas. 

Yard'stick competition 
The telecommunications industry offers the greatest scope fair technology-driven 
con1petition.JI with new n1arket entrants able to by pass BT's distribu Hon network 
or pay fair rents for its use. However, at the other end of the spectrun1 the water 
industry pnssesses the least scope for technology-drtven co1npetition to remove 
barriers tin entry and break up the natural tnonopoly,. 

Por this r,eason, the Office ,of Water Services fOf wat) us,es yardstick co,1n.petition 
as t11e main regulatory device to pro1note efficient and competitive behaviour by 
the water cotnpani.es. After compari.ng the performance and costs of a11 the water 
co1npani,es, Of wat sets pric,es soi that all the water companies have to n--iatch the, 
standards achieved by the best in the industry.. If and vvhen th,e other utility 
\.Vatchdogs run up against the r1eaHstic tiinits to technology-driven ieon1petition in 
the industries they regulate, they 1nay turn to yardstick cotnpetition to assess the 
efficiency of the cornpanies they oversee. 

, SJJl~MAJ:tY J. 
- -

lndustr[al policy is an important part of the, govarnment1s microeconomic policy. 
Competition policy, policy toward private and public ownership and regulatory and 
deregulatory policy are the three main e1ements of industda~ policy. 
The three elements of oompeUtion poltcy are monopoJy policy, merger policy and poJicy 
toward restrictive treding1 practices. 
UK monopoly policy is based on a cost-bene,fit approach to large firms. 

Mergers are most likely to be prevented if they are viewed as potentially anti-competitive. 
Collective trading practices such as cartel agreements are dee,med against the public 
interest and are generally illegal. 
From the 1980s onwards, UK governments have privatised rather than nationalised 
industries. though from 2008 onwards, some UK banks were a,ffectively nationalised, at 
least on a temporary basis. 

Governments hav,e established regulatory agencies such as Ofcom to regutate the 
privatised industries. 
Regulatory agencies also try to deregulate. If successful, the agencies can wither away. 
Regulatory agencie,s have imposed 1RPJ minus X' pr;lce capsj but these have not prevented 
rapid price rises for goods such as electricity and gas in recent years. 
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Exam style quest ion 

1 Out1ine the three maln elements of competition polrcy. 

2 Explain three different ways in whi'Ch a government can try to deal with the problems 
posed by monopolry. 

3 Eva!uate th,e advantages and disadvantages of privatisation. 

4 4Attempts by governments to regulate.private industr,ies inevtt:ably l,ead to adverse unintended 

consequences.r To what extent do you agree with this vfew? Justiify your answer. 

ra resources o hel yo re ise are available on1i eat w.hodderplus .. co.uk/philipallan 

(15 mar s) 

(15 marks) 

{25 ma s) 

(25 mar ' s) 
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Market faHure occurs whenever the market mechanism or price mechanism performs 
unsatisfactorily. There are two main ways in Which markets fail. Markets can function 
inequitably or they can function inefficien1J:y. It i's also useful to distinguish between 
complete market failure1 when the market simply does not exist and parttal market 
failure, when the market functions but produces the wrong quantity of a good or service. 
In the former case, there is a missing n1arket. In the latter case. the good or service may 
be provided too cheaply, in which case it is over-produced and over-consumed. 

Alternatively! as in monopoly, the good may be too expensive, in vvhich case under­
production and under-consumption result 
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This chap11er wi II: 
contrast A2 and AS coverage of market fanure 
explain the different ways of classifying m,arket faUure 
summarise the main market failures you learnt at AS 

examine a number of case studies of market failure 

. . 
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The section of the A2 specification that cove,rs market failure and government failure starts 

with the statement ~cand1dates wHI be, expected to develop the models of market failure 
introduced in Unit 1'. Thus, unlike Chapters 2-9 whtch introduce topics not indluded at 
ASi this chapter covers topics you studied a year ago 1n the AS course. To avoid undue 
repetition~ parts of this chapter summarise the coverage of market failures included in my 
AOA AS Economics textbooki without providing detail,. For exampfe, many of the d iagrams 
inc l,udedl in my AS textbook on marginal prJvate. external and social cost and benefit have 
been omitted tram this book. ·vou should refer back to my AS textbook, or to the notes you 
m,ade last year, to remind yourself of these diagrams. 

Bui di g on your AS nowled,ge o arke fai ure 

KEVTERIM 
Given that 1Ma rkets and. n1arket failur,e' is the title of AS Unit l,, it is 
not surpr.i.sing that about ha[ f of your study of micr1oe,conomics ]ast year 
focused on 111a rkel fa flu re. Indeedj if you us,ed my AQ:A AS Econornics 
textbook in your AS studies, four out of the e,Jeven chapters on Unit l 
,vere devoted to n1arket failures, together ,vith a chapter on governn1ent 
intervention in markets that explained how govern.n1ent policies atternpt 
to correct n1arket failur,es. 

market failure: occurs when 
a market functions badly. 

unsatisfactori ty, or not at aH. 
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In this book, by contrast, o,nly this chapter focuses specifically on marke·t failure~ 
Ho\: ever, you s.hould a.ppreciat,e that earlier chapters on m,011opoly and oHg,opo]y 
andl the chapters that follo\v on from this chapter on cost-benefit analysis) poverty 
and. income· inequalities, also touch ,on l"narket fai]u re.. 

In this chapter, 1 have resisted the 
te1nptation simply to repeat what you learnt 
last year+ Instead belo\v is a sumntary of 
,vhat you should already know in order 
for you to develop your knowledge and 
understanding, particularly by using the 
concept of allocat i , · effici nc r to .analyse 
market failures. 

In qu~ y an market ai ure 
In this chapter,. I use the word equity to 
mean fairness or justness (though in other 

KE'V TERM 

allocative efficiency: occurs when 
it is impossible to improve overall 
economic weJfare by reallocating 
resources between industries or 
markets. 

KEYTERMI 

contexts, such as tl1e ho11sing n1arket, inequitable· unfair o:r unjust. 
equity has the very different 1neaning of 
wealth). As soon as considerations of equity are introduced into econotnic analysis1 

normativ, or va]u. judgeme·nts are being Lnade· about, for examp]e, .:socially fair' 
distributions of incn1ne and wealth. 

As the experience of many poor countries shows unregulated 1narket forces tend 
to produce high]y unequal distributions of income and wealth. Some 1econo1ni.sts~ 
usu 1Uy of a free-in rket persuasion~ dispute whether this is a n1arket failure. They 
argue that peop]e who end up rich deserve to be rich, and people who end up poor 
deserve to be poor. According to this view, the n1arket does not fail; it siinp)y creates 
incentives., ·which., if foHowed, cause people to generate inco1ne and wealth which 
end up benefiting 1nost of the population~ 

However .. most econo1nists reject as too extreme t11e vie,iV that the niarket contains its 
own rnorali.ty with regard to the distributions of iI1con1,e and wealth. They argue that 
1narkets are essentially 'value-neutra l' \Vith regard to income and wealLh distribution. 
When unregulated markets produce gr1oss inequalities that cannot be justified on 
socia] fairness grounds the state should intervene to lim1t n1ar.ket freedom. 

Nevertheless few ,econo1nists who accept this viev11 believe, that markets sh,ou ld be 
abolished and rep]aced w Hh t'he command mechanism. Rather govern n1ents should 
modify the market so that it operates in a ,vay nitore equitable th In would be the 
case in the absence of state intervention. Ta ' ing the better-off and redistributing 
tax rev1enues as transfers to the less \iVell-o.ff is the obvious way of correcting niarket 
f a.Ume to ensure an equitable distribution of income a.nd wealth. However, as ] 
expJain in Chapters 12 and 13, the redistributive poHcies of progressive taxation and 
transfers. to the poor rnay pro111ote new types of inefficiency and distortion within 
the ,ecainomy. 
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Market fallure 

M,arkets functi,oning ineffi 1c 1iently 
As I h.ave explained in earlier chapters, n1onopo]y and other forn1s of i n1perfect 
competition provide 1ex mp]es of market fa i]ure resulting from markets p e·rforn1ing 
inefficiently. The 'wrong' or allocatively inefficient quantjty is produced [n monopoly, 
particularly when there are no economies of sca]e, and the 1wrong' price is charged. 
Too httle is produced and is sold at too high a price,, and the market outcome is both 
aUocatively and productively inefficient. 

Complete verrsus parti,all market failure , KEY TiERM 
When studying the AS course a f,ew tnonths ago, you A,earnt about pur,e 
public goods and externalities. Both of these can lead to co1nplete 
market failure. In a market econo.my, ma rkets tnay fail to provide 
any quantity at aU of a pure public good such as national defence 
and they also fail to provide or encourage production of a positive 
externality such as a beau tiful view. This ]eads to the en1ergence of 
n1i sin° 1narl et . 

missing markets: occur 
when the inoentive function of 
prices complete~ breaks down 
and a mark,et falls to coma 

into exjstenoe or disappears 
compretely. 

To understand a. 1nissing n1arket we have to return to the functjons that prices 
perform in n1ark1ets and in a ITiarket econo1ny. The following synoptic link should 
re1nind you of tbe three functions of prices you learnt about at AS. 

SYNOPTIC LINK: MARKET FAILURE AND THE THREE FUNCTIONS OF PRICES 

The signalling functionOJ Prices provide information that allows all the traders in the market to p lan and coordinate 
their economic activm1es. Let ma provide one example. In Chap1er 5 of 'my AS. textbook. I described how on most Frfday 
afternoons. I visirt my l1oca.l street market to buy fruit and veg,etables, 1includrng tomatoes and lettuce,. The prices, which 
are shown on white plastic tabs st,uck into each tray oi produce" he1lp me to decide what to buy. Of course, information 
about prices alone is not enough. I aJso need information about the quality of the goods on saJe. which I try to get by 
looking caretu, ly at the size of the produce and for biem ishes such as bruising on apples ,or peers. 

The incentive function. The information signalled by relative prices, such as the prioe of tomatoes relauve to the prrce 
of lettuce. creates incentives for people to alter their economic behaviour. Suppose~ for example, I go to my local market 
intending1 to buy, along with other vegetables, a kilo of tomatoes and one tettuce. ~t being Friday afternoon, by the time I 
arrive at the market, the street traderslhave cut1he price of tomatoes by 50% to try to prevent unsold stock accumulating, 
whose quallty n1ight deteriorate overr,ight A ·fall in the price of tomatoes, relative to the prrce of other goods that l oourd 
buy, creates an incentirVe for me to buy more tommoes, provlded of courss I believe the quality hasn1t deteriorated. 

The rationing or a llocative function of prices .. Suppose I respond to a fall in the retatirve price of tomatoes by buying 
mor:e1

, say 2 kilos rather than the single kilo I had intended to buy as I made my way to market Because m1y income is 
lim1ited, spending more on one good usua~ly means II spend fess on other g,oods. Prices, 1og:ether with inco,me, ration 
the way people spend their money. Suppose tomato prices fall1 not only in my local street marke,t on a Friday afternoon. 
but throughout the economy for a sustaijned period of time. Tomatoes are now cheaper relative ·to other goods in 
the economy. On the one handJJ the tower relative price causes households to inc11ease, their demand for tomatoes, 
substi1tuting 1omatoes in plaoe of other vegetables; But_ on the other hand, a lower n,lative price may indfcate that 
growing tomatoes is not a very profitabJe activity. In response, farmers grow fewer tomatoes. If these events happen, the 

information signalled by changing relative prices creates incentives for economic agents to alter their market behaviour, 
and changes the way scarce resources are rationed and alloca1ed between competing uses. 
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When explaining the nature ,of a missing market1 we ne1ed to focus on the s,econd 
function of prices, the inc,enti. -re function,. As I have exp]ained,. prices ,create 
incentives for people to behave in ce·rtain \\ra.ys. In a market economy1 entrepreneurs 
are genera Uy unwill ing to produce g,oods unless the goods can be so]d at a profit. 
But with public goods and externalities non-excludability and the absence of 
enforceable property rights create a situation in which profit ,cannot be made within 
a 111.arket. The r,esult is a n1.issing market. 

With partial market fai].ure 1narkets do exist but they end up providing an 
allocatively inefficien·t ,quantity of the goodJ either too 1nuch (in the case of demeri.t 
goods such as 11arcotic drugs), or too little (in the case of a n1erit good such as 
h1ea]thcar,e). 

ln tl1e next sections I provide a brief su.m1nary of market failures and expand ,on 
\Vhat you learnt last year. 

Pub ·c and priva e goods 
Most goods are private 0 00d , possessing two 
important characteristics. The ow·ners can 
exercise private property rights1 preventing 
ot1l1er p1eople frotn usingthre good or consun1ing 
its ben,efits. This is called e cludabillly. The 
second character.istic possessed by a private 
good is ri, airy or dbninishabiJity. When 
one person consunies a private good, ]ess 
of its benefits re available for other p,eople. 
Private goods also have a third characteristic: 
rejectability. People can opt out and refuse to 
purchase private goods~ 

KEY TERMS , 

private good: a good which 
exhibits the characteristics of 
excludability and rivalry. 

public good: a good which 
exhibits the characterJstics of non­
excl udabi lity and no n ... ri al ry. 

In contrast pure public goods exhibit the opposite characteristics of non­
excludab"' lityJ non-ri,ralry and non-rejectability .. lt is particularly the first two of 
these wl1ich lead to 1n.arkel failur·e. 

N,on-exctudability and pulbl'ic g1001ds 
The best example of a pur1e public good is 
nuclear defence. If prices are charged for 
the benefits provided by the ring of nuclear 
missHes protecting Britain, tl1en. without 
coercion , peopl.e could ref use to pay but sti H 

- -

KEY TERM 

freewrider: somebody who benefits 
without pay~ng. 

enjoy the benefits. Any atten1pt by the private provider to retaliate by preventing those 
~vho do not pay from receiving the service, wiH not work. Withdra\tving the benefits 
f rorn one p,erson n1eans withdrawing them fron1 all. everthe]essJ al] individuals 
lace the ten1ptatiun to consume without payingJ or to f ·ee- ide. [f enough pe,ople 
choose to free-ride, market provisinn o,f nuclear defence breaks down. The incentive 
to provide the srervice through the 1narket disappears .. Assu1ning that the majority 
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of the country 1s inhabitants believe nuc]ear def.en.ce to be nec1essary fthat is, a tgood' 
rather than a 'bad'), the 1narket f ai]s be,cause it fails to provide· a .service for which 
there is a ne1ed. 

Non-pur1e p,ulblic goods ,or qua.si-1pubUc 9 10,ods 
----

KEYTERM 

non-pure pub lic good: 

Most public go,ods are non-pure pub] ic good or quasi-public goods 
rather than pure public goods. This is because various methods can be· 
used to exclude free-riders. Non-pure public goods include roads;> 
television and radio bJioadca.sts, street lighting and lighthouses~ In 
principle? roads can be converted into private goods J provided for pr,ofit 
through the n)arket. This could be done by li1niting points of accessJ by 
constructing toll gates or by introduclng a. sc·hemre oil electronic road 
pricing. But even though non~pure· public goods such as roads can be 

a good for wh~ch it may be 

possible to excl1ude free-riders, 
but for which there is a case for 
not doing so. 

provided through the market, the second chc1racteris'tic of a pub]ic good, n.on-rival.ry, 
creates _ strong case for non-n1.arket provision~ Such provision w Hl no,rma]ly be 
made by the state at zero price to the consu1ner being financed collectively out of 
g,eneral taxation. 

EXAM TIP 

Make sure you understand the difference between a private good and a public good, and 
can g~ve examples of both. 

Non-riv,alry and public 91,00,ds 
Non-rivalry (also kno,wn as non-diminisha.bility and n1on-exhau.stibUUy) means that 
\Vhen an extra persein benefits from a _pu bHc good, the benefits avaj ]able to other 
peop]e a re not reduced. In turn this m.eans that th e m rgina] cost incurred by the 
provider of the public good when an extra person benefit s from the good is zero 
(MC == 0). For exan1ple, when a person switches on a television. set, the availability 
and benefits of the broadcast progra1n1ne are not din1inished for people viewing the 
pri0gran1n1e on other television sets. Equally, the broadcasting co1npany incurs no 
extra caisL 

CASE STUDY 10.1 

Alliocative fficiency and rail fares 
Motorists in cities pay substantially less than the costs 
they crea1e when driving thejr vehic!es. The greater 
'the congestion, the truer this is. The extra cost or, as 
economists would call it, the marginal1 social cost~ of an 
extra vehicle coming onto a road is quantifiable,. Wherever 
there is congestion, the marginal social oost will be greate,r 
than the actual oost to the individual road user (often called 

the 1marginal road user) ~nee tha costs to the motorist of 
usrng the road are vehicfe costs arid time. The motorist 

does not have to take into account tMe costs imposed on 
other road users and on pedestrtans. 

Unit 3 Business economics and the distribution of income 

On the other hand. tf rai I transport in cities 'is required 
to cover costs. it wm then be over-priced relative to users 
of urban roads~ since rail users will be required to cover all 
the real costs they give rise to~ while road. users will not. 
The effect of this difference ,in pr1cing policy is an inefficient 
distrJbutior, of traffic betw,een road and rait Less traffic 
travels by rail .• especially in the peakt than is affi.cient. 
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One way of getting1 prices right ·would be to raise 
the price of urban road use, until both publjc and private 
road transport covered its real costs. But If we accept it 
is politically imprudent or undssirable to raise the cost 
of using roads to a level where marginal social costs are 

covered I ons can atten,pt to get the ,aJlocativefy efficient 
relationship between road and raill by the opposJte course 
of acti,on: by keeping rail fares lower than they ·would be ~f 
the raflways charged what the market would bear rather 

than by raising real prjces. This is the essence of the case 

for raill subsidies. 
The essenti·al oase; if proven4 must be that the traffic 

the railways divert from the roads reduces ,congestion by 

an amount -sufficient to justify the rail subsjdies required. 

Underlying this is the proposition that users of city roads 
pay less tlirough taxation for using them than covers the 
real cost of their use. 

F10Uow-up questions 
1 Define the term ~marginal social cost'. 
2 The passage states that subsidising1 rair fares can estab~ish the, allooative[y efficfent re1ationship between the prices 

paid for road and raU use. Explain this statement. 
3 Outline the case against subsidising rail fares. 

EXAM TIP 

Make sure you don't 
confuse merit goods 
with publ1 c goods. 

Pub,lii1c goods, and alllocatilve effi 1ciency 
The a Uocatively efficient or i:correcr quantity of any good produced and consumed 
is the quantity that people choose to1 consume \M hen P = MC. But as just no,t,ed~ 
assuming public good is already being provided the MC of providing the go1od 
to an ,extra ·consun1er js zero+ Allocative efficiency the ref ore occurs when P = 0 
and the good is free for consu1ners. But private· entrepreneurs only willingly provide 
,goods if profits can be n1ade,. and for this to J1appen, ilie price 111u.st be above zero 
(P > O)~ In the cas,e of public goods, this n1eans that markets can only provid1e the 

goods, assun1ing, free-riders have· been excluded,. if the price is set above the margina] 
cost of supply (P > MC). This reduces consu rnption of the public good to belo\lv the 
aUocatively efficient level. Market provis.i,on thus results in under-production and 
under-consumption of the good. 

Governm1ent provisi,on of pub,Uc 19 100,ds 
Becaus1e markets either faH to provide or under-provide pub]ic goods there is a strong 
case for th,e state providing the goods at zero price. 1Charities such as Trinity Housei 
which is responsible for hghthouses in the UK, can also provide public goods. [n 
theoryJ f re1e provision achieves the allocatively efficient level of consun1ption of the 
public good: that is., the quantity that people ,vish to consun1e when the good is free. 

Pub,li1c good,s and governm,en1t goods 
Students of ten wrongly define a pub He go,od as a good that is provided by the 
governm.ent . This is confusing cause wi th effect. The wo.rd public in public good refers 

to the fact that members of the general public cannot be excluded from enJoying 
the good's benefits. It is this that caus,es market failure. To correct the 1n rket 
failure , governments provide public goods. This is the effect Government goods 
include public goods such as defence police and roads. but they also include 
1nerit goods such as education and healthcare, \Vhich I explain later in this 
chapter. 
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Public b,ads 
A bad is the opposite of a good. Peoph! are prepared to, pay a price 
to gain the benefits of a good such as a bar of chocolate. EquaUy , 
they ar,e prepared to pay a price to avoid consuming a bad such as 
the household sewage they produce~ In this case, this is the price of 
the sanitation equipment instaJled in their houses together with the 
\Vater and sewage rates households pay to the water authority that 
ren1oves the se,vage f ro1n their ho1nes. 

But in the case of 1nany bads, known as public bads, people can free­
ride by dunlping th bads they produce on others. Exampl,es are the 
emission of pollution into the at1nosphere and fly-tipping rubbish in 

Market fallure 

KEY TIERMS 

bad: the opposite of a good, 
yjelding dissatisfaction oir disutillity 
when consumed. Consumption of 
bads reduces economic welfare. 

pu bi i c bad: bad for wh~ch the 
producers free-ride, dumping the 
bad on third parties. 

public parks or in other people1s gardens. If a private sector ci0m.pany tries to charge 
a price for rubbish ren1oval households ,nay avoid paying the price by du1np:ing, 
their garbage. This is ·"'vhy ]oca1 aufhorities en1pty dustbins free,. financing rubbish 
removaJ through loca] taxation. 

xternallt es 
An xt rnality is a special type of pubhc good or pubhc bad, which 
is dun1ped by those \V ho produce it on other pe,ople who receive or 
consume it, whether or not they choose to. (These people are known 
as third parties, and the externality is so.metimes called a spin-off 
,effect.) Because externalities are generated and received outside the 
market, they also prov]de ex ni.ples of missing markets. 

K IEV TERM 

ex1emality: a public g'Ood, in the 
case of an external benefit t or a 
publiic bad, in the case of an ax1ernal 
cost that is dumped on third parties 
outside the market 

Externalities also exhibit the free-rider problem. The provider of an external benefit 
such as a beautiful view cannot charge a market price to any willing free-riders who 
enj1oy it. Converse]y, the uu,vilHng f ree,-riders ,-vho rec,eive 1or ,constu11e external costs 
such as poUution and noise cannot charge a pr ice to t.h,e polluter for the bad that they 
reluctanfly consu1n,e. 

Externalities ar,e classified in two main \\r.ays: 
• as external costs and external benefits, a lso known as ne,gative externalities and 

posit.iv,e externa]ities 
• as pure production externaHties;o pun:! consun1ptio111 e,xternalities a nd externaUties 

involving a. 1nix of production and consumption 

Suppose . for example, that brick dust in filtrates houses and a laundry 
located near a brick works emitting the pollution~ The pollution that 
soils ne\vly washed laundry and is breathed in by local householders 
is emitted in the course of production. For the laundry brick .. dust 
pollution is a pure production externality, e1nitted in the course of 
production and received by other producers. But for the households, 
the pollution is a 1nixed externality, generated in production and 
received in consuinption. ] shall leave it to you to think of examples 

EXAM TIP' 

Make sure you can give examples 

of ex.terna~ costs and externai 
beneiiits and are aware of the 
difference between production and 

consumption extematities. 

of pure consun1pHon externalities and mixed consumption externalities. If in doubt,. 
refer back to page 101 of my A.Q~ AS Economics textbook. 
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EXAM TIP 

Candrdates often fail to understand that e,xte,malittes are generated and received' outside the 
market. Remember that both public goods and externalities provide exampl'es of 1missing 
markets'. 

Divergence between 1private and social co,st a.nd benefit 
At the heart of 1n icroeconon1ic theory 
lies the assumption that:. in a n--iarket 
situation, an econon1ic agent considers 
only the privat,e costs and benefits 
resulting from its market actions, 
ignoring any costs and b ,en,efits h11 posed 
on others. Fnr the agent p ri at b n fit 
rnaxiinisation occurs ,,vhen: 

marginal private benefit = marginal private oost 

or: 

MPB = MPC 

However. social benefit mnaximisation ,. 
\vhich m axi.mi.ses the public interest or the 
\velfare of the whole community, occurs 
·when: 

marginal socfal benefit= marginal social cost 

or: 

MSB = MSC 

KEY TE 'RM 

private benefit maxjmisation: 
occurs when MPB = MPG. 

KEY TE'RM 

social benefit maximisation: 
occurs when MSB = MSC. 

Households and firins seek to maximise private benefit or private self-interest and 
riot the \.Vider social interest of the whole con1n1unity., They ignore the effects of 
their actions on other peo,ple. Ho,vever:, when externalities are generated, costs a nd 
b ,enefits are inevitably imposed on others, so private benefit maximisation n,o longer 
coh1cides with socia] benefit maximisation. 

Social benefit Js, defined as pri v,at,e benefit plus external benent As a resu lt: 

marginal soctal bene·fit = marginal private benefit+ margi1nal external benefit 

or: 

MSB = MPB + MEB 

Like~rise, social cost is defined as private cost p]us ex~ernal cost, 1Nhich means that 

marginal social cost = marginal private cost + marginal external cost 

or: 

MSC = MPG+ MEC 
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Ne1gative exte,rna!Uties and allo1c,ative inefficiency 
When the production of a good causes polluti·on external costs are generated, 
\\rith the result that MSC > MPC* I shal] now exp]ain ho\~.t this results in aUocative 
inefficiency. [n Chapter 6 I explained how a perfecl[y competitive economy can 
chieve a state of allocative efficiency when P = MC in aH markets. However, 

aBocative efficiency occurs only if: 
• there are con1petitive markets for a ll goods and services, including future n1arkets 
• thiere are no econon1ies 01f scale 
• markets are si.multaneously in equilibrium 

[ can no\v add a fourth requirement for aUocati ve efficiency: the.re must be no 
externalities, negative or positiv . Long-run equilibrium occurs in a perfect 1narket 
a.t the price al wb ich P = MPCI ·which, in the absence of externalities, means, also 
that P = MSC~ But if negative production externaHties are pre,sent P < MSC \iv hen 
P' = MPC* To chieve aUocative efficiency, price must equal the true 1nargina] cost 
of production: that is, the 1narginal social cost and not just the rnargina] priv ,te 
cost. But in a market situation profit-maximising firms re assuined only to take 
account of private costs and benefits. When externaUties exist , therefore, tlH? market 
1nechanisn1 fails to achieve an aUocatively efficient equilibriu1n.~ 

To put it another vi..ray~ fir n1s evade part of the true or r,ea] cost o{ production by 
dumping the ,externaHty on third partiies. The price that the consu1ner pays for 
the good reClects ,only the private cost of production~ and not the true cost~ whi.ch 
includ,es the 1ext1ernal cost In a market sUuationJ the firrn·s ,output is tl1us under~ 
priced, ,enco·uraging too much c,onsumption .. A 1nis Ho1ca.lion of resour,ces resu ]ts 

because the wrong price is charged. Too much consumption and hence too much 
pr,oduction, means that too many scarce resources are being used by the industry 
that is producing the negative externalities. 

Government policy an1d ne,gat1ive externalUties 
There are two n1ain ways in which a governn1ent can intervene to try to correct 
the n1arket failure caused by n ,egative externalities. It can use quantity controls (or 
regulation) or it can use taxati,on. Regu]atilon directly influences the quantity of the 
exte.rnaUty that a finn or household can generate. By contrast, taxation adjusts t]1. 

tnarket price al which a goo,d i.s sold and creates an inc,entive for less of the negative 
externaHty to be generated. 

Regulation or quantity controls 
[nits most extreme form., regulation can be used to ban completely,, or criminalise the 
discharge of negative externaUties such as poUution and noise. H may be impossible 
to produce a good or service such r1s electricity in a coal-burning poiver station 
\Vithout generating at least sonrie negative externality. In this situation1 banning the 
externaHty has the perverse effect of preventing. production of a good (for example, 
electricity) as well as tl1,e bad (p,oUution). Because of this, quantity controls rather 
than a ceilnplete ban may be 111ore appropriate. These include 1naximum ,e1nilss,ion 
limits and restrictions on the thne ,of day or year during whi1ch the negatjve 
externality can legalJy be emjtted. 
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Taxation 
Co,mpletely ba n ning a negative exter.nality such as pol1ution is a form of market 
replacement rath er than market adjustment. By contrast, because taxe,s placed on 
goods , ffect incen tives th .a l consumers a nd fi rm s face, they provide a market­
od entated solution to the problem of ,externalities~ Taxation compensates for the 
I a,ct that there is a n1issing n1arket in the externaHty. In the c 1se of poUution. the 
government cal,culates the 1n oney va]ue of the n egative· externality and i1npos,es th is 
on th,e firm as a poUuUon tax. This is kno\vn as the polluter must pay principle. 
The pollution tax creates an incentiveJ v,,1h ich was previously lacking, for less of 
the bad to be du1nped on others. By so doing:, the tax internalises ll1e ex'lernaJity., 
The po,Uuting fi rm must now cover aU tJ.1,e ,costs of pro,duction, including th,e cost 
of negative externalities, and include these in tl1e price charged to customers. By 
seHi ng the tax so that the price tJ1.e consun1er pays equals the margin.a] social cost ,of 
_production (P = MSC), an a llocatively efficient ]evel of production and ,con sumption 
could in theory be achi.eved. 

CASE STUDY 10.2 

en years of the London congestion charge 
In February 2013, the London congestion charge was 10 
years old. At the tlme of its introduction, many economists 
believed that the congestion charge marked 
the triumph of econom'ic common sense over 
narrow self-interest. Economists oonifidently 
believed 1hat many other c i1t ies., both in 
the UK and abroad. wou!d rush to, adopt 
London-sty,le road pricing. In fhe event 
this did not happen. In November 2008. 
Manchester voters were asked to approve 
the introduction aif a city .. centre congestion 
charge and they voted against it. 

dnivers. more than £1 was spent on running the scheme. 
The AA also pof nted out that traffic has been getting 

steadily slower. AA president Edmund King 
said: 'London drivers have paid a heavy price 
for slower journeys over the last decade.' 

What have been the possible benents 
and costs of the London congestion charge? 
In 2003 1he idea of charging car users 
to drive around the capital was met with 
near-apocalyptic warnings from motoring 
gro,ups and newspapers such as the Daily 
Mail. The charge woutd 'destroy• the cit{s 
commercial heart and cause -total ,gridlock1

, 

warned some. It ·would 'cause m~ery to 
thousands of commuters across the capital\ 

1Central 

Since it was introduced in 2003, howeverj 
the charg.em which has risen from ·£5 through 
£8 to its present leve1I of £101 has not caused 
grid fock. Rather it has resulted in a gradual 
reduc1ion rn traffic l1evels. The congestion 
charge has generated a net revenue of over 
£1 billion since 2003. The charge had an 
immediate environmental impact. Nitrous 
o)dde fell 13.4% between 2002 and 2003, 
and there were similar talls for carbon dioxide, 

and particulate matter. In terms of the effect 
the charge had on focal businesses, despite 
the scaremongering which accompanied its 
introduction~ certainly before 20091 business 
acUvUy wittiin the chargie zone has been 
higihsr in both productivity and proMabihty 

zo 
Mon · Fri 

7a1m - 6 pm 

The congestton charge 
was introduced to London 
rn 2003 

said Conservative Greater London Authority's transport 
spokesman. ·Londoners \Nill suffer condaions worse than 
cattle trucks on their morning commute ~nto work/ she 

added. Motoring groups, such as the AA~ say 1:he cost 
to drivers has actually adversely affected the London 
economy by around £2.6 bHlion. For every £21aken from 

-

since the charge was, introduced. Transport 
for London claims that the charge had a ·broadly neutr~ 
11mpact' on ttie wider London economy. The dharge JS 
broadly supported by a majority of Londoners, with 45% 
for and 41% against Conservative mayor Boris Johnson 
has described the congest,io:n cli arge as a success which 
has benefited London. 
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Elliot Jacobs, 1managing director of office supplies firm 
UO~, says: 'Getting deliveries on ti1me is really important 
and 1he congestion charge means we have a consistency 
of traffic flow and a rellabi I ity that we know where, the 
traffic's going to be, and thafs important. It means we can 

Follow-up questions 

Market fallure 

g,et there, on time and that·s worth £10 1every day.' However, 

although the congestion charge - which was seen as a 
radical step a decade ago - has won over many of the 
original doubters1 there are still those who claim It has not 
been a success. 

1 Why 1have other cities, in Br,itain and the rest of the world, not rushed to Jolfow London's a.xample and introduce a 
congestion charge? 

2 Do you agiree that road use should be priced? Justlify your answer. 

Note, hovvever, that \N"e can only be cerlain th t the firm or industry is allocative]y 
efficient if every other 1narket in the economy is sirnu]taneously setting price equal 
to MSC. This is an in1possible requir1e111,ent. We shouJd also note that the poUu tion 
tax, Hke any tax, will itself introduce new inefficiencies and distortions into the 
tnarket, associated with the costs of collecting the tax and ivith incentives cr·eated 
to avoid the tax "'dthin the la\;v or to evade th,e tax iUegally. For exan1ple] firn1s tnay 
dump vvaste at night to escape detection. 

Until rece,ntly) gov,ernn1ents l1ave been much 1nore Hk,ely to use regulation .rathe,r than 
taxation to reduce negative externalities such as pollution andl congestion. lnd,eed, 
in the past,, it has been difficul'l to find examp]es of pollut ion t xes outside the p · ges 
of economics textbooks, possibly because politicians have feared ·that pollution 
tax1es would be too unpopular. Bue in recent years, governments have becon1e 1nore 
prepared to use poUuHon and congestion taxes. This reflects growing concern, 
an1rong gov,ernn1ents and the public alike, rof environn1enta] issues such as global 
\Vanning and the problen1s posed by fossil fuel enlissions and other poHutants. It 
n1ay also reUect the growing influence o,f green or environmental pressure groups 
such as Friends o,f tl1e Earth and a g ro"11ing pr, ference to tackh~, environmental 
pr,oblems with market solutions ralher than through regulation. 

C'ASE STUDY 10.3 

The European Union Directive on Carbon Emissions and the 
European nion Emission Trading System 
In 2002 the Kyo,to rProtocol committed the UK and other 
EU countries to reduce g reer, house, gas emissions by 
12 . .5%. from ttieir 1990 ,evels. between 2008 and 2012 .. 
To achieve this goal, the European Com1mJssion issued a 
Directive on Carbon Emissions. Each memiber government 
had to impose tough regulations on carbon emissions for 
energyl steel, camentf glass, bric'k making, paper and 
cardboard industries. Once the reguratory framework 
was established, a 1market in traded pollution permits took 
over. creating market-orientated incentives for industries 
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to reduce polluUon because ttiey can make money out 
of it The market. which is. called the European Union 
Em1ission Trading System (EU ETS)s is a major p~llar of 
EU climate policy. As of January 2013. the EU ETS covered 
more than 11,000 factories, power stations and other 
installations in 31 countries - all 28 EU-member states 

plus rceland, Norway and Liechtenstein. The installations 
regulated by the EU ETS are oollective~y respo11sibl1e for 
close to, half of the EUrs emissions of carbon dioxide 
and 40% of its total greenhouse ,gas emissions. The EU 



ETS r,emains 1he largest m ulltinational, emissions trading 
scheme in the world. 

international credits from emissron-·saving proj;ects arnund 

the world. The ~i1mit on the total number of altowances 
available ensures that they have a value. The BU ETS works on the 'cap and trade1 principle. 

A cap1
, or Hmit, is set on the total: amount of certain 

greenhouse gases that can be emitted by the factortes, 

power p lants and other instaJrations in the system. The cap 

is reduoed over time so that total emissions fall. In 2020, 
emissions from sectors covered by ·the EU ETSwill be 21% 
lower then in 2005. Wrthin the cap, companies receive· or 
buy emission al lowances which they can trade with one 

another as needed. They can also buy limited amoun1s oif 

After each year a corn pany .must surrender enough 
aH:owances to cover all its emissionsi otherwise heavy fines 

errs imposed. I a company reduces its emissions~ it can 
keep 1he spare allowances to cover its future needs or Q1se 
sell them to another company that is short of aHowances. 
The flexibi lity that tra.ding b rings ensures that emissions 
are cut where it costs least to do so. 

FoHow-up ,question 
Research up-to-date detai1s oftha performance of the EU ETS since 2013. 

Pollution permits 
Again unti] recently] the 1nain cJ1oice of policy for dealing with the problem of 
poHu tion \Vas between regulation and taxation. As I have exp[ai ned,. t]1e for·mer is 

an interventionist solution, \!vhereas taxation, based on the principle that the 
poHuter must pay, has been seen as a more market-orientated solution. But 
nevertheless it is a solution w·hich requires the governn1ent to levy and collect the 
poHution tax. 

In the 1990s, another n1arkiet-orientated 
solutio1n started in the USA:, based on a 
trading n1arket in per1nits or licences 
lo pollute. This stiU involves regulation~ 
na1nely in1posing maxhnu1n limits on 
the an1ount of pollution that coa]-bu.rning 
power stations are allowed to emit. foHowed 
by a steady reduction in each subsequent 

KEYTERMI 

traded pollution permits: these 

allow governments to give companies 
I icences to poHute a1 a certain level. 
Companies can buy, sell and trade 

these permits on a market. 

year (say; by 5%) of the maxin1um amount. But once this regu]atory frame\vork has 
been established a market in raded pollution pe it takes over, creating market­
orientated incentives for the power station con1panies to reduce poJJution because 
they can make· money out of it. 

A tradable n1arket in pernrits to poHute ,vo:rks in the following \Vay. Energy con1panies 
able to reduce pollution by 1nore than the law requires seU their spare per1n.its to 
other power stations:, which, far technical or other rea.son.sJ decide not to 1, or ,cannotJ 
reduce pollution belia\v the maximum lilnit. The latter still comp]y wil.h the law1 

even when exceeding the maxi1num emission Hmit, because they buy the spa re 
permits sold by the former group of power stations~ But in the long run, even power 
stations that find it difficult to con1pl.y with the law have an incentive to reduce 
poHution. By doing so, they avoid Lhe extra costs that otherwise result from ·the 
requiren1ent to buy pollution pennits. 
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Establishin,g markets for trading ,privat,e _ptioperty rights 
[n 1960 Professo,r Ronald C,oase. who clied in 2013 aged 92, argued tha.t if 1narkets 
can be created for private property rights governme·nt interventi.on to, corre,ct market 
failures 1nay not be necessary~ Coase used th,e -exiunp]e of wood-burning ]ocomoti ves, 

\vhich in nineteenth-century America frequently set fire to farmers fields. If farmers 
po,ssess the property right to prevent crops being destroyed they can s,eU the rights 
to the raihvay co111panies. By contrast, if the raihvay co111panies possess the property 
right to emit sparks, farmers could pay the co1npanies to reduce e1nissions. 

Coase argued that in both cases the outcome might be the san1.e. U farmers 
hav,e a right to stop the sparksJ but enutting sparks is worth n1ore to the raih~ay 
than stopping the sparks is worth to the farn1ers .. th,e rai],vay wiH buy the right 
to, emf t sparks from the farn1ers> and tl1:e dan1age c1011tinues. But if the railway 
co1npanies have the rjght to e1nit sparks,, and this right is worth 1ni0re to them 
than to the far1ners, the dght w H] not be sold,, and the damage again continues. 
[n this example, initial o,;vnership of property rights has no effect on the amount 

of resources devoted to suppressing sparks. Trading of property rights ensures the 
san11e outco1ne in either case. 

This theoryJ ,v·hich is known as the Coase theo1·em, has greatly influenced the 

free-market appro 1ch to market failures. Indeed most economists no\\r accept that 
govern1nents should try to work. with the rnarke,t rather than against the rnarket 
through regulation. 

EXTENSION MATER'l,AL 

Road pricing 
Case Study 10.2 highlights that 1he issue of whether or not to charg,e motorists for the uss of roads has entered publfc 
debate. The issue centres !largely on road congestion, rather than on pollution 1, because fuel taX:es are a better way 
of reducing tlie environmenta~ pollution causedl by vehicles bum·ing fossiil fuels. Motorists are now charg·ed for driving 
in central London during business hours. and a pri1vate sector firm owns and runs a section of toll motorway north 
of Birm~ngham. Bectron·ic pricing has become technically possible and is tikely to be used in futur,e roed charging 
schemes. 

The case for and against road pricing brings together issues conoerning both public goods and negative externalities. 
Roads are a good example of a quasi-public good since toll booths or electronic pricing can be used to exclude free­
riders. Road use also results in 1the discharge of negative ex1lemal kties. The, extent to which negative externalities an; 
produced depends upon whether the road is congested or uncor,ges1ed. The two s1tuations are shown in Figure, 110.1, 
which 1measures tha flow of traffic (for exampleJ 1he number of cars travelling1 on the, road per hour) on the horizontal axis 
and the cost per journey on the vertical axis. 

When the traffic flow is 1less than F1, an e,xtra motorjst driving along tihe road 'impos,es no negatve, externalities or external 
oosts upon other road users - if we ignore the pollution emitted by cars. In this situation, road use, should be free,, to 
encourage the aJlocatively efficJent or sociafly optimal level of use. For lev,els of traffic flow between zero and F1~ the 
margina~ social cost of road use equals the marginal private cost borne by motonists (MSC= MPC). But once the road 
becomes congested (at flows-of traffic greater than Fi), this is no longer the case, and there ts a case for road pricing to 
provide the incentii'Je to reduce road use. 
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For traffic flows above ~, ,each motorist who drives on the 
road adds tio traffic oongestion, which all motorists using 

Shaded area shows welfare loss to soci,ety 
~f motorists are not charged for congestion 

the road then suffer. Beyond F1~ the marginal sociai cost of costs per Marginal 
motoring ,is greater than the marginal private oost 1nourred Journey social cost 

by tt,e motorist (MSC> MPC). But in the absence of road 
prfcingi whsn deciding whether or not to drive on the road, 
motor.ists cons[der only the private cost of motoring and not 
the external cost dumped on other road users. Providing 
there is no charge for road usei moto,rists use their cars 
up to traffic tlow F2 (at po~nt 11). At F2! the marginal prirvate 
benefit of motori'ngi equals the margin.al p11ivate cost (MPB 
= MPG). At 1his point, the private cost incurred by the 
marginal motorist is C1, but this is less than the social cost 
of the marginal journey1 which includes the margined oost of 
cong,estron caused by ~e marginal motoris·t but suffered 

c, 

0 

Marginal 
p rivate ,cost 

Demand= ,MPB = MSB 

Flow of 
tl'afflc 

Figure 10.1 The benefits and costs of nLSing an uncongested and 
a congested road 

by other road users. At traffic flow F2, the marginal external cost of congestion impos,ed on other road users ~s shown 
by the distance (k - h). 

Resource misaUocation results,, Motorists make more j,0iurneys than they woulid, had they to bear the full social cost 
resu!ting from the use of their cars. The shaded triangle bounded by the points n~ k and h measures ttle we~are loss 
suffered by soolaty at the privately optimal1 traffic flow F2, at whjch MPB = MPG. 

Argual:>ly. there is a case for road pricing when roads become congested. Allocatfve ,e1fficiency ,is improved when a 
motorist 'is charged a price equal to the marg,inal external cost imposed on other road users. as a result of the journey. 
The optimal congestion charge would be ((1 - m)., which measures the marginal1 external cost of a journey at the sociaJHy 
optimal level of road use, F3. Some congestion stitll occurs at Fs) lbut it is less than at F2• and motorists pay for the 
congestlon they g,enerate. The congestion charge or road prioe internalises the extemaHty. Journeys that are worth 
undertaking, in the absence of a congestion charge are not worthwhile once 1he app:ropriate charge is imposed. 

1Gov1ernm1ent poilicy and positive ,ex'te1rn,alitii1es 
Just as governtnents disrourage the production of negaU ve externaHtiesl in much 
the sarne way they try to encourage the production of posHiv1e externalit ies. As \v Hh 
neg,ati ve externalities, the government can choose to regul ,te and/ or try to change 
the prices of goods and activities that yield external benefits. In the latter case, 
subsidies rather than taxes are used to encou rage production and consu1nption. 

Regulation 
Just as regulations can ban the omission of nega'live externalities so the generation 
of positive externalities may be n1ade compulsory. In this situation it is iUegal not 
to provide externa] benefits for others. For exan1ple1 local authority bylaws can 
require house1l1olds to n1aintain the appearance of properties, and the state n1ay 
order landowners lo plant trees. 

SU'bs,id;es 
.A subsidy is the opp,osite of a tax: tha t isJ m,on y paid by the government to people 
or fir.ms undertaking certain activities. Produc,er subsid.ies, given to firmsJ shift a 
good)s supply curve rightward incrieas.ing both the quantity produced of the good 
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and the quantity of po,sitive externalities generated frotn the production ,of the good. 
By contrast a consumer subsidy which is paid directly to consumers Ior spending 
on a pa.rticular good , shifts the dem,and curve for the good rightward .. Fior examp]e,. 
a government c.an use both types of subsidy to encourage use of public transport 
[t can give money to railway or bus co1npanies,, or it can provide subsidised travel 
passes for passengers. 

-

Cigarettes, alcoholic drinks and narcotic drugs such as heroin are 
examples of d m ril goods. P,eople who consume these go,ods do so For 

KEY TERM 

the pleasure the goods yield. But de1nerit go,ods a.re often addictive, 
t.eadjng to an outcon1e in which short-term. pleasure eventuaHy turns 
into long-tern1 health problems. However, the· short-tern1 pleasure that 
consu1nption yi,elds n1eans that a demerit good such as a cigarette 

demerit good: a. good, such 
as tobacco( for whi·ch 1he social 
costs of consumption exceed 
the private costs. 

shou]d not be confused with a bad such as pollution .. A bad yi,elds 
displeasur,e., dissatisfaction or nastiness to the person unwilling]y 
fco nsuming ' iL As a result, people are prepared to pay to get .rid of a bad., though 
as.[ explained earlier in this chapter:, public bads such as rubbish and pollution 
can be dun1ped on others so that the person or fir1n that creates the· bad avoids 
paying for its removal 

Exampl,es, of course, are not the sam,e s definitions. 'There are t,vo ways 
o·f defining a demerit good and both are acceptab]e in an examination 
ans·wer. The first definition centres on negative· externaUties, wh.ere s 
the second definition focuses on i11forn1alion problen1s lh Jt affect 
c,onsu1nption of den1erit goods. In the case of the first definition; the 
n1argina] social costs suffered by t11e wid,er con1munity are g.reater than 
the margin.a] private costs incurred by a smoker or drinkere By contrast 
the second definition ignores externalities) but distinguishes bet\\reen the 
short-tenn and lon.g-tern1. private costs incurred by th,e p,ers,on consutning 
the demerit good. 

KEY TERM 

information problem: occurs 
when peopJe make poor 
decisions because they don 1t 
possess I or ignore, the relevant 
i nf o.rmatio n. 

• D1emerit ,goods and negative externalities. When a person consumes a demerit 
good such as tobacco negative externalities are generated which are unpleasant 
or harn1f u] for other people. People un\lvillingly breathe in the fumes the s1noker 
discharges, with eventual harn1ful effects on their health. (This is the proble111 
of passive smoking~) Si11eHy clotl1ing is a ]nore trivial exa.1nple of a negative 
externality ea.used hy smoking. 

• Demerit goods and information probJ,ems" When teenagers first get the 'habit; of 
smoking1 drinking or drug-taking, they may either ignore the l,ong-tenn private 
costs they 1nay suffer ]ater in life, o,r downplay the significance of tbes·e costs. 
Either way, young peop]e tend to be myopic or short sighted with. respect to the 
costs of consu1ning dem.eri.t goods. A person who started drinking as a teenager 
may regret the decision later in life \Vhen suffering an alcohol-related iHness .. But 
when he or she started to drink, the private costs that only emerge many years 
later are ignored or undervalued. 
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Demerit goods an alloca ive inefficiency 
Earlier in this 1chapter, when di.scussing negative externalities, l explained that 
price must equal the 1narginal social cosl of pro1ducti.01n (P' = MSC) if the ]eve] 
of output in a n1arket is to be aUocatively efficient. Fron, this it follows that 
the al locatively ef fici1ent level of production and consumption of a demerit go1od 
occurs when P1 = MSC. But when a de1nerit good is bougl1t and sold in a free 
mark,et, unaffected by taxes or regu] a tion to discourage ,consumption, too much 
of the good is consun1ted. The privately optin1aL ]eve! of con.su1nption occurs 
\'\rhere P = MPC~ but at this level of consu]nption P < MSC. Thie goiad ls too 
cheap. T'he result is a11ocalive]y inefficient with the deme,rit goo1d ending up 
b ,eing over-c1onsu1ned. 

Merit goods 
Education and hea]t hcare provide 
examp]es of 11erit goodsi which; as I 
stated earlier, n1ust not be co1nfused 
\Vith public goods. (I also 1nentioned 
that both are examples of governn1ent 
goods, ,.rvhich leads to tl1e possibl,e 
confusion.) As is the case wjth den1erit 

KEYTERMI 

merit good~ a good, such as heatth 
care, for which the social benefits of 
consu mp1ion exceed the private benefits. 

goods, merit goods can be defined in two ways: in tern1s of externalities (in this case 
positive externalities) and in relation to information problems. 
• Mel"it goods and positive exle1·naliiies .. When a person consumes a merit good 

such a.s healthcare, the resulting positive externalities benefit other people. An 
obvious exa111ple is that h·ea1.t11y people seldoin spread diseases. The social benefit 
enjoyed by tl1:e wider co1nmunity is great,er than the private benefit enjoyed by the 
healthy p,erson. 

• Merit goods and information problems~ For a m.ierit good such as healthcare, the 
l.ong-tern, private benefit of consu1nplion exceeds the· short-term private benefit of 
consun1ption. But \IVhen deciding ho,1v much to consume, individuals take account 
of short-term costs and benefits ignoring or u nderva'luing the ]ong-term prjvate 

costs and benefits. For many years, I taught in the 0 1pen University, where students! 
ages range from 22 to over 70. On nun1erous occasions adult studea ts said to n1e: 
'If only I had got n1y qualifications when I w.as younger; unfortunately [ did not 
value education when I was at school.' 

EXAiM Tl'P 

Students often confuse merit goods with public goods. Like pulbHc goods, merit goods 
such as education are often provided by the state, but the reason for doing so is different. 
Students also confuse demerit goods with bads or nuisance goods. A bad. such as 
rubbish! yields only disutmty to any unlucky individual consuming it By contrast. a demerit 
good such as ·tobacco certain 1ly fulfils a need and provides satisfaction ~n the short run at 
least) 10 an addic1ed smoker. 
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Me · goods nd a locative ·nefflc·ency 
K 11 a 1narket situation., and given the absence Costs, and benefi,ts 1(£) 

of subsidi 1es or regulations d,esigned tio 
encourag,e consumption, peop]e und,er­
consume, a n1erit good such as education. 
Figure 10.2 shows positive consun1ption 
externalities being generated when 
students 'consume' education. Tlus 1neans 

MarginaJ 
p1ri vate cost 

that the marginal social benefit curve 
P1 

(\vhich shows the benefits received by the P2 

,vhole community) is positioned above 

}

N,eginive mar1ginal = Mar1glnal 
extem.al cost external benefit 

Marginal 
soci a,f cost 

Marg1ina~ Marginal 
pr1i vate = social 

the marginal private benefit curve (which . benefit benefit 

0 Q~ ,02 
~ 

shows the benefits enjoyed by the students 
themselves). However, in a free market in 
,vhich the pric1e reflects only the private 

Under cons.um pti on of education 

Quantity · 
ofedumtton 

benefits a.nd costs, the pric,e of education is set at P 1 in Figure 10.2~ This is the price 
at which P = MFC, but it is not the price at which P = MSC. At P1, education is too 
expensive, too little is consun1ed, and the outcon1e is allocatively inefficient. To 
achi1eve the a Uocativ,ely efficient level of consumption, Q2, the price tnust be reduced 
to P 2• 'To understand. this fuUy you n1ust understand that the positive n1ar-ginal 
external benefit generated \\rhen a. 111erit good is consu1n ed ca n also be regarded as 
a negative marginal external cost Viewed in this way, price P1 is the price at which 
P' = MSC. Hence~ the outcome at v;_rhich Q2 is consumed w ith price P2 being charged, 
is aUocat]vely efficient. The distance between Q2 and Q1 shows under-consumption 
of education at the higher free-marke t price P1. 

Go·vernment pollicy a.n1d demerit 19,00,ds 
I expla[ned earlier iin th[s chapter h,o"r regulation, t~xation and subsidies can be 
used to limit the production of negative externalities. SimHar policies 1can be used 
to discourage consumption of de1nerit goods. Governn1ents can use regulation 
(including n1aking consu1nphon illegal), taxation or both to prevent or limit 
consu111ption of a good such as tobacco or a]cohol. 

Regulation directly influences the level of consuJnption of a demerit good such 
as tobacco. B1y contrast, taxation adjusts the market price of the den1erH good. 
[ n its n1ost extreme for111J regulation can be used to ban co1npletely the sa]e and 
consu1nption of a den1erit good such as heroin. Ho\\rever> this may have the perverse 
effect of driving consumption underground into a crj [n inalised market in VJhich,. 
arguab]y. the social costs of consumption are greater lhan in a legal 'above-ground1 

market. For 'milder' demerit goods such as tobacco '-! nd ,a]coholic drink, s111oking 
and drinking can be banned in public places, while shops can be banned f ron1 
selling tobacco and a lcohol to younger teenagers. 

Co1npletely banning consumption and/or production of demerit goods is a forn1 
of 1narkel rep]acetTient rather than 1narket adjustn1ent. By contrast,. because taxes 
placed on goods affect incentives which consu1ners and fir111s face, they provide a 
[narket-orientated solution to the problen1s posed by demerit goods. 
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EXAM TIP 

M1any exam candidates 
assert that any good 
that is 'good for you' 
is a merit good. This 
assertion is w rong. 

-

Governm1ent po,Ucy and merit go1ods 
As with other ex · mples of positive externallities, gov1ernments can use regulation, 
subsidy or both to enforce or encourage consumption of m 1erit goods. For merit goods 

such as car seat belts and 111otorcycle crash helmets, which are infrequently 
purchased by road users, the UK government uses regu lation but not subsidy. 
Consun1ption is compulsory but road users must pay a n1arket price for the 
n1erit good~ In these cases, 1he government has decided th.at, as spending on a 
seat belt ,or crash heltnet fo:nns only a sn1aJI part of total consun1er spending, 
road us.ers can afford to pay. By contrast, other n1,erit goods, such as vaccination 
against contagious diseases> ar,e co1nplete]y subsidised and pro,vided free, but 
in the UK consumpti,o,n is not compulsory* 

In the UK,. education and healthcare are provided by the state and form a n i.1nportant 
part of pubHc spending. Neverthe]ess pr:iv ,te s1ector provision also ex-ists, and is 
grow ing~ One reason for growing private sector provision of 1nerH goods lay in the 
I et that free st;1te provision does not necessarily 1nean good-quality provision. 

Merrit goods and uncertainty, m,oral hazard and advers,e s,e·lection 
Uncertainty about future long-ter1n benefits and costs contributes to under~ 
consumption of merit goods. For exan1pleJ .a person does not kno\V in advance when, 
if ,ever, the services of a specialist surge·on 1night be needed. Sudden illness rn ay 
lead tio a situation in which a person cannot afford to pay for costly surgery, if 
.provided solely through a convenHonal market. One market-orientated solution is 
[or private m1edical insurance to pay for the cost of treatment at the tin1e when it is 
needed. However. prlvate medica] insu rance often f ils to pay for treatment for the 
chronically HJ or for the poor. Private insurance may a]so fail to provide medical 
care for risk takers in society who decide not to buy insurance1 as distinct from risk­
averters .. who are always the most ready custon1ers for insurance. 

Like a.U private insurance sche1nes,, healthcare insurance suffers fro111 t,vo further 
problen1s, both of which ]ead to n1arket faHur,e. These are the problen1s of 1noral hazard 
and adverse s1election. Moral hazar is den1onstrated by the tendency of people covered 
by health insurance to be less careful about thieir health because they know that, in the 
event of accident or illness, the insurance 
company wHl pick up the bHL Ad,1e1-se 

selection re]ates to the fact th at people 

whose health risks are grearest .are also 
the people most likely to try to buy 
insurance policies. Insurance companies 
react by r1ef nsing to sell health policies 
to those ,v-ho most need private health 
h1sura.nce. For those to who111 they do 
se]] policies, pre1nium leve,Js are set 

suffici.ently high to enable the companies, 
to remain profitable when settling the· 
claims o,f custorners facing n1ora[ haza.rd 
or vvho have been ad verse ly selected. 

KEY TIER'MS 

moral hazard: describes the tendency 
of individuals and firms, once insured 
against some contingency. to behave so 
as to make that contingency more likely. 

adverse selection: describes a situation 
in which peop1,e who buy 1nsuranoe often 
have a better tdea of the risks they face 

than do the sellers of insurance. Peop!e 
who know they face large risks are more 

likely to buy insurance than people who 
face smal I risks. 
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Market fallure 

Public collective provision., perhaps organised by private sector co11npanies but 
gua.ran t,e'l~d by the state and funded by compulsory insurance may be a better 
solut ion .. Both private and public coHective~provision schem.es a re a response to the 
fact that the dema nd or need for med ical care is .much more predictable for a ]arge, 
group of people, than for an individual. 

Valu1,e jud,gements an,d merit and de1merit goods 
Many people believe that an extern al authority) such as the state or a religious body, 
is a better judge tha n individuals of \vhat is good for ·the111~ The state a nd religiou s 
bodies shou]d therefore encourage the consumption of 1nerit goods and discourage 
and sometimes co1npletely ban the consun1pHon of de1nerit goods. 

'EXAM TIP' 
W hether one agrees w ith th is rathe,r paternalistic view depends on one's own 
persona l value judgement. Indeed ·\vheth1er a good is regarded in the first 
place as a merit good or as a demerit good depends upon sin1ilar personal 
value judgen1ents. Goods regarded by som,e people as n1erit goods a.re regarded 

Make sure you don't 
confuse a demerit good 
with an economic bad. 
When consumed, a 
bad yieJds d isuiti I ityl 

whereas a dE:amerirt 
good provides utility to 
the consumer, at least 
in the short run. 

by others as delnerit goods. Exa1nples include birth control, sterilisa.11011 and 
abortion, wh ich, depending ,on ethica] ,or reHg ious standpoints,, are regarded 
by so1ne people as good fo r soci,ety) but by others as bad. The q uestion of 
deciding wh ether and to wh at extent a good is a meri'l or a demerit good) or 
indeed neither depends on value judgements that are likely to vary greatly 
from individual to individuat and bet,veen societies~ 

CASE STUDY 10.4 

Should narcatic drugs be legali ed? 
Fed up by the growth of deaths,, cnime and corruption 
generated by the wo:rld 's illicit drug trade, a growing 
number of government officiafs and academjc experts 
have begun to debate whether the consumption and sale 
of narcotic drugs such as heroin and cocaine should be 
made legal. Prohibition of these drugs may have failed. 

The !egalisaUon argument rests on the assumption that 
drug laws, not drugs themselves, cause the most damage to 
society. H drugs were legaJ J' the argument goes, drug black 
markets worth tens of billions of dollars would evaporate, the 
empiries of drug gangsters would ,ooilapse, addicts would 
stop committing street crimes to suppo:rt fl1eir habit and the 
poUoe, courts arid prisons would no l,ongsr be overwhelmed 
by a probiem they cannot hope to defeat. 

Follow-up quest ions 

But most politicians and policy-makers disagree, 
arguing that highly damaging substances would be 
cheaper, purer and far more widely available, and that 
11egislation would cause a sharp jump in private costs. to 
the drug users and external costs imposed on socjety in 
g,eneraJ. They say the losses would far outweigh the gains. 

A key question is how miuch does socre,ty pay because 
drugs are fllegal and how much does soctety pay because 
drugs themselves are harmful? Drug-related crime, such 
as child abuse and assaults by people experienoiing drug-
1induced psychosis, 'Nill still exist,, even if consumption is 
11,egaUsed. 

1 Explain why a narco1fc drug such as heroin is usually v1ewed as a demerit good. 
2 Should the problem of drugs be treated as a health concern rather than a crim'inal justice prob!em? 
3 Do you ag1ree that narcotic drugs should be legalised? Justify your argument 
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Exam-style questio 

Markets can fail b ecause thay function inequitably or because they functron inefficiently. 
A highly unequal1 distribution of income may r,esult from a market functioning inequltably. 

Allocative inefficiency prov,ides ,evidence of a market functioning inefficient ly. 
Monopoly, pubiic g,oods {and public bads), extemaJities, merit goods and demerit goods all 

lead to m,arket failure and allocative inefficiency. 
Complete market failure leads to m issing markets. 

Partial marke·t failure results in too much; or too littl,e,, of a good be·ing provided and/or 
consumed, 

Market fai lure ls associated with resource misallocaUon. 
Regulation, taxation and markets in permits to poll'ute are used to reduce negative 

externalities and the consumption of demerit goods. 
Regulatio,n and subsidies are used to encourage the productfon of positive externalities and 
consumption of merit goods. 

Extending ths legal ,entitlement to property rig1hts is another method of reducing negativ,e 
externalities and encouraging production o,f positive externaJitres. 
Uncertainty, moral hazard and ad!/erse selection all contribute to under-consumption of 
merit goods. 

Lack of accurate information about what might happen in the future, or down-praying of 
known information, contribute to under-consumption of merit goods and over-consumption 

of demerit goods. 

1 With examples. explain the difference between market faillures resulting from 

ineffiojency and those result~ng from inequity. (15 marks) 

(15 mar s) 2 Explain the free-rider probiem in the context of public goods and extemalities. 

3 Evaluate the case for using taxes and subsidies to promote the allocatively 

efficient l1evel of consumption of merit goods and demerit goods. 

4 Do you a.greB 1hat markets on their own can be relied upon to reduce the 
problems of environmental pollution? Justify your answer. 

Extra resources to help you re ise are a ailable online at www.hodderplus.eo.uk/phiH allan 

(25 mar s) 

(25 mar s) 
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One of the main functrons of government m1icroeconomic policy is to correct market 
failure. Often. however, such intervention leads to government failure. Government 
failure occurs whenever government intervention ~n markets or the d irect provision by 
government of goods or services leads to an unsatisfactory outcome. 

Governments often try to pre-empt and minimise the possib ility of government failure by 
considering the costs and benefits for society as a whole that might resu It from 
government intervention in ths economy. But cost-benefit analysis (CBA) need not be 
resb·lcted to analys ing 1hs effects of governrnent policy and intervention in the economy. 

It can be applied to private sector 1investment decisions, and incised to any dec~si:on, 
however grand or trivial, made by an ord inary me.mber of society such as you or me . 

........ ····················-············· ································································~······~ 

' ... LEARNING ·0 1UYCOME.s :·. . . .. . .. - ~ .- . . . . -. -- . ' . - -

This chapter wi It: 
link g,ovemment failure to attempts to correct market failure-s 

• relat1e government failure to public interest theory and public choice ~eory 
dist,inguish between cost- benefit ana(ysis and private sector investment appraisal 

• discuss the problems that arise when undertaking a cost- benefit analysis 

At AS you learnt that government fai lure oc-curs when government intervention in the 
economy leads to a misallocation of resources. You also learnt that government intervention 
in the economy, for example to try to correct market faiiure, does not necessarily result in 
an improvement in econom1c welfare. The Unit 1 AS speaificaUon states: 'Governments 
may createf rather than remove I ·marke1 djstortions and inadequate informatron I confl1cting 
objectives and administrative costs should be recognised as possible sources of 
government failure.' 

Cost- berieffl analysis rs not mentioned in the AS specifica1ion. However, you may have 
come across the concept when evaluating at AS the various ways in whioh government 
intervention affects the economy, particularly with respect to attempting to correct market 
failures. 

he possibi ity of government ai ure 
Economics students so1neti1nes assun1e that once .a governH1ent intervenes to 
reduce or to eli1ninate a 1narket failure, the policy is in1n1e,iliately effective, a nd that 
everyone can then live happHy ever after. But there is another possibility. When the 
government intervenes to try to d,ea] with a problem, far .fron1 curing or arneliorating 
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, EXAM TIP 

Merit goods, demerit 
goods and externalities 
provide a link between 

market faJlure and 
government failure. 

EXAM TIP 

Government failu re 
often resu,ts from the 

failure of ~nterventionist 
poUcies to correct 
market faHure. 

the problem intervention actually n1ak1es 
matters ·worse. When this happensl the 
problem of go\r ~nm nt failure replacies 
the pr,oblem of market failure·~ 

Government ai uire and 

KEY TERM 

government failure; occurs when 
government intervention in the economy 
is ineffeotirv,e~ wasteful or damaging. 

the law of unintended conse uences 
The Jaw of tu1.intended consequences:M which applies in almost all fields of h un1an 
behaviour, predicts that whenever the govern111ent intervenes in the n1arket 
economy, ,effects wiU be unleashed which the policy .. 1nakers l1ad not foreseen or 

intended. S0111eti1nes of courset the unintended effects may be advantageous 
to the economy ,vhil,e in other instances they 1nay be harmfu] but relatively 
innocuous. In either of these circun1stances~ government int1ervention can be 
justified on the ground that the social benefits of intervention exceed the so,cia1 
costs and therefore contribute to a net gain in econon1ic welfare .. But if government 
activity - however \Veil intentioned - triggers hartnfu] consequences:, which 
are greate·r than the benefits that tl1e goverrnnent intervention is supposed to 
pro1note" go,vernment faUure ,vj]l resu! t. 

Pub ic choice theory and gove nment failure 
Economists of a free-market persuasion argue that governmen'ls should be wary of 
intervening to try to correct any aHeged 111arket failures, inc]uding those related to 
the environment This approach to markets and n1arket failure is associated with a 
wider body of theory abo1ut the role of government in the economyj. kno,vn as public 
choice theory .. 

The fr,ee-ma.rket advocates of public cl1oice· theory regard a marke·t ,economy as a caln1 
and orderly place in which the price mechanisn1;, w1orking through t11e incentives 
signalled by price changes in competitive 1narkets~ achieves a more optin1al and 
effici1ent outcom,e U,an could result from a poUcy of g,overnment intervention. They 
believe that risk-taking businesspeople or entrepreneurs ·who lose or gain tJ1r1ougJ, 
the correctness of their decisions in the market place\, know better what to produce 
than civil servants and planners en1ployed by fhe government on risk-free salaries 
·\<vith secured pensions. Providing that n1arkets are sufficiently competitive~ 1Nhat is 
produced is ultin1ately determined by consumer sovereignty, with consuiners knowing 
better than governments what is good for the111. 

According to the free-n1arket philosophy:, the correct function of governn1ent is 
to reduce to a rninin1u1n its econonlic activities .and interfer,ence ,vith private 
eoonon1ic agents~ Thus goverrunent should be restri:cted to a nig]it-,11atchman 
role~ 1naintaining law and order, providing pubUc goods and possibly 1of(ering iother 
minor corrections when 1narkets faU. GeneraUy, government [s there· to ensure 
a suitable environment in which wealth-creating entiepreneurship can function 

in competitive markets subject to 1ninimurn regulation. This phJlosophy of the 
correct role of markets and of government leads free-market economists to reject 
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Governn1ent failure and cost-benefit analysis 

g1overnment intervention in the economyl including policies that aim to correct alleged 
market failures. They believe thatJ at best such intervention will be ineffecH ve; at worst 
H wil] be damaging, destalbilising and inefficient. 

Public in erest theory and government failure 
P'ublic interest theory is very different to the public choice theory [ have just 
explained. Public interest theory is favoured by Keynesian econo1nists \ivho 
genera.Hy support governn1ent intervention in a market economy. They believe that 
govern1nents intervene in a benevolent fash ion in the economy in order to eliminate 
·\vaste and to achieve an efficient and sociaH.y desirable resource allocation. Pub]ic 
inter,est the,ory, applied a t the microeconomic level in the econotny to correct mark.et 
fajlure, is matched at the ,macroeconomic level by Keynesian economic n1anage1nent 
of the economy. Keynesians beHeve that go,v,ernn1ent i nterventi,on at t'he, macro level 
can anticipate and countier the destabilising forces existent in the market economy, 
a.1ch iieving a better outcome than could be ach ieved in an economy subject to 
unregulated market forces. I{eynesians justify discretionary govern111ent intervention 
in th.e econon1y on the ground that, provided the intervention is fsn,arf and sensib].e, 
gavern1nent activity stabilises an otherwise inherently unstable n1.arket econon1y. 

Government fa"lure and cos benefit analysis 

Should government 
intervene in the, economy?' 

Govern m.ents, of course,. want to prevent lhei.r po1icies> both those cu rrently in 
progress, nd those they are considering undertaking in the future, being cast as 
governn11ent failures . To prevent or al least to 1ninin1ise the possjbiHty of government 
failure, governm,ents use cost- benefit analysis (CBA). Iiowever, CBA contains ill s 

ovvn problen1s, and the large ainounts of taxpayers' n1oney governn1ents spend on 
1CBA may the111s1elves be regarded as a forn1 of goverrunent failure. 

' EXAM TIP I 
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CBA is used by 
governments to try 
to prevent future 
government failures. 
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CASE STUDY 11.1 

EXAM TI P 

CBA is usuaUy associated with investiga1ions, commissioned: by government, into large and 
expensive infrastructure projects. However, i11 recent years such examples of CBA have 
been thin on the ground. Governments appear to have decided that the costs of large CBA 

investigations are greater than any likefy benefits. Nevertheless many smaller cost-benefit 
analyses are undertaken in-house wirthin government departments ,such as DEFRA, and the 
Freedom of Information Act makes them acoessible on the internet. 

Wha is cost- benef·t analysis? 
----Cost- benefit n lysis (CBA) is a n1elhod of 

decision making that takes account iof external 
as wen as private costs and benefits. CBA 
undertaken by a government usua1ly assesses 
v..rhether a particular decision, for ex.arnp]e an 
investment project js socially optimal and 
in ·rhe· public interest, and oot jusl privately 
optimal and in the interest of the 1econoimic 
agent undertaking the activity. 

KEY TERM 

cost---benefit analysis (CBA): a 

technique for assessing all the costs 
and benefits likely to result from an 
economic decision, i.,e. the social 
costs and benefits and not just 1he 
prtvate, costs and benefits. 

In the past]I CBA has most often been used by g,overnrnents to heJp decide whether to 
invest in a n1ajor public project such as a motorivay, an airport or a major invest1nent 
by a nationalised industry~ However, there is no reason in principle \\rhy a private 
sector i11vest1nent such as the Channel Tunniel, or indeed any action by a private 
economic agent or by the government (e.g. a tax change) cannot be exarnined 
·by CBA* Fair examp]e, a cost-benefit analysis of the proposed decisiion to extend 
Stansted Airport would take into accoun't co,sts such as bui1ding and maintena.nce 
costs of th.,e extension and of bnproved road and train Hnks, compensation paid 
to lo1cal landowners and housebolds .. and enviroin1nental dan1age caused by the 
extension and by addi tional flights that ,viU use the airport. Benefits would include 
any tin1e saved by traveUers]I possible reductions in congestion near other airpor ts]! 
and the add\itional jobs created by the expansion. 

More than 40 years ago in 1971, the eoonomlst Edward Mishan wrote a very good' introductory article explaining cost­
benefit analysis The passage below has been adapted from Mishan's article published In the Lloyds Bank Review~ 

The ABC of cast bene,fit analysis 
Cost- benefit analyses are in hig·h fashion. Scaroely a 
week goes by without an autho rltative voice asserting 
that, in connection with some proposed project or other, 
a thorough oost- benefit study is needed. No matter how 
heated a controversy1 a government can still the protes1s 
of the cr,itics and be assured of a respectfu1 si fence simply 
by announc~ng that a cost- benefrt analysis .is in progress. 

The popular beUef is that this nove! teen nique provides a. 
scientmc assessment of the social value of a project1 or at 
least an objective assessment. 

True. ff every benefit and every cost associated wlth a 

proposed project of investment is properl;y evaluated and 
brough1t into the calculus fn a systema.t1c way the resulting 
sum - whether an excess of benefit over cost or the 
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Governn1ent failure and cost- benefit analysis 

other way round - can hardly be challenged. Yet such a 
statement is not much more than a tautology. The fact is 
that evaluating 'properly' aUI rel.evant data is a guiding ideal, 
not a current practice. For although the procedure used 
in cost-benefit anatysis fol rows, certain conventions, the 
outcome may vary according to the economist in charge 
of the study, because of differences in judgement with 
respect both to what is to be included and how it ts to 
be ,evaluated. In the absence of consensus,, the individual 
judgement of whoever is jn charge is an important facto,r 
in the outcome,. 

Judgements differ in the eh oice of which items are to 
be valued at market pri·ces and whioh are to be valued at 
shadow prices; f n the range of intangibtes to be included in 
the study; in the methods used to evaluate these intang1ibles; 
in the choice of an investment criterion~ and in the devices 
used to make allowanoes for future uncertainty. It is well to 
bear in mind that, in the present stage of Its deve1opm ent~ 
cost-benefit analys1s is an i1mperfect catculus, as m1uch an 
art as a matter of science, or more precisely, as 1much a 
rmatter of judgement as a technique. 

Follow-up questions 
1 Do you agree that cost-benefit analysis is 1more o'f an 'art' than a 'science'? Justify your answer. 
2 What is meant by a •shadow price'. and what ~investment criterion• might be· applted in a cost-benefit ana[ysis? 

(Hint: read the Extension 1matsnal that fol lows shorbly and the paragraph after it.) 

Why cos -benet· analysis is ne ded 
Suppose the economy in which we Hve displayed the following conditions: 
• perfect competition in all econo.mic activitiies 
• all effects relevant to the \.ve]fare of individuals are priced through the market 
• no econorn.ies of scale and no externaHties 

Over 200 years ago 1 using the invisible hand n1etaphor, the gr,eat classiical ,economist 
Adam Smith described such an economy. lf such an ecornomy actually 1exis t1ed~ 
cost-benefit aualysis would not be needed. Tndividua1s pursuing pr ivate greed to 
maximise self-interest \~ould at the same time ensure that the social benefit of the 
,vhole community was also achieved. 

But, for goo,d ,or for bad, real-world economies are not like this. As we have seen 
in previous chapters~ market imperfections,, econon1ies of s ,cale; missing markets 
and externaUties mean that instead of 1naxin1ising the social \Velfare oif the '1vhole 
con1n1tn1ity:. the price 1nechanisn1 misallocates resources and produces unjustifiable 
inequality in the distributions of incon1e and wealth.. 1Cost-benefit analysis is a 
techntque for evaluating an the costs and benefits of any econo1nic action or decision: 
fl'lat is~ the social costs and benefits to, lh·e whole· commuJtity and not just the priV'ate 
costs and benefits accruing to the econon1ic agent undertaking the action. 

The dif er nces b tween privat sec or ·nv stment 
appra·sal and CBA 
Social cost-benefit analysis is reaUy just an ,extension of private sector investtllent 
appraisal in that CBA assesses all the ,costs and benefits [external as well as private), 
fnr society as a \V hole, of making particular econon1ic decisions. A private secto,r 
business deciding whether o,r not to1 invest in new capacity has to estimate the initial 
cost o,f ·the investment, the siz,e,. shape and ]ength of :it.s fu ture inco111e stream , and 
how to pl ce monetary values on future priv te costs and benefits. 
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EXAM TUl' 

Exam questions. \NiH 
not be set on the 
techniques of pr,ivate 

SBctor investment 
appraisal. but 
knowledge of tlie topic 

helps to bui Id up an 
understanding of CBA. 

EX'TEN'SION MATERIAL 

Hov..,ever, s,ocial cost-benefit analysis has to go furt her calculating expected 
future external costs and benefits. Many of the so,cia] costs and benefits 
resulting in the futu.re from an acU,on undertaken no\v take the forn1 of 
externalities that a re difficult to q uantify .. H O\Y does one put a monetary value 
on the saving of a hun1an Life resulting fron1 fewer accidents on a proposed 
motor\vay? What is the social cost of th,e d,estruction of a beautiful view? It is 
extren1ely difficult to decide on all the likely costs and beuefitsJ to draw a H ne 
on w.hich to include and exciudeJ and to put n1onetary values on all the chos·en 
costs and b 1enefits acer uing in11nediately and those w hich \Yill only be received 
in the distant fu cure. 

How a bu 1ne makes 1nve tmient deci 10n 
Investment in fixecf .. capital projects, such as buifding a new factory. involves calculating all the future costs the project will 
incur and all the future benefits It will yield. A business has to put a 1monetary value on the project's expected net future 
inc0ome stream (i.e. future benefits minus future costs). 

The central proble,m is guess1ng and putting money values on an unknown and uncertain future. lf a filTfl is to maxim1~se 
profit after invesfo1g in a capital pro1ectl the following condition must be met: 

the rate of return 
per y,ear expected 
over 1he 'ltfe of the investment 

the e,xpacted rate of interest > per year which must be paid 
on borrowed funds to finance the investment 

This requires the firm to estimate the initial f ioced cost of ths jnvestment, together with details of its expected future 

income stream. The finn m ~ be reasonably sure of the initi aJ fix1ed cost of an investment. It also knows the current rate 
of interest or cost of borrowing wh tch has to be paid to raise the funds to financ.e the lnvestment. H oweverl 'some ,of the 
most important features of an inves.tment are not known, and these have to be estimated or guessed. The firm must 
estimate the expected life ,ofthe investment together with the size and shape of the income stream Which the investment 
is expected to yield over the years of its life. 

Figure 11.1 mustrates some of the probl'ems facing a business when deciding whether or not to invest in particular 
fixed .. capital projects,. The dragram assumes that. because of a shortage, of investment funds~ the bus,iness is 
choosing' between two investment projects. These are a ~leet of trucks to transport 1he firm's goods to customers, 
and a comput-er system for organising business activities such as customer orders,. payments to suppJiers and the 
company's wage biH. 

Esti1mating the size and shape of the expected income stream (Mure revenues fess future costs) is fraught with uncertainty. 
Not only must the investment's physical output be calculated for each y,ear in the asset's expected eoonomic fife,, so also 
must the prices at which the output ,is sold and the runniing oosts of the investment This includes future lnterest rates or 
borrowing costs, and future prioss of other in puts such as labour and raw materials. 

For the sake of simplicity, Figure 11.1 assumes botM rnvestment projects are identical in all respects e~cept one. Each 
investment oosts £1 1mi1Hon and takes a year to complete (Year O in the diagram) be·fore the inv96tment can be u~ed 
by the firm. Each investment hes an expected economic life of 10 years (Years 1- 10 in the d~agram)! and the business 

expects each investment to deliver exactly the same total r ncome stream over the '10-year period. Expected income is 
shown by the wedg,e-shaped area drawn for each investment project. Finally. at the end of 10 years, neither investment 
has a second-hand or scrap value, but equaHy. no disposal costs, are ~ncurred. 
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1(a) First possible Investment project: 
a fleet 1of trudcs 

Trucks' expected 
income stream 

Year Year Year Year Year Year Year Year Year Year Year 
0 1 2 3 4 5 6 7 8 9 10 

Cost of the flxed 
~nvestment £1,000,000 

(b) Second possible investment project 
a computer system 

Co:rnputersystenr's 
expect,ed income stream 

Year Y1ear Year Year Year Yealfl" Year Year Year Year Year 
0 1 2 3 4 5 6r 7 8 9 10 

C,ost of the fixed 
jnvestment £1,000,000 

Fig re 11.1 Two alternative investment projec1s aval lable to a busi ITT ess 

Alrthough both investment projects are expected to earn exactly the same total income, the key· difference between the 
two projects lies in the shape of the expected income streams, which are mirror images of each other. The business 
expects the trucks to suffer breakdown and 1mechanicaJ problems as they get older. This means the trucks earn most of 
their income early iri the 10-year period:. However, the computer system is expected to yield most of lts ~ncome late in the 
10-year period. A possible reason for this lies in the, fa.et that it takes time for a business to make ~ull use of an ICT system. 

Given all the information about the two competing, projects~ which project should be chosen by a profit-maxfmising 
business? Ths answer is the fleet of trucks. Two reasons justify this decision. Rrst. the furture IS always uncertain~ and 
the further we go into the future, the greater the uncertainty. Bus~nessss must face the possibiUty that an investments 

economic life (or business fife) will be much shorter than its technical life. The developmer,t of new technologies. or 
chang'Ss in the price of !labour or energy, may render an investment productively inefficient long before it actuality wears 
out or permanently breaks down. Thfs is partiouJarJy true in the oase of comput.er systems. The firm may have t,o write 
off 'Dhe computer system long before the 10 years are up, and replace it with a new system that was not around at the 
time of 1he initial investment. 

Second, and even more importantly, inco,me received early in a project·s life can be reinvested, either in ano1her project, 

or to earn the rate of interest when deposited in a bank or financial institution; Thts is true for aH projects, but projects 
that earn mast of their income early in rife have much more potential for earning1 income in this way than projects earning 

income mostly late in life. Because the trucks deliver most of their income earty in the 10ayear period~ they have a greater 
scope for earning such inooma. 

The echniques used in cost-benefi analysis 
,cost- benefit analysis is r,eally an extension of methods that are used by private sector 
businesses to decide whether particular investment projects. are worthwhfle,. To find 
out more about _private sector inv,estment appraisal read the Extension material 
included above~ Two of the techniques used both in social cost- benefit analysis and 
by private businesses when choosing whether to invest are: discounting the future 
and sl1adow pricing. 

. . .... 
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Dis,counting the future 
An important feature of both privat,e sector 
investment appraisal and of social cost­
benefit analysis is the method of placing 
1nonetary values,, not only on current and 
expected future private costs and benefits, 
but on external costs and benefits as well. 
Costs and benefits occurring many years 
ahead n1us,t have lov,er monetary values 
placed on them than similar costs and 
benefits occurring in thie n.ear future~ 
.A matJ.1ematical technique known as 
discounting tbe future is generally us,ed 
to place appropriat,e n1onetary values on 
costs and benefits expected in the future., 
D1iscounting the future enables both firms 

EXAM TIP 

The Unit 3 specification states: 
'cand,idates are not expected 
to have a detaHed knowledge of 
tech rl'iques such as discounting 
and shadow pricing:, but they 
should understand that money in 

the future is worth less than money 
now and that prices have ta lbe put 

on economic activities where there 
is no 1market p rtce. Candidates are 
expected to relate cost-benefit 
analysis to the problems caused by 
externalities and to market fai l u r1e 
and govemm,ent fail'ure. r 

appraising their own investments:, and the governn1ent undertaking a social cost­
brenefit analysis:, to calculate the n1onetary value now of costs and beneifits expected ,in 
the future. The Iurther we go into the future, the Lowier the current value of expected 
future costs and benefits~ 

Shad 1ow p.ri.cing 
The prices charged for traded goods and services do no,t alwa}'S reflect the true socia l 
1nargina! cost of resources in alternative uses~ Market failure 1nay produce this result 
as may taxes and subsidies that do, not refle,ct the c,orrection of market failure. For 
these reasons~ cost-benefit analysis son1etimes uses prices which are different f ram 
the prices actually charged fo.r goods and services. The artificial set of prices used 
in CBA are known as shadow prices. Shadow prices are impu:t,ed prices designed to 
r,eflect the true social costs and benefits of a particular course of action. F,or exan1ple:, 
the extra jo1mney thne, spent by peop;le travelling fr,om ,central London t,o Stansted 
ratl1er than ·Heathr,ow 1nigh.t be valued. at an appropriate hourly wage rate, as would 
the time saved by traveUers Hv[ng closer to Stansted.. 

Some difficulties involved in CSA 
I have already n1entioned so1ne of the problen1s involved when undertaking a. 
cost-benefit analysis. These include the proble1n of placing a monetary value on 
exte,rnalities, which by thelr nature are 
delivered and received outside the market;, 
the problen1 of ch.oo,si ng an appropriate r .te 
at \vhich to discount the future· and the 
proble1n of setting shadow prices accurately. 
In addition to these prob]ems, CBA als,o 
suffers fron1 th,e follo\ving difficulties and 
1in1i tations. 

EXAM TIP 

Unit 3 examination questions may 
ask for an explanation and an 
evaluation of pro btems encountered 
\Nhen undertaking a cost- benefit 
analysis. 
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Forecastiing 
It is difficult to forecast aU the costs and bene.fits, that ,night aiccur in the future. 
Supply and demand patterns must be predicted together \vith Hi e developm,ent 
of completely new Lechnologies that at the thne of the CBA can only be guessed. 
Population distributions may change, and different rates of inflation can have 
djfferent impacts on future costs and benefits~ 

Objectives 
CBA helps policy-1nakers to choose between different ways of achieving a particular 
objective], but it cannot be used to choose between alternative objectives. For exan1p]e, 

1CBA can be used to choose between expandingl or not expanding. Stanst,ed, 1Gat\\dck 
and Heathro\v airports, but it cannot be used to, choose bet\Ve·en investing more in 
transport or investing in hospitals, schools and unjversiHes. 

S 1ocial wellfare 
Th,e value of CBA is lbnited by a definition of an increase in social welfar1e, which is 
implicitly included in cost- benefit ana]ysis. In CBA, an increase in social welfare is 
defined according to the Hicks-Kaldor test. In this test., devised more than 60 years 
ago by tvvo en1inent UK econon1ists, Sir John Hicks and Lord K.aldor, social welfare 
in1proves if the \veUarie gain enjoyed by the 1winnersj from a policy n1easure· is greater 
tl1a11 the welfare loss suffered by the 1l1osersJ. To put it another way1 if part of the welfare 
gain is paid by the 'winners' to compensaLe the 'losers\ there is still a. net weliare gain, 
even though in practice, such cornpensatlon is seldlom paid~ CBA has often justified 
a particular project on tJ1e grounds that,, when all cost.s and benefits have been 
evaJualed t11ere is a net welfare gain using the Hicks- Kaldo.r test. However, a cost­
benefit analysis can reach this conclusion by effectively bypassing the distributional 
consequences of the project. In the case of some projects, most of the 'winners' are the 
already bettera1off, and n1ost of the 'losers• are the already disadvantaged. 

T 1he benefit and cos of HS2 
At present, 13 countrie-s oper~e modem highaspeed 
1ra'i1 lliries. A further 26 countries are1 either adding to 
their existing network or building high-speed ra;1 for the 
first time. 

case, investing £32 .. 7 bi1llion to gain £46.9 billion obvious~ 
makes sense. 

The UK government he.s decided to invest £32. 7 bJI lion 
in a high-speed rail link (known as HS2) between London 

and Birmingham,, and eventual~y beyo,nd to Manchester 
and Leeds. However, by 2013, costs had aJready risen. 
The government believes the HS2 project win bring 
!between £41.4 billion and £46.9 bil lion of economic 
lbenefilts over a period of stx decades. ranging from 
i noome from ticket safes to reduced congestion on the 
roads and the creation of hundreds of jobs. If this is the 

Unit 3 Business economics and the distribution of income 

The project has the support of some of the country's 
most senior economists and bustness leaders .. However; 
ttiere, are many who have challenged the goven,ment·s 
assumptions and calcurattons. 

Many who Uva along 1he proposed route are naturally 
opposed to the project, fearing· years of disruptive 
construction work. followed by up t,o 28 1rains an hour 
screaming past their homes ,and villages at speeds ofr 
up to 250mph (400krn!h). Because the trains don t stop 
between major cities, those living along the train routes will 
suffer environmentaJ degradation. 
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Many who live along1 the proposed route of HS2 are opposed to the project 

But many of the so-called 'nimby' (not-in-my­
back-yard) locals ato,ng the proposed railway lines are 
h~ghlighting other - arguably rather mor,e objective ~ 
reasons why it should not go ahead. This is because 
the go,v,e.rnment's case in favour of HS2 is based 
on a number of assumptions that opponents have 
worked hard to discredit The Campa.ign to Protect 
Rural England has expr,essed doubts about the 
government's carbon forecasts for HS2. However. the 
main arguments re,late to the economic assumptiions 
behind the g,overnment's analysis of the costs and 
economic benefits. The Institute of Economic Affa~rs 
(IEA), which is arguably the most vocal think-tanik 
opposed to HS2~ predicts that costs willl be greater 

Follow-up qaesUons 

whil1e the economic bene,fiits will be lower than 1he 
government has forecast. 

The overall costs wHI allegedly be, higher for a number 
of reasons, the IEA insists~ ranging from minor oosts such 
as compensation for disruption during the .construction 
work being paid to season~ticket holders~ to major 
expenses arising from, a resultil ng need to expand and 
upgrade Euston station and trenspo rt I inks to and fliom the 
station. And the overa111 revenue firiam Ucket sales is unlike~y 
to exceed £27.2 bUllon, the IEA calcutat,es. But tha central 
argument against HS.2 put forward by the IEA is that the 
business case is based on an overly optimistic prediction 
of how much and how fast demand for long-distance train 
treve 1I will grow. 

1 Should governments 1nvest fn cflag~waving,' projects such as HS2? Justify your answer. 
2 10utline four ·factors that should ba included in the opportunity cost of HS2. 

'A t·na cri ic sm of cost-b nefit analysis 
Critics argue that CBA is pseudo-scienti fic. By this, they mean Lhat 1CBA appears 

to be a scientific technique for evaluating projects, undertaken by impart ia] 
iexperts'. In practice) howev,er; CBA is loaded ,vith value judgn1ents and arbitrary 
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decisio11s disguised as objectivity. For exan1ple, differ1ent decisions ,on llow to value 
an hour of a business exe·cutive·s ti1ne, or for tl1at matter .a tourist's tim1e, " 'hen 
traveUing fro.m London to Stansted might lead to different results in an analysis 
of the proposed airport exten.sion. A t best, CBA simp]y may be a oostly ,vaste· of 
time and money, or to put it another way, a job-cI1eation sche1ne for ·economists 
and planners. At worst) CBA 111ay reach the wrong decisions. S0n1.e critics a]so 
argue that CBA is a cynical n1ethod whereby politicians distance then1selves 
from, and induce delay in, unpopular decisjons, deflecting the wrath of local 
con1111unities away fron1 themselves and onto the ' impartial e·xperts, undertaking 
the CBA. 

Supporters of CBA reject fhese arguments and counter that, for a ll its defects, it 
remains the best method of appraising public investment d 1ecisions becausie aH the 
Hkel y cos.ts and benefits are exposed to public discussion~ Whatever one's view~ in 
rece.nt years) UK governments have large[y aband,oned officially undertaken CBA,s, 
tending instead to ·evaluate pubhc investment projects largely on commercial or 
private profit criteria. 

Government faUure oocurs when governments intervene in markets. often when attempting 
to cure market fai lure, but actually making matters worse,. 
~n some instances, the adverse effects of gov1emment intervention ar,e relatively trivial and 

are l:ess than 1he benefits of interventton. 
0 1n other occasions government interventton may be extremeJy damaging.I with the costs 
exceeding any bena1fits resulting from the intervention. 
Government interv,ention provides many examp~s of the affect of the law of unintended 
consequences. 

Pub~ic choice theory and public interest theory can both be used to analyse the effects of 
govefinme nt interven1ion in markets. 
Cost-benefit analysis provides a method of asst;)ssing whether, 'for the whole community. 
the benefits of government intervention exceed the costs. 
Cost- benefit analysis takes account of external and social costs and benefits that might 
result from an investment decision 1or firom any type of government po!icy. 

In principle,, there is no reason why any decision, however great or small, or made by any 
econo,mic agent such as a household or indiVtdual, cannot be subject to a cost-benefit 
anaJysrs. 
Cost-benefit analysis must take account of future as well as current costs and benefits and 
quanUfy them. 
Discounting the future and us~ng shadow prices are techniques used in cost-benefit 
analysts. 
One problem is knowing where to draw the li'ne 01:1 Which costs and benefits to include and 
excludej and oni how far into1 the future to go. 

Choice of dlscount rate is also oritica~ to the resurt of an analysis. 
Cost-benefit analysis is more of an art than a science, and it provides a way for government 
ministers to put themsewes at arm's length from potentially unpopular decisions. 
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Exam style quest ion 

1 Expla'in the difference between government failure and market failur,e. (15 mar s) 

2 Explain the difference between private sector investment appra~sal and socitD cost-benefit analysis. (15 marks) 

3 Assess the view thatt in the ligh1t of the possibility of government failure, the state shou1d not intervene in 
markets to try to correct m:arket failures. {25 ma s) 

4 •s ince it is impossible to correctly identify and evaluate all future oosts and benefits. cost-benefit anaJy,sis 
should not be undertaken.' Evaluate this statement. (25 mar , s) 

ra resources o hel yo re ise are available on1i eat w.hodderplus .. co.uk/philipallan 
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In earlier chapters I explained and analysed the t ehav~our of households and firms in the 
economy's product markets; When explaining the price of a good, I assumed! that the 
prices of inputs or factor services necessary for production to take place are generally 
given. This chapter reverses this assumption. When studying how wage rates and 'levels 
of employment are determined in the economy's labCXJr markets. we generally assume 
that the prices of the goods ~hat labour produces are given . 
................................. ········~···························· ............................ ·······~······· 

This chapter will: 
discuss role reversal in fabour markets and goods markets 
compare a perfect,ly competitive labour market with a perfectly competitive goods market 
explain the supply of labour, bot!h for a worker and the market supply of labour in a 
perfectly competiitive labour market 
explain the demand for rabour, both for a firm and the market demand for labour in a 
perfectly competiflve labour market 
compare a monopsony labour market with a monopoly goods market 
analyse wage dtscrimination and other forms of discriminaUon in Jabour markets 
examine the impact of trade unions and the natronal minimum wage on wage rates and 
employment 

,,,-:• ... 

1..~'.Yf 1iAt··-YQ1,U~SHQfiLD.·~L~EAPY:·:1i(.NcJw~·: 
, _____ ----- ----- -· 

- - - -

Because there is no mention of l1aoou1r markets in the AS specification. it is more than Hke1y 
that you started your A2 studies having undarta~en no ·formal analysis of the markets for 
fac1ors of production, including the economy's labour mark,ets. 

I am assu1ming~ therefore, that a1: the start of your reading of this chapter~ you know littfe or 
nothing about the functioning of labour marke1s at 1he microeconomic leve1 in the ,economy. 

Role reversal and abour makes 
Much of the theory 1 explain in this chapter is reaHy just the· price theory you have 
al ready stud ied in the goods markets (or product mar kets) of an economy, operating 
in the labour market. A. labou r .market is an example of a factor .market~ i.e . . a 
market in w hich the services of a fac tor of production a re bought and sold. Markets 
for land, capital goods and entrepreneurial skill a re the other factor markets. 

As Figure 12+1 sho,vs, households and firrns functi,on sin1uhaneously in both sets 
of markets , bu t their roles are reversed. Whierea s fi r111s are the source of supply in a 
goods n1arket in a factor n1a rket firrns exercise den1and for fact1or services supplied 
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Figure 2. The goods 
market and the factor 
market 

·by households. The incom,es rec,eived by households from the sale and supply ,of 
factor servic,es contributeJ of ,c,ourse, in large measure tai the househo}dsi ability to 
de.mand the output supplied by firms in the goods market. 1b ,exercise ,demand. 
\vhich requ.ires a n ability lo pay as vlell as a willingness to pay hous,eholds need an 
incon1e; \Vhich for most people requires the sale of labour in a labour market 
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Indeed, the relationship between households and fir111s in the two 1narkets is 
essentiaHy circular, rese.n1bHng the cir,cular flo,v of in 0 111e that you learnt at AS. ln 
goods markets, finished goods a.nd services flow Irom firms to hous,eholds, who 
spend their incomes on the goods. In labour markets, members of households earn 
the incomes they sp,end on goods by seUing labour to thei r employers. 

EXTENSION MATERIAL 

Marxist th ory and labour markets 
In this chapter! I use standard pr ice 1heory, developed over 100 y~ars ago by neoclassical econoniisits such as AWred 
Marshall, to explain how \l\fage rates and 1levets of empto,yment are de·termined. 

There :isJ however, an altemati\l\e theory, which was developed by Karl Marx, one of the great nineteenth-century classical 
economists. Marxist theory argues that a olass strugg~e between capitalists and workers determines the levell of wages. 

By treating labour as a commodity and forcing their workersm wages down, capitaJists extract surplus value from them. 
-r:his chapter provides no further e:xplanation of Marxist theory, but it does explain how1 in imperfectly competitive tabou r 
markets without trade unions or minimum~wage legislation, monopsonistlc em,ployers can use market power to exploit 
the labour force. 

Perfec Ly compe it1ve abour marke s 
As in a p ,erfectly con1petitive goods n1arket1, a perfectly con1petitive labour n1arket 
contains a ]arge nun1ber of buye,rs and seUers) each unable tio influence the ruling 
market p.rice (in this case the ruling market wage),, and ,op,erating in conditions of 
perfect ]narket inforn1ation. Employers and \\Torkers are free to enter th.e market in 
the long run but an ind i.vidual employer or firm. cannot influence the ruling 111arket 
wage through its independent a,ctiian. 
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Labour markets 

1 n Chapter 41 I explained how a firm in a perfectly co1n.peUtive goods lnarket can 
sell as much as it wants at the ruling mark,et pr ice, \tVhich is also1 the perfectly elastic 
demand curve facing the firm and the finn 's average and 1narginal revenue curve. 
Each firm is a passive pr ice-taker at the .ruling price \Vhich .is deter.mined in th,e, 
market as a whole, choosing the quantity to sielt bu t not the price* 

A very similar situation exists when a fi rm takes on workers in a perfectly competitive 
labour market, except that now the firm can buy as much Jabour as it wants at 

the ruling n1arket wage. To state this another way~ each ,employer faces a perfectly 
elastic supply of labour curve in a perfectly co1npetitive labour 1narket. Figure 12.2 
illustrates why. 

Wage 
rate 

(a) On.e employer i·n ~e market 

No sense 

Wage 
rate 

1(b) The whole rabour market 

Market 
supply ,of 
labour 

Ruling market 
w1 1----------------------~---w1 ~------------------------s = AC:L ~ .MCL wa,ge rat,e No workers 

0 Number of 
workers employed! 

(hundreds) 

0 

Market 
demand 
for labour 

L' !Number of 

1 u re 12.2 The supply curv,e 
of l1abo u r facing each firm in 

workers ,employed 
(thousands) 

a perfectly competitive labour 
market 

Figure 12 .2 (b) shows de1na11d and supply conditions in the wbole of the labour 
market. The ruUn.g market wage facing an e1nploy,ers and workers is W1. Each firmt 
depicted in Figure 12.2 (a) could pay a v.rage higher than W1 .. but there is no need 
to, since as many workers as the firm plans to en1,ploy are available at the ruling 
,,vage. In any case , such a course of action means that the firm incu rs unnecessary 
production costs; leading to X-inefficiency and a failure to maxin1ise profits. Hence 
the label <'. no sense> positioned above lit'1• 

Conversely,, any fir1n offering a wage below W1 would lose all its workers. In a 
perfectly competitive Labour n1arket \\r,orkers regard aU en1ployers. as perfect 

substitutes for each othe·r. Why work for a firm paying below the mark,et wage vi..rhen 
wnrk is avaHabl1e from employers offering the market wa.ge? 

-

EXAMI TIP 

Economic theory is easier to understand when you see how the same reasoning and \Na.Y 
of thinking appJies in different contexts. Compare ·Figure 12.2 with Figure 4.2 on page 
39. The diagrams show perfect compstmon in a labour market and in a goods market In 
Figure 12 .2, the wage rate lies along the perfectly e~stic supply curve of labour facing each 
emptoyer. By contrast, in Figure 4.21he price that each firm charges lies along the perfectly 
elasti;c demand curve for the firm's output. 
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Ind,eed:, in a perfect]y co1npetitive labour 1na.rket~ each en)ployer is just one among 
many in the rnarket~ able to hire wha t,ever nu1nber of workers it Vlishes~ prov.id1ng 
only that the ruling market wage is ,of fer,ed to 
all employees taken on~ This also means rh t 

W1 (the ruling market wage rate) is each firm's 
l'erage cos of abo r curve (AC1J and its 

01 ·ginal cost of Jabo r curve (MCJ~ Average 
costs of labour are calculated by dividing total 
\:vage costs by the nun1ber of ~,orkers 
employed. Likewise, marginal costs oI labour 
are measured by the growth of the total wage 
bH] whenever an extra worker is hired .. 

The market supply of labour 

-----

KEY TE,RMS 

average cost of labour: to1aJ 
wage costs divided by the number 
·of workers employed. 

marginal cost of labour: the 
addition 1o a firm's total cost of 

production fesulting from employing 
one more worker. 

I sha11 return to perfect con1pe,Utio,n in the labour market later in the chapter. 
Ho,~ev,er before· I do this, I first need to, explain the rnark1et supply curve of labour, 
and then the market den1and curve fair labour. 

If we add together the labam supply curves 
of a ll the workers in the labour n1arket we 
arrive at the 1na.rket supply curve of labour 
illustrated in Figure 12.2 (b). To explain this 
curveJ I must first explain an individual 
\\'Orker''s supply urve of labour~ This curve 
show.s how many hours of labour the worker 
plans to supply at different hou rly wage rates. 

-

K,EY TERMS 

market supply curve of labour~ 

planned supply of labour by aJI the 
workers in a labour market. 

individual orker's supply curve 
of labour: planned supp(ry of labour 
by one worker. 

My starting point ·is the a.ssun1ption that ,a worker suppHes 1nore labou r to increase 
personaJ economic welfare: that is, to maxin1ise private benefit. The \Ivel fare that 
a worker derives from the supply of labour divides into t,vo parts which taken 
together are son1etimes caHed net advantage~ 

Net advantage includes: 
• ivelfar,e derived from the wage (or strictly fron1 the goods and s,ervices bought 

with the n1oney wag,e) 
• welfare de.rived fro,]n \ ark (popularly known as job satisfaction. or if .ne·gative j'ob 

dissatisfaction) 

Different types of work yield different ainounts of po,siUve or .negative welfare (jiab 
satisfa.,cti1on and dissatisfacHon). Wben a worker enjoys the job, th,e net advantage of 
\\rork is greater than the welfare of the wage. In fl1is situation, the \.Vorker is wiHing 
to work for a money wag,e Io,yer than the wage th t would be acceptable if there 
were no satisfaction f ron1 the \\'Ork itself. But for son1e ,¥orkers, work such as routine 
assembly-line work in factories and heavy 1nanuat labour is unpleasant yie]ding job 
dissatisfaction. The supply of labour for t his type of e1nployn1ent r,eUects the fact 
that the hourly wage rate n1ust be high enough to co1npensate for lh,e unpleasantness 
(or sometimes the dang,er) of the job. 
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EXAM TIP 

Exam quest1ons may ask for explanatlons of why some workers, say brain surgeons, are 
paid more than ,other workers such as supermarket cashrers. You must use 1heory to 
answer this type of questi,on and not just common sense. 

CASE STUDY 12.1 

'Who hould be paid more, MPs or news reader ? 
An essay question in an AQA exam paper once asked 
for an explanation of why workers employed in p~easant 
oocupations1 such as television celebrities, are paid more 
than those in disagreeabl1e occupations, such as road 
sw,eepers. A g'Ood answer to 1he questton ·migih1 have 
argued that i1f job satisfactiion or dissatisfaction were to 
be the only factor determining wages, the road sweeper 
would be paid more. However; the answer would then 
go on to argue that other factors, related to supply and 
demand. productivity, learned skjHs and innate ability tend 

to override the job saosfaction factor and explain why 
television celebrities are paid ·more than road sweepers. 

In 2008, a government minister asked ~shoul1d MPs 
be paid mor,e than television newsreaders?' . . In a ionow­
up poll, 45o/o oi the general public -said 'yes and 55% 

voted •no'. Former Conservativ,e MP Michael Portillo~ now 
a TV presenteri argued that 'llow pay wrn discourage good 

Follow-up question 

people from becoming MPs, especially if we are now 
gojng to denigrate their outside earning·s too, even though 
that~s how TV presenters boost their salaries. The present 
exchange rate 1is approximately one Jonathan Ross 
equals 100 MPs. It is a topsy-1urvy world where we pay 
top journalists more, to comment occae1onally on what ~he 
Prime M iriister doe-s than we pay h1im to do his job 24/7.' 

1Replying 'no\ Ken Livingstonai the Labour ex-mayor 
of London said: 'Far too many people are peid too much 
for what they do. In '19791, Britain's top 10% of earners 
were paid four times as much as the bottom 10%. In 
2008 thet figure had doubled to eight times as much. Is 
Britain twice as we II run as it was 30 years ago? ls the 
output of television twice as good as i11 the 1970s? Are 
our pol.iticfans and bankers twica as honest?' 'lt's time for 

a dramatic reduction in top salaries across the board~ not 
just those of TV presenters.' 

Do you believe that both MPs and TV newsreaders are paid too much? Use, economic theory to justify your argument. 

The upward-slo,ping supp1ly curve ,of labour 
As a simplif.itcationl ] shaH now assun1e that work yields neither job satisfaction nor 
dissatisfaction) and that a workers net advantage derives solely from the ,vage. The 
,worker n1ust choose whether to supply an extra hour of labour tin1e in order to ,earn 
lnoney or whether to enjoy an extra hour of le,jsure thne. The, choice is illustrated in 
Figure 12~3~ 

EXAM TIP 

It is important to understand What upward-sloplng and backward-bending supply curves 

of labour show. However, AQA exam questions are more likely to test understandi·ng of 
the irnpUcations of the different shapes rather than a theoretical explanation of the different 

shapes. The, shape of the supply curve of :labour is significant for fiscal poHcy and for supply 
side policy. Supply-side economists argue that higher rates of rncome tax reduce the 
incentive to supply labour. 
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There is an opportunity cost 
whenever a person decides to \.\1or k~ 
The opportunity cos t of supplying 
one tnore hour of labour thne (in 
order to earn money) is the hour of 
leisure time sacrificed. Because of 
the tirne constraint (there a.re only 24 
hours in a day) a decision to supply 
one more hour of labour tin1e 1nea ns 
that the worker choos,es l hour less of 
leisure time. Labour time and leisure 

A ·worker trying to 

Supplying labour 
to eainn a wage 
and buy goods 

1maximis.e net advanta,ge 

Enjoying 
leisure time 

Fig re 12~3 The choke be'tween supplyfng labour and 
enjoying leisure time 

time are substitutes for each other~ a nd working longer hours eats into leisure lime. 

But bo tl1 tl1e money wa.ge a nd leisure time yield less and le·ss ,extra. welfar,e the 
g re.ater the qua.nHty a pe,rson has . . As more labour time is supplied at a parUcu.lar 
hourly wag,e rate th 1e extra incon1e yields less and less extra satisfaction+ 
Hovvever~ the decision to supply n1rore labour sin1ultaneously means the decision 
to enjoy less leisure tin1e. In this situation, each extra hour of leisure sacrificed 
is acco111panied by a n increasing ]oss of econo1njc welfare . At lhe n1arginJ to 
1naximise persona] welfare,, a \Vorker n1ust supp]y labour up to the point at 
\Vhich: 

welfare from the last 

unit of mor, ey earned 
welfare from the last unit 
of leisure time sacrmced 

In this situation,. the marginal private benefit received by a worker fro in supplying 
labour equals the 1narginal private cost incurred from giving up Leisure thne. 
Providing personal preferences remain stable, there is no incentive for the worker to 
supply more labour at the going hourly wage rate. 

Howev1er1 a higher hourly wage 
disturbs this equilibrium. With a 
higher wage ratie, at the tn.argin, 
the welfare derived fron1 the 
t-vage becomes greater than the 
\velfare derived fro1n the last 
unit ot leisure tin1e enjoyed .. To 
1naximitse personal welfare at 
1he higher Vl'age rateJ. the worker 
1nust supply n1ore labour and 
enjoy less leisure thne. The result 
is the upward-sloping individual 
supply curve of labour shown i.n 
Figure 1.2 .. 4~ An increase in the 

Hourly 
wage ra11e 

W1 

0 i, 

Supply 
of labour 

Hours of 
llabour time 

surpplied 

igure 12.4 The upward-sloping supply curve of labour 

hourly wage rate from Wi to W2 means that the worker increases the hours of labour 
time supplied fron1 L1 to L2 • 
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The backwar1d-ben 1ding1 supply c1urve ,of ~abour Hour~y 
wage rate, Supply of I abouir 

0 Hours of 
fabour time 

.SU1PPlied 

Under s,ome circun1stances, haiwever a \V1orker's labour 
supply curve n1ay be b ckward b 1ending,i regressive or 
'perverse',, shovving that as the wage rises less labour 
is supplied. This is iUustrated in Figure 12.5+ When the 
\vage rate rises fron1 W1 to W2, the worker responds by 
\Vorking longer. The supply of labour incr,eases fronll L1 
to L-,_. But in Figure 12.SJ the supply curve is upward­
sloping for only par t of the curve. At hourly wage rates 
higher than W2, the supply curve bends back to\\'-ards 
the vertical axis of the graph and the curve's slope is 
negative rather than positive. Fo,Uowing an incre.ase in 
the hourly wage rate from W2 to W3, a \vorker reduces 
the nun1ber of hours of labour supp1ied fro1n L2 to L3. Figure 12.5 The backward·bending supply curve of lahour 

To explain the possibility of a backward-bending supply curve of labour, I n1ust 
introduce two new concepts: 
• The substitution effect of an increase bi the hourly wage rate .. To understand th·e 

idea of a substitution 1effect, think of the hourly wage rate as the price of an hour 
of leisu re Ume. F,or exampleJ a t an hourly ,vage rate of £10 the price of an hour of 
leisure time is a]so £10, rising to £11 if the wage rate is increased by a pound. As 
tbe wage rate rises an hour of leisure time beco1nes mon~ expensive compared lo 
the goods that the .111oney wage can buy. Acting rationally, a v,;orker responds lo 

the rise in the hourly wage rate (and the price of l1eisure time) by substituting 1nore 
labour time in place of leisure thn e. 

• The incon1e effect of an i11crea se it1 the hourly wag,e rate. ff the substitution 
effect is the only effect operating, a worker,s supply curve slopes up,:vard> 
sho,ving labour tin1.e ·being substituted for leisure tilne as the hourly wage rate 
increases. Howev,er, n1a.tters can be complicated ·by the existence of an incon1>e 
effect resui ting from the price change. The income effect of a. v1ag1e-ra'te increase 
results from the fact that, for mo,s t people,. leisure time is a normal good and 
not an infrerior good~ .A rise in the hourly wage rate increases the, worker's real 
inco1ne·, and as real income ti ses s,o does the demand for the nor ma[ good, 
leisure tin1e. 

Up to a ,vage rate of W2 in Figure 12.5, the substitution effect of any wage increase 
exceeds the income effecL As a resul. t a worker choo~es to work longer hours and to 
enj1oy less leisure tin1e .. But ,vhen the wage rate rises above W2, the income effect of 
a higher wage rate beco1.nes 1nore powerful than the substitution ef fee t. As a result 
a Vi.rorker chooses to work feiA,er hours so as to, enjoy n1ore leisure time - and the 
\l\.,.0irker 1s supply curve of labour slopes back,Nard~ Total tnoney incon1e tn ay not faU. 
,Given f reedo.[n of c't1oice, a \Vorker may, fo r exampL,e, decide to work 40 hours a w·eek 
\V hen the wage .rate is .£10 a n hour for a \\re,ekl y incom,e of 1400. When the wage rate 
rises to £] 1, the ,vorker n1ay respond by v1orking for on]y 38 hours, with a weekly 
incon1e of £4]8. 
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A siI11pler approach to the backward-bending supply curve is to assume that a \Vor~er 
asp.ires to a target standard of Jiving n1easured in the gnods and services that d1e money 
\-vage can buy. When the money wage rate rises, a \Vorker can meet the target and 
fu]fi] aspirations by working fe,.ver hours, choosing more 1,eisure time rather than 1nore 
1naterial goods and services~ Workers are especial]y lik1ely ·to behave in this way when 
the work itself is highly unpleasant or dangerousJ yielding neg.ativ,e job satisfaction. 

The shape of the supply curve, of labour and government p,oliicy 
Whether an individual's supply curve of Jabour is upward-sloping as in Figure 12.4J 
or backward-bending as depicted in Figure 12~5:1 is in1portant for a governn1enf's tax 
and fiscal policies (and al so fair supply-side poHcy). An increase in the rate of incoine 
tax is ,equivalent to a faH in the hourly wage rate. With an upward-slopi11g supply 
cruve, 1of labour, a dse in inco1ne tax is ,a disincentive to work. When J101AreverJ the 
supply curve bends backward.., a rise in income tax increases the supp]y of labou r. 
The tax increase has a perverse incentive effect - a worker must now \i\rork longer 
to mainta in a targ,et n1aterial stand .rd of living. 

In reaJ lifej a tax increas,e 111ay cr1eate an ev1en greater need for laws to deal with 
tax avoidance .and i]legal tax ,evasion. In the s 1ecoind scenario, people may decide 
10 supply their labour untaxed in the inforn1al , underground econon1yJ rather than 
I orn1a1JyJ but subject to taxation. 

Whatever the, shape of an individuals supply curve of labour, the, market supply 
curve of labour \.\riU probably slope upwardL The expllanatfon lies in th fact that 
mo,re w,orke,rs e nte.r th e labour market in response to a wage rise, attracted both from 
other labour 1narkets a nd froin unemploy1nenL 

.A perfectly competitiv,e firm's deman1d curve for labour 
Just as 'the market supply curve of ]abour in a perfectly competitive labour rn. rket is 
the sum of the supply curves of aU the individual workers in the labour market so 
the niarket demand curve for labour is obtained by adding together ea ch firm"s 
den1and curve tor labour at different wage rales. We must therefore derive a perfectly 
con1petitive £inn's de1nand curve for labour in order to understand the n1arket 
den1and curve for labour . 

. A fir111 demands labour only if profits can be increased by e1nploying n1ore workers. 
But tl1is assu1nes that hi0us1eholds in good.s markets demand the goods and services 
that workers are e,mployed to, produce. This means that a fi r mJls demand for labour 
is a d.eri\1ed demand - derived fro1n the demand fair goods. Assuming a profit­
maximising objective on the part of firms~ 
there c n be no demand for labou r in the long 
run unless the firms e1nploying labour sell the 
outputs produced for at least a normal profit in 
the, goods 1narket I shall now show tha.t in a 
perfectly competitive labour niarket, a firnis 
den1and curve for labour is the marginal re 'en e 
product of labour (MRP) curve facing the fir1n. 

KEY TE'RM 

marginal revenue product: 

the monetary value of the 
addaion 10 a firm's total output 
brought about by emp!oying 
one more worker. 

AOA A2 Economics 



Labour markets 

When deciding whether it is worthwhile e1nploying on,e 1nore worker, a firm needs 
to, kno\Y the ans\.vers to three questi,ons: 
• How far will total output rise,? 
• How far ,vill total sales revenue rise when the extra output is sold in the goods 

market? 
• How far will total costs of production rise as a result of paying the worker a wage? 

[ n a perfectly competitive labour market) a firn1's demand curve fior labour is derived 
f ron1 the answers to the first two of these questions. The answer to the third question 
is provided by the horizontal ruling market wage, Hlustra~ed earlier in Figure 12. 2. 

EXAM TIP 

Exam qugstions on the demand for Jabour require knowledge of marginal productivay 
theory. However, marginal productivity theory cannot in itself exptain different wage rates. 
Labour supply theory is also required~ together wJth an appreciation that different labour 
m~kets differ 1n their competitiveness. 

The marginal physical product of Jabour 
When ns\vering the first of the three questions posed above 1 _ firm has to 

calculate the value of the m rgin J physical product of ]abour (MPP). The 
margina] physical product of labour is (rather confusingly) just another 
name £or the marginal returns (or margina.l product) ,of Jabour; which 
[ explained in Chapter 3. MPP measures the amount by which a firtn's 
total output rises in the short run (holding capital fixed), as a result of 
employing one more worker. In Chapter 3 I explained how the law of 
din1inishing returns or diminishing .marginal productivity operates as a 

KEY TERM 

margi al physical product: 
the addition ·to a firm ;s total 

output brought about by 
employing one more worker. 

firm employs more labour when c.apitai is held fixed. Jn the context of Jabour marke t 
theory it is usual to assume that the law of diminishing returns begins to operate as 
soon as a second worker is added to the labour force. This means that the possibHity 
of increasing marginal returns at low levels of employ1nent is ignored. 

Given this simplifying assun1ption~ the in1pact of the law of di1ninishing returns is 
illustrat,ed in Figure 12 .6 fa), which sh ow.s the n1aiginal product of labour falling as 
additional work,ers are h ired by the firm. 

(a) The ~abour market 1(b) The, goods market 

Output Revenue 

MR 

MPP 

0 Labour hours 0 Output of good 
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Revenue, 

MRP~D 

0 Labour hours 

Fi ur 2 .6 Deriving 
the MRP curve ·from the 
MPPcurve 



The marginal revenue pro,duct of labour 
Th1e faUing MPP curve provides the a.n.swer t,o the first of the three questions 
I posed sho,:ving ho\\-' much trotal output wiU rise, \\rhen an additional ,.vorker 
is employed. But as its name indicates the MPP curve on]y sho,;vs the physic,al 

output p"roduced by an extra work,er - measured, fo r ex mple, in automob.iles or 
loaves of bread, or whatever goods the firm produces~ To convert the marginal 
physical product of lab,our into a money value., the MPP of labour has to be 
LntdtipHed by the addition to the firn1~s total sales revenue resulting from the 
sale in th 1e goods 1narket of the extra outpu t produced by labour. We therefore 
1nultipiy MPP by n1arginal revenue (MR) to answer the seciond of the three 
questions. When the economy's goods rnarket is perfecU~r con1petitive. MR is 
identical to the goodJls price or average revenue:, and is shown by the ho,r izontal 
MR curve in Figur,e 12.6 (b)~ 

Figur,e 12.6 (c),. which shows the 1n.arginal revenue product curve of labour> can be 
explained w ith the use of the foUowing equatjon,: 

marginal physical marginal marginal revenue 
X .;;;:; 

product revenue product 

or: 

MPPxMR ~ MRP 

As the equation shows,, the rnarginal revenue product of labour is calculated by 
multiplying the MPP' of labour in Figure 12.6 (a) by the horizontal MR curve in 
Figure 12.6 (b) . When a firn1 sells its output in a perfectly con1petitive goods marketj 
the falling di1ninishing n1arginal revenue productivity of labour is explained solely 
by the, d1minishing 1narginal physical product: th at is;, by the, Ja,v of dhuin.i.shjng 
returns. 

Ho,vevrerJ if output is sold in an imperfectly competitive goods n1arket, 1narginal 
revenue product of labour de,clines faster than in a perfectly ,competiti.v,e goods 
1narkeL This 1s because in in1perfect]y co1npetitive goods 1narketsm the marginal 
revenue earned .from sielling an extra \Vorker's output als,o fans as ,output increases. 
In this situation, ther,e are two .reasons for the MRP curve to faU as employm.ent 
. 
increases. 

The equilibrium wage rate and level of empl1oyment in a 1perfectly 
competitive iabour market 
I can now explain the determination of the equilibrium wage rate and level of 
employment both for a single emplo,yer in a perfectly competitive Jabour market 
and for the whole la hour market. These a re shovil n respectively in figure 12. 7 (a) 
and (b). Figure 12. 7 is identica l to Figure 12.2 except th t an MRP curve has been 
added in Figure 12~7 (a). 
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(a) One employer ln1 the market (b) The whole labour market 
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A p,,e,fectly competitiVie firm 's demand c,urve for l'abour 

Market 
supply of 
labour 

RuUng market 
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Market 
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for labour 
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workers employed 

(thousands) 

Figure 12.7 
Equilibrium in a 
perfectly competitive 
labour market 

[n a. perf,ectly competitive ta hour market,. each employ1er passive]y accepts the ruling 
lnarkel wage. At this waget it is a passive pric,e-tak,er. The ruHng wage,. detern1ined 
in Figure 12+7 (b), is also the perfectly elasHc supply curve of labour facing the 
firm, and th,e fir1n's ACL and MCL curve. Each firu1 can hire as many workers as it 
,,vishes at the ruHng n1arket wage, but cannot influence the ruling "''age by its own 
actions .. To maxin1ise profit when seHing tl1e output produced by labour:, the firn1 
n1ust choose the leviel of en1ploy1nent at which: 

or: 

the addit ion to sales revenue 
resulting from the employment -
of an 1extra worker 

MRP .=MCL 

the addition to production costs 
resulting from hiring the services 

The marginal revenue product of labour is the· 1narginal private benefit accruing 
to the e1nployer when hiring an extra worker. likewise,. the marginal cos,t of 
labour or MCt is the 1nargiin.al private co,st incurred by the firin~ Since in a 
pe,rfectly compet it ive Jabour n1arket, the n1arginal cost of labour a]ways eq uals 
the wage pa[d to the 1Arorkers j the perfecd y competitive firm's level of emp]oyn1ent 
is where: 

MRP=W 

Po,int X in Figure 12. 7 (a) shows the nu1nber of workers that a firm is willing to 
etnploy at tl11e ruHng wage of W1. Consider what happens if the firrn employs a 
labour force larger than L1. Additional workers adld 1nore to t,otal cns t than to total 
revenue, and profit falls~ Converse]y, \lvith a ,vorkforce below L1, the MRP of the last 
\Vorker is greater than the wage) and the profits that a larger labour force would 
generate are not n1ade. 
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Su1nmarising: 

lf MRP > W: more \'irorke,rs should be l1ired 

If MRP < W: fe1A1er workers shou]d be employed 

If MRP = W: the firm ls e1npl1oying the nui:nber of workers consistent ,v ith profit 
max.ilnisa tio1n 

The market demand for Jabour in a perfectly competitive lab,aur market 
Earlier in the chaptier, I exp[ai ned that the market supply curve of labour is obtained 
by adding the individual supply curves of an the workers in tJ1e market at different 
possible wages. In a similar way, we add the demand curves for labour of al] the 
firms in the market to obtain the market de1nand curve for labour shown in Figure 
12. 7 (b). Since each employer's den1and for labour is shown by the MRP' curve, the 
rnarket demand curve for labour is the horizontal sum of the MRP1 curves. 

Monopsony labour markets 
Monopsony means a single buyer, just as 
111.onopoly 111eans a single seUer. [ n a 
mono,psony labour market, workers cannot 
choose bet\\"een alternative en1ployers 
since th,ere is only 1one firn1 or en1ployer 
avaHable to hire then1 . 

KEYTERMI 

monopsony: there is only one buye,r 
ina market. 

. Although in some ways a n1onopsony labour 1narket resen1bles a monopoly goods 
1narket, there ar,e a]so significant differences. ln much the same way that the n1arket 
demand curve, facing a 1nonopoly suppHer of a good i.s the .monopolist s average 
revenue curve, so in a monopsony labour .market the ]narket supply curve of labour 
is the firm's av,erage cost of la.hour curve (ACJ. The ACt curve shows the djfferent. 
\Vage rates that the monopsonist 1nust p y to attr et labour .forces of diffe rent sizes,. 
For example Figure 12.8 sho\VS a monopsony employer hiring five \.Vorkers at an 
hou r]y wage rat,e or ACL of f]O. As the diagram shov1s the hourly wage p,er week 
must rise to £1 I to attract a sixth worker 
into the firn1's ]abour .601rce. 

The supply or ACL curve facing the 
n1onopsonist shows the nrage that has to be 
paid to all v,.ro,rkers at each size of the· laborn 
forc,e, t 10 persuade the workers to supply 
their services. Howe,ve.r,, in a monopsony 
labour market the ACL curve is not the 
marginal cost of labour curve (MCJ. To 
attract an extra worker,, the monopsonist 
1nust raise the hourly wage rate and pay 
1he higher wage to aH the workers. In 
this situation, the .marginal cost of labour 
incurred by en1plo,ying an extra worker 

Wage 
rate,(£} 

16 

11 
10 

£1ll 

5, 6 Numbers of 
workers, employed 

• u re 12. In a mon opsony lab our mark.et, the 
MCL curve Ii es abov,e the A CL or S1upp ly of lab our 
clllrve 
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includes the total amount by wh i.ch the wage bill rises1 and not just the wage rate 
p,aid to the additional worker hir,ed. The MCt curve of labour Ulustrated i.n Figure 
12 .8 is po,sitioned above the ACL (or supply curve). Similarly in tl1e good.s market,, a 
monopolisfs MR curve is below its AR curve. In Figure 12.8, the MCL incurred per 
hour by employing the sixth ,vork,er is £16, made up of the £JI wage rate paid to the 
sixth worker, plus the £1 ,extra paid to each of the five 1Arorke·rs already employed 
before the sixth worker joined the labour force. 

EXAM TIP 

It is important to realise that all real-world labour markets are imperfectly competitive to 
some extent Perfect oompetiti'Oni is as much a theore,tical abstraction in labour markets as it 
is in goods markets. 

The e 1quilibirium wag 1e rate ,and !level of em1plo,yment 
Figure 12.9 shows 11:ow tbe equHibriuEn urage and thie 1equilibriu1n 
l1eve] of e1np[.oyment are determined in a monopsony labour market. 
As in the· ca.se of a perfect]y competitive e.mploy,er in the labour 
market, the monopsonist's ]evel of employ1nent is determined by the 
point where MRP ~ MCt+ This occurs at point A in Figure 12.9, t 
\Vhich L1 workers are emp]oyed. 

Ho1Arever, in a monopsony labour market th e eq uilibriun1 wage rate is 

determined at point B, which lies below A. The \Vage rate paid by the 
n1onopsonis c (l,V1 in Figure 12 .91 is less than the value of the 111argina] 
revenue product of labour. Point B is positioned on the supply curve 

Wage 
rate 

0 L 1 Numbers of' 
workers employed 

of labour facing tl1e l'nonopsonist. The supply curve shows that Ll ·gure ,2. Equilibrium in a monopsony Jabour 
\vo,rkers are vvillillg to, work for an hourly wage· rate of W1. Although market 
the firm could pay a wage rate hi.gher than lVh the 1nonopsonist J1as 
no need to pay a higher wage rate. Why pay 1nore~ when W1 attracts aH the wnrkers 
the monopsonis l requires?' Indeed> if the monopsonist were to pay a nrage higheT 
than Wt it ,vould inevitab]y incur unnecessary production costs and end up being 
X-inefHcient. ]t would fail to maxiniise profits when s1elling its output in the goods 
1narket. Profit rnaxin1isation requires that a wage no higher than W1 is paid. 

Wage eq a isatio 
market economy 

erfec ly compet1t·ve 

[f all ]abour markets in the econormy \rVer,e perfectly competitive,. there would be· 
no barriers preventing lArorkers movj ng bet,veen labour 1narke'ts. In this situation, 
tJ1e forces of competition \vouid reduce n1any of the differences in wages behveen 
different occupations. Some differences ,vould probably remain because different 
types of work have different skill requirements, and innate abilities and skills ,vould 
still vary between workers. Nevert.heJessJ higher wages in one occupation ,vould 
attract workers fro1n ot11er labour Illarkets, causing the supply curve of labour to shift 
to the right in the high~"rage labour n1arket and tio the left in the low-\;vage market. 
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.At the same tilne, wage differentials would create i.nc,entilves for firms in the 
high-wage 1narket to reduce their de1nand for labour by substituting c.apital for 
labour and for fir .11ns in the l1ow-wage labour markets to adopt more labo,ur ­
intensive 1nethods o.f producli1on. De.ma.nd and supply cu rves and w·ages would 
continue to adjust until there was no further inc1entive for firms to change their 
method of production or for workers to shift between labour markets . Wage 
differentials would diminish throughout the econo1ny, but would not complet1ely 
disappear. 

Explanations of d ~ fferen w ge leve s 

W,age 1differences iin co,m1petitiiv1e labour 1markets 
Even in highly con1petitive labour marketsJ wage differences exist, largely because 
labour demand and supply curves are .in different positions in different labour 
markets, reflecting .factors such. as different labour productivities, abilities and 
required skills. 'W1e Lnight also expect wage diffe,rentials to exist in highly co1npeUUve 
Jabour markets for two further reasons: 
• Different jobs have differ,ent non-monetary characteristics. I have a'lready 

explained how the net advantage of any type of work includes job satisfaction or 
dissatisfaction as ·well as econo111ic we]fare gained from the wage. Other things 
being equal. a firn1 must pay a w,orker a higher wage to con1pensate tor any r,elative 
unpleasantness in the l1ob. An equalising ,;vage differ,enlial is tJ1,e payment that n1ust 
be made to colnpensate a worker for the· different 11on~1nonetary ch,ara.cterisUcs 
of jobs. Following such a pay mentJ, there is no incentive tor a worker lo SW]tch 

between jiobs or labour markets. 
• Disequilibriun1 tradin,g .. Economies ,are subject to constant change, such as the 

d,eveJopn1ent of new goods and services and impr,oved 1nethods of prodluction or 
technica] progress+ Patterns of demand also change. Because n1ar ket conditions 
are always changing, labour n1arkets - Hk.e other n1arkets - are usuaUy in 
disequilibriun1 rather than in equilibriun1. Although 1narket forces tend to 
equaHse wages in con1petitive ta.hour markets,, at any point in tin1e disparities 
exist, reflecting the disequHibri.u:rn conditions existent at the tin1e. 

·wage ,difference,s in ~mp1e,rfectlly ,competitiv,e labour markets 
In imperfectly competiUve labour markets,,, including m,onopsony labour markets, 
there are a nun1ber of other reasons why differences i n wages occur. These 
include: 
• immobility of ]abour 
• different elasticities of demand for~ and supply of, labour 

\vage discrimination 
differences in pay bet,ve,en ,~on1en and n1en 
the effect of trad,e unions 
l he 1ef feet of dif£erent 1nethods of pay de,ter1ni.n.atii011J such as 
co11ect:ive bargaining 
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lmmobil'ity of labour 
KEY TERMS 

There are t\i\ro maln types of labour immobility: occ upaHonal immobilit , 
and g ographical irnmobilit_r .. 

• Occupational i mn1obili ty of la hour. Th is occurs \\rhen workers are 
preventedt by either natural or artificia l barriers. from 1noving bet\veen 
different typ,es of job. Workers are obviously not hon1oge11eou.s or 
unif,orm:- so differenc·es in natural ability 1nay prevent o·r restrict 
movement bet\veen jobs. Some types of work require an innate ability, 
such as physical strength o.r perfect eyesightJ which prevents a worker 
itnn1ediately switching between labour markets. Examples of artificial 
barriers include n1en1bership qnaJifications imposed by professional 

occupational immobility of 
labour. describes the difficu~ty 
of moving from one occupation 

to another. 

geographical in1mobility of 
labour= describes the difficu~ty 
of moving from one locaition to 
another. 

bodies such as accountancy ass,ociationsl and trade union restrictive practices such 
as pre-entry closed shops, which restrict e1nployment to those a[ready be]onging 
to, the uni,on. Various for1ns of raciaJ, reUgious,. ag,e and gender discdm.inatioo a.re· 

also artificial causes of occupational im.mobHity of labour. 
• Geographical ilnmobility of labour. This occUis \Vh en factors such as ignorance 

of job opportunities, family and cultural ties:, and d1e financial costs of n1oving, 
or travel prevent a worker fron1 filling .a job vacancy located at a distance fron1 
his or l1er present place of residence~ Perhaps the 1110s t signi.fica11t cause of 
geographic.al im1nobi.Uty i.n the UI( in recent years has been tJ1,e state ,of the 
housing 1narket which itself reflrects imperfecUon.s, 1 n other factor markets. 
During house price booms, lovv-paid and unemployed workers in the northern 
half of the UK have :found it difficult or impossible to move south to fiU job 
vacancies in the n1ore prosperous southeast of England. The prices of o·wner­
occupied housing have soared and there has been very Htt]e housing available 
at affordable rents in either the private or the public sectors. At the same tiu1e, 
workers living in their own houses in the southeast may be reluctant to apply for 
j ohs elsewhere in the country, for fear that they v;1ill never be able to afford to 
1nove back to southern England. 

Different elasticities of demand for,, a.nd supply ,of, .labour 
Both the tnobiHty of labour and wage rates in different labour markets are affected 
by the elasticities of the supply ot and the demand for, labour. l shall 1110\Y look 
briefly at factors affecting labour market e]ashcities. 

D ter1ninants of tb,e ,,rag lasticity of labour de1nand. If the l.vage rate increases, 
but nothing ,else· that might affect the demand f0r.r labour cha ngest by how much wiH 
employ:ment faH? The ans·w·er is affected by fir1ns ' e]a.sticity of demand for labour. 
The demand fo,r a particular type of labour is likely to be .relat.ively inelastic; 

• when the relevant wage cost for111s only a sinaH part of total production costs (this 
has been called the importance of being unin1portant) 

• when the den1and for the ,good iar service being produced by the labour is inelastic 
• when it is difficult t 10 substjtute other factors of productir0n, or other types of 

la bour.J, for the labour currently en1ployed 
• in the sheirt run:, rather than thre long run . since, it often takes time for e111ployers 

to adjust their production process 
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Determinants of the ,vage elasti1city of Jabour supply .. The supply of unskiUed 
labour is usually more ela.s tic than the supply of a particwar type of skiUed labour* 
The traini.ng period of unskilled labour is u suaUy very short ,and any inna te ,abilities 
required are unlikely to be rest ri.cted to a small proportion of the tot.al population. 
AH the factors reducing the· occupational and geographic-a[ n1obility of labour tend to 
reduce th1e elasticity of ]abour supply~ The supply of labour is also likely to be more 
elastic in the long run than in th.e short run. FinaUy, the avail.ability of a pool of 
unemploy,ed labour increases the· elasticity of supply of labour JI \\rhile fun en1ployment 
has the opposite effect. 

EXAIMI TIP 
- -

Unit 3 exam questions are Hkety to require synoptic application of elasticity 1heory, learnt in 
the context of goods markets in Un~t 1, 1o the demand for, and the supply of, labour. 

Wage discrimination 
In iinperfecUy con1petiti ve labour n1arkets; 
employers of ten possess sufficient market 
power to reduce the total wage biH through 

'age dLcrintlnalion. 

Fi.gun! 12.10 illustrates the effect of 
wage discrin1ination introduced into a 
previously co1npetUive labour 1na.rket . 
Hnwever~ in real I ife disc.dminatian is 
1nore Hk.ely in in'lper fectly com.pe'litive 
labour 1narkets. In the abs,ence of wage 
discrin1ination,, a H workers are paid the 
sa.tne wage, ltV1, determined by supply 
and de111and. En1ployers; total wage costs 
are shown by the rectangle OW1AL1. 

KEVTERMI . 

wage discrimination: paying 
different workers different wages f,or 
doing ·the same job. 

Hourly 
wage 

rate 

Market 
suppfy 
of labour 

Market 
dem.and 
for llabour 

Number of 
workers em,p~oyed 

But it instead of paying W1 to aH 
Fi u re · 2 1 O Wage discrimination 

\Vorkers,. e1nployers pay ea:ch worker the 
min.imun1 he or she is prepared to, w 1ork for, the total wage bill f al1s to equa] the 
shaded area 10BAL1• Employers thus gain a.t the expense· of ,vorkers, \.Vhich is why 
firJns pay,. and trade unions resis·t, disc.rin1in.atory wages whenever possible. 

EXAIMI TIP 

You should understand the similarity between wage discrimfnatlon in the labour market 

where a firm hires its labour and prfce discriminaUon in the, g:oods market where the firm 
sells its output. 
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EXTENSION MATERl,AL 

Bringing together wage discrimination and price discrimination 
In the case of perfect price discrimination ~irst-dagree price discrimination), a firm charges different prroes to different 

customers for the same good, with the same marglnal cost ofr production; so that ea.oh customer pays the maximum 
price he or she is pr,epared to pay. The ,entire, consumer surplus that customers would o,therwise enjoy is transferred to 

the firm, enlarging the firm's profit. 

With perfect wage discrimmnaoon~ the firm pays each worker the minimum wage the wor,ker is prepared to accept~ 
without transfierring his or her employ1me:nt elsewhere, Part of the wage that workers woutd otherwise get is transferred 

to the 1irml, once again boostrng profit. 

From an imperfectly competitive firm's point of view. the best possible outcome is sim1ultaneous pr~ce discrimination iA 
the g'oods market in which it sells its output and wage discrimination 1in the labour markets in Which tit hires its workers. 
Profit 1s boosted from two directions at once. 

Gan you think of reasons why such si multansous exploitation se,ldom takes place? 

CASE STUDY 12.2 
The Unit 3 specification advises that candidates should be able to discuss the impact of gender; ethnic, age and other 
forms of discfimjnation on wages, levels and types of employment. Th,e passage below argues that too little hBS been 
do.ne to get rid of gender discrimination and glass celJjngs that prsvent women from rising to occupy top jobs" 

Glass ceiling for women replaced by reinforced concrete as 
progress stal Is 
The so-called glass ceiling that prev,ents women 
progre,ssing in the workplace is more 1like 1re·inforoed 
0011crete', ·the chief executive of the Equality and Human 
Rights Commission (EHRC) has warned. Nico1a Brewer~ 

the chief executive of tha. Equality and Human Rights 

Commission, said: 

'We always speak of a g'lass ceiling. These figures 

reveal that in some cases it appears to be made of 
reinforced concrete. Wa need radical change 1o support 
those who, are doing great work and help those who want 
to work better and release talent.' 

Young, women's aspiratton is in danger of giving way 
to frustration. M'any of them1 are now excelling at schoor 

and achieving great thrngs in higher educat1on. And they 
are keen to balance a family with a rewarding career. But 

workplaces forged in an era of stay-at-home mums and 
breadwinner dads are putting 100 many barriers in the Wir1 
- result ing in an avoidable bss nf ta.lent a1 the top. 

Unit 3 Business economics and the d istribution of income 

Young women's aspjration is in danger of giving way to f1rustration 

There are iewerwomen MPs in'Westminster, where they 
make up just 19.3% of an MPs. Women's representation 
among FTSE 1 00 d~rectors has improved slightly from ·10. 4 
to 11.0%. 



ThQ Com1mission has likened women's progiress to a 
snairs pace. A snaH could crawl!: 

The Commission~s report argues that its findings 
are, not just a 'women's issue' but a powerful sympto!m 
of a wider faU ure. The report asks in what other ways 
old-fashioned1 inflex~ble ways of working are preventing 
Britain from tapping into tal'ent - whether 1hat of 
women or other u rider-repres,snted groups such as 
di,sabled people, ethnic minorities or those with 
caring responsibmties. Britain cannot afford to go on 
marginalising or rejecting tatented people who fail to flt 
into traditional work patterns. 

• ni'ne times round the M26 iin 1he SS years it wm take 
women to achieve equaJity in the senior judiciary 

• from Land s End to John O'Groa1s and halfway back 
again ~ n the 73 years it wi1H take for equaJ numbers of 
wom,en to become directors of FTSE 100 companies 

• 1he entire length of the Great wan of China in 21,2 years, 
onty slightly f'onger than the 200 years it will take for women 
to be equally represented in Parflament 

Source~ Equality and Human Rtghts Commission, September 2008 

Fr0ll1ow-up questions 
1 What j,s meant by a -glass ceiling~? 
2 Do •glass ceiilingsm affect adverseJy other groups in society~ sucln as ethnic and religious minorirUes and old people. or 

does discn mination take different forms against these groups of people? 

Differences in e:arnings b1etween, m,en and wo,m,en 
In recent years., although vio1nen have accounted for an increasing share of total 
e1npl,oyment in the UK] women's pay of ten continues to be Jower t.ha]1 tnen1s payJ 
despite the fact that equal pay legislation has been in place since 1972. The pay 
gap betwe,en men and women is a t risk of widening for the first tim1e on r 1ecord, a 
leading pay equality ca1npaign group has ,varned. The Fa\i\:rcett Society has said that 
women stiU earn 14.9% less on average than men for the same job, and that this 
gap could widen as public sector cuts push wo,n1en into the private sector; where the 
gap is wider. A second survey, the 2012 Gender Sa1a.ry SurveyJ undertaken by the 
Chartered Management Institute (CMI) also finds that the average a.nnual pay gap 
stands at .£.10,060. Wo1nen also lose out when U com.es to bonuses> receiving less 
than half fl1e average £7,496 that n1en receive. 

There are two ma.in reasons \!\7hy wotnen earn liess than n1en: 
\.Vo.men work predo1m.inantly in lo\v-paid industries and oiccupahons 

• in many occupationa l groups . \Vomen a.re paid less than 1ne11. This is often because 
women are under-represented in the higher-paid posts within an occupationj 
rather than because wotnen are paid less for doing the s n1e job 

Discrinlination , .gai nst women in labour n1arkets n1ay contribute to both these 
sets of circumstances. In addition:, won1en are disproportionately repres,ented in 
industri,es \Vhere the average size of firn1 and plant is smaU. These industries tend 
to pay lower wages and offer fewer pron1otional prospe·cts than large firms and large 
industries. Such industri.es are also seldon1 unionised. lnd,eedJ within all in.dustriesJ 
"''omen ,~orkers traditionally hav1e been less unionised than n1en. 

This relates to an.other reaso11 why worn.en earn less than m.en: on averageJ their 
attachment to the labour force is weaker. Before the 2008 recess.ion, each ye r nf 

\Nork experience raised the pay of both men and women by an averag,e 3%. Yet when 
\iV 10men leave the labour force, usuaUy to look after young c.hHdr,en, their pi0tentiaJ 

pay falls by 3% for ea.eh year invo,Jved. For exan1plet a 1n n and wo1na.n enter 
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employn1ent ,vith equal potential and after 8 years the woman leaves the workforce 
in orde,r to raise a fa1nHy. If she re-enters the labour force 8 years .later she will be 16 
years in pay terms, behind the in.an. 

The higher labour turnover of wou1en also hnp,oses costs o,n the en1p]oyer -
for e.xan1.ple, the costs of training replacement workers. This nriay reduce the 
incentive for en1ployers to train fe1nale workers. Similarly; \.von1en may have less 
incentive to spend time and money on their own education and training if they 
expect the benefits that they wiU eventually receive to be less than the costs 
iniUaHy incurred. 

Th,e effect of Jn,troducing a tra,de union into a perfectly competitive market 
A lr de uxtlon is an association of workers for1ned to protect and 
pron1ote the interests of its members . A rnajor function of a union 
is to bargain \Vith e1nployers to1 irnprove wages and 01ther conditions 
of \\Tork. Many UK e1nployers are now reluctant to recognis,e and 
bargain wHh the unions ti0 \Nhich thei r e1nploy1ees belong. Ho\vever~ 
in my analysis, I shaH regard a trade union as a monopoly su.ppHer 
of labour, vvhich is able lo keep non-men1bers out of the labour 

trade union: a collective association 

of workers whose aim is to improve 1he 
pay end other conditions of work of its 
mem1bers. 

market and also to prevent its members fron1 supp]ying labour at below th1e union 
ivage rate. 10f course, in real life a union may not necessarily have the objectives 
specified above .. and even if it does it n1ay not be able to achieve them. I shaH n1ake 
one other increasing! y unrealistic assun1ption, narnely that a. union can Iix any ,vage 
rate it choo,ses, and that e1nployme11t is then determined by the an1ount of labour 
thaL e1n.p]oyers will hire at this wage. 

Wage 
rate 

W2 11------.~--.., 

0 

D 

N'umberof 
walkers, 

employed 

Given these assumptions> Figure 12.11 shows the possible effects 
resulti11g from v,orkers organising a trade union in a labour n1arket 
U1at had previously been perfectly cornpetitive. Without a trade 
union, the con1petitive wage rate is W1• The workers join a trade 
union, ·which raises the n1inimun1 wage rate acceptable to union 
men1bers to W2. Without the unionll the market supply of labour 
curve is the upward-sloping lin,e labelled S = ACt. With the, union, 
the 111arket supply of labour curve is the k in~ed line W2XS. For all 
sizes of Labour fo,rce to th,e left of, or belo,v, L3, the supply curve of 
labour is horizontal 0 1r perfectly elastic,, ]ying alo,ng the wage W2 set 
by the trade union. If 1employers wish to hire a labour force larger 
than L3 (and to t lie right of point X) a wage higher than W2 has to 
be offered. Beyond L3, the supply curve of labour s]opes up\,vard 
because higher wage rates are needed to attract more v1.rorkers. 

·gu e 12.11 The effect of introducing a trade, 
union into a previously perfectly ,competitive 
labour market 

E.XAM TIP 

Note the ·effects shown in Figure 12'.1i and in Figure 12.13 can also be used to explatn the 
effect of a national minimum wage imposed above the wage rate that would otherwise be 

determined by market foroes. 
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EXAM TIP 

Avo,id confusing Jabour 
restrictive practices 

with trading restrictive 
practices used by 
firms in imperfectl:y 
competitive goods 
markets. 

At the wage !eve] set by the, union, e tnployers only wish lo hire L2 workers. Howev,er1 

1 3 workers are, willing to work at this wage rate. Th1s means there is excess supply 
of labour a.nd unemploy.ment in the labour markeL More workers ,;visli. to ivork than 
there arejobsavailab]e. Theresultingunemploy1nent, called classical unemployment, 
is shown by the distance, L3 - L2. 

The effect described above is so1netimes used to justify the argun1ent that any 
attempt by a union to raise wages n1ust inevitably be at the expense of jobs, 
and that if unions are really interested in reducing une1nploy1nent, they should 
accept wage cuts. Ho,~rever,, 1na.ny econon1ists ~ especiaHy those of a Keynesian 
and l1ef t-of-centre persuasion - dispute this conclusion. They argue, fi rst that 
it is unreaHstic to assume that conditions of de1nand for labour are u nchanged. 
By agreeing to accept technical progress> by \:\1orking \-\rith new capita] 
equip1nent and new methods of organising work and by improving the skills of 
their members, a union can ensure (,¥ith the cooperation of n1anage111ent) that 
the MRP curve of labour shifts to the right. In these circumstances, increased 
productivity creates scope for both increased \lvages and increased employn1ent. 

Secondj both wages and e1nployrnent can rise when a union negotiates for higher 
wages to be paid by firms producing in an expanding go1ods n1arket+ In these 
conditions, increased demand for output creates increased demand for labour to 
produce the output. Indeed rising real ,vages throughout the econon1y are likely 
to increase the aggregate demand for the output of all fir1ns producing consunH~r 
goods becaus,e wages are the· most in1po,rtant source of consuJnption expenditure in 
the eco,n0i1ny. 

So fa r , I have· assum,ed that trade unions try to increase pay by preventing union 
members supplying labour at wage ra tes below the rate set by the union. Figu re 
12.]2 iUustrates a second way in \rvhich much the same result can be achieved. In 
this case, the trade union establishes a closed sbop1 which keeps non-union workers 
out of the labour n1arkeL The union-controlled entry barrier shifts the supply curve 
of labour leftward and increases the inelasticHy of the curve. Employment falls fro1n 
L1 to L2, and the wage rate is hiked up to W2. 

Th@ word sfwp in the tern1 'closed 
shop' refers to the workshop or the 
shop flo,or1 \Vhere manufacturing 
firms undertake th e tasks 
involved in production. A closed 
shop is an example of a labour 
restrictive practi1ce. There are 
two types of c[osed shop, both of 
\\rhicb have been made illegal in 
the UK. Figure 12.1.2 iUus trates 
the effect of a pre-entry closed 
shop, which requires workers 
to join fhe union before starting 

Wage supply ,curv~ aiftter Supply CUN",e 
rate form,atlion or a trade union before 

formation 
~ ~a~~ 

union 

0 l.2 l..1 Number of 
workers employed 

Fig u e 12 .12. A trade union shitti 11g the market supply 
curve of 'labour 
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employment. By imp1osing a quota or ceiH.ng on the number o,f union tne111bers~ a 
union uses a pre-entry c[o,sed shop to shift the supply curve of labour tin the left. By 
contrast, a post-entry cl1osed shop permits non-me1nbers to get jobs., but all workers 
ha vie to join the union to ke,ep their jobs. Post-entry c101sed shops have l itfle effect 
on entry barriers,, but they are a n1eans of dealing with the fr1ee-rider problem in 
labour markets. 

Free-riding occurs when workers decline to join a union while accepting pay rises 
that the union negotiates. Free-riders benefit fro1n the union mark-upt - that isj the 
genera.Hy higher pay in unionised rather tl1an non-unionised places of work - but 
save then1selves the cost of paying union n1en1bership fees. 

How a trade un,ion' can increase both the wage rate and e,m,ployment in 
a m,ono,psonistic labour market 
The· assertion that u nlons raise wages at the expense of jobs is ]1eavil y dependent 
on the assu]nption tl1at hefore the union was formed, lhe ]abour n1arket \Vas 
perfectly competitive. In th.e ca.s.e of a monopsony labour 1narke,t , H .is po,ssible 
for a union tio raise both th,e \V age rate and em ploy ment,, even with out the MRP 
curve shifting right\vard. This is illustrated in Figure 12.13. If the labour market 
is non-unionised, the equHibriu1n wage rate is W1 and the level of ernp!oy1nent 

is L1. 

Wage 

MRP 

The introduction of a trade union into a n1onopsony labour market 
has the same effect on the labo1ur supply curve as in perfect 
co1npeti tilon~ In Figure 12~13, the kinked line W2XS is the labour 
supply curve and the average cost of labour curve [ACJ when 
the union sets the \Vag 1e rat at W2. But in monopsnny, l¥2XS is 
not the marginal cost of labour curve· (MCJ. The MC.L curve is the 
do,ubleakinked. line W2XZl( The double k ink i.s explained in the 
fo,How:ing way. Providing the tnonopsonisl employs a labour force 
smaller than or equal to L2, the MCL of employing an extra worker 
equals both the ACL and the union-determined wage of W1 . But 
beyond L2 and point X, the monopsonist must offer a higher wage 
in order to persuade additional workers t10 supply labour. In t]1i.s 

situation., \V:ith all the ,,rork,ers no\v be ing paid the higher wage the 
MCL curve ltes above· the supply curve o,r ACL curv,e. The upward­
sloping line .ZV drawn in Figure l 2.13 sho·ws the MC1 of increasing 
emp]oymenL above L2 .. 

O L1 L2 Number of 
workers em:ployed 

F" g ure 2 .13 The effect of introducing1 a trade 
union into a mo nopsony labour market 

This ,neans there is a. vertica] g ,p between the horizontal secl.ion of the MCL curve 
(for levels of employment at or be]ov-.r L2 and point X) and fl1e upivard-sloping 

section of the curve (ZV) . . [ n the absence, of a union the level of employm.ent i.s 

Lt1 determined at point A ( with point B deter111ining, the wage rate W1). But when 
the union sets the wage rate at W2, en1ployment r ises to L2, which is the level of 
en1ployn1ent at which U1e MRP curve intersects the vertical section of the MCL curve 
at point 1C, betwieen X and Z. The union bas inana.ged to increase both. the wage rate 
and the level of en1.ployment. 
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CASE STUDY 12.3 

EXAM TI P 

Exam questions may ask if trade unions {or a national minimu1m wage) can raise the leve1I of 

employment as well as the wage rate. The answer depends on the competitiveness of the 
labour market. 

The national' mi.n.im1um wage 
The explanation in the previous sectionj 
of how a trade unjon can increase both 
the ivage rate and the level of employn1.ent, 
can a]so be used to analyse the effect of 
a nation I mir1imtun 1ag set by the 

KEY TERM 

national minimum wage: 
a minimum wage or wag1e rate that 
must by law be paid to employees. 

governn1ent. Under the unrealistic assun1ption that labour rnarkets are p ,erCectly 
con1petitive, Figu r1e 12 .11 can be adapted to show how a 11ati1onal 1ninimu1n wage 
set abo·ve the 1narket-c]earing wage rat1e ]eads, Lo a losiS of jobs and uniemployme.nL 
But if 1n ore realist ical1y labour n1arkets are imperfectly co111petitive, Figure 12.13 
should be used. This figure can be adapted to show how a nati.onal minimum wage 
can iucrease both the wage rate and the leve] of e1nploy1nent. 

From 1979 u ntil 1997, UK 1Conservative governments opposed the introduction of a 
1ninin1u 1TI legal \vage.,, beHeving that its n1ain effect would be to increaseunen1ployment 

Recession, recovery and the UK j'obs market 
In the third quarter of 2008! the, UK economy entered 

recession. Many UK comipaniesJ includ~ng the p lant 
manufacturers, JCB. had already begun to saok workers, 

and those still in jobsfeared they would be 1made redundant. 
To try to prevent rurther lay-offs, union members at 
JCB offered to work for row.er wages. Howeverl wage 
reductions d idn't work. In fact, JCB sacked 1more workers 

in the autumn of 2008 p as orders for build oze rs and other 

construction plant drred up. 
However, by 2013, JCB was creating Jobs again as lhe 

UK economy showed signs of recovering from. recesston. 
The company announced it was creatf ng 50 fobs at its 
Derbyshire, factory. Harving made a record profi1 of £365 

F10Uow-up questions 

miUionl JCB is investing £45 million in engiine development. 

But many of the workers JCB hires are agency workers 

and fack the guarantee of continuous employment. 
However, JCB says that most of their fulfmtime employees 
have 1entered through some period of temporary work 
and proved their worth. With an improving economy, the 
company has taken them on. And as a result of investing 

in iits own training academy, JCB has recently created a 
hundred jobs for teenage, ap prentioes. But JCB ts creating 
far more jobs by investing in factories in Brazil and ~ndia. A 

company spokesman has said ·Growth for JCB anywhere 
is good for JCB and a s1g1nificant number of the machines 

al'\e sti lt made here in the UK and shipped around the world.' 

1 Why are companies such as JCB, whose clien1s are build ing compani.es, especially likely to lay off workers ~n a 

recession? 
2 In what way does the information in'the case study illustrate the globaUsation process? 
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By con tr asc the Labour Party and the trade union 1noven1ent were both 
committed to, lhe introdu,ction of a national minimum. wag,e arguing that 
evidence from other European countries suggests that the benefits in terms of 
socia] fai rness exceed any costs i nv,olved. The national m i nimu.:m wage (NMW) 
introduced in April 1999 was set al a level of £3*60 per hour throughout the UK, 
or 45% of median earnings. But young workers below the age of 18 w,ere 
excluded fron1 its protection. 

EXAM TIP 

Exam questions may be set on different methods of pay determination and o,n reasons for 
the d'ec~ine of collective bargaining as a method of pay determination. 

The government decides the ]eve] of the nat.i,onal mini mum wage· taking advjce 

fro1n the Lo1Ar Pay Co1nn1ission. The govern1nent does not guarantee to increase 
the NMW each year although in recent years the NMW has been ra ised annuaUy. 
There are four levels of 1ninimun1 wage. and the ra tes from 1 October 2013 were: 
• .£6.31 per hour fo,r w,orkers aged 21 years. and olde·r (the adult rate) 
• £5.03 per hour for \-v,orke·rs a.ged ]8-10 inclus]v,e (the· development rate) 
• £3.72 per hour for all wo,.rkers under the age o.f 18 (the rate for 16- 17- year- olds) 
• £2.68 per hour (the apprentice rate) 

EXTENS101N MATERIAL 

Support for a legal minimum wage 
In the 1Q70s and 1'980s1 many economists accept,ed that when government forces businesses 
'to pay htghar wages, businesses tn turn hire fewer employees. It is a powerful argument 

against the minimum wage since It suggests that private businesses as a group. along with 
1eenagers and low-wage, employees, w~II be penalised by a mandatory raise. 

This view came under attack in the mid-1990s following som.e work done by two Princeton 
economists~ David Card and.Alan Krueger. In 1992~ NawJersay increased the state minimum 
wage to $5.05 an hour (appttcable to both the public and the private sectors), which gave 
the, two young professors an opportunity to study the comparative effects of that increase 
on fast-food restaurants and low-wage employment in New Jersey and Pennsylvania~ where 
the minimum wage ;r,emained at the federal level' of $4.25 an hour. Card and Krueger agreed 
that the hypothesis 'that a rise in wages woutd destroy jobs was one of the clearest and most 
widely appreciated in the field of economics. Both believed, at the start. that their work would 
reinforce that hypothesis. But in 19951 and again in 2000, the research of the two acade'mics 
showed that the convenUonaJI wjsdom was wrong. Their data demonstra1ed that a modest 

increase in wages did not appear to cause any s'ignificant harm to employment; in some 
cases1 a rise in the minimum wage even r-esulted in a slight incr,ease in employ1ment. (Sea 
the earlier section on page 17:3 on how a trade union can increase both the wage rate and 
empfoyment in a monopsonlstic labour market.) 
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The p rice mechanism operates in 'the labour market ir, a s imilar way to how it operates in 

the goods market but the roles of fkms and households are reversed. 
lln their role as empfoyers, firms demand. labour in the labour market. 
The demand for labour is a derived demand. 

Members of households supply labour to earn an income whi·ch then provides an effective 
demand for goods. 

A worker suppltes !labour to maximise net advantage, which may iriclude job satisfaction. 
The opportunity cost of working is the leisure time forgone. 

An indjvidual's supp~ curve of labour may slope upward or bend backward. 

• The shape of the supply curve of rabour affects labour market incentives. 
• II n a perfectly oom petitive labour market, the marginal revenue product (MAA curve facing 

an employer is the employer1s demand curve for labour. 

The supply curve of labour facjng a firm in a perfecUy competitive labour market is the 
perfectly elastic line determined by the interaction of mark1et supply and demand. 
For a firm, this horizontal line is also the average cost of labour (.4CL.) and the marginal cost 

of labour (MCL). 
A monopsony is the only buyer of labour in a. labour mariket. 

The wag'e, rate and the, level of employment are likely to be lower in monopsony than in a 
perlectlY' competitive labour market. 

~n monopsony, a trade union may be able to increase both the wage rate and the level of 
employm,ent toward the perfectly competitive levels. A national min1imum wage can have 

the same effect. 
Likewise, the national minimum wage might result in both higher wages and higher 

employment because real-w,orld labour markets are imperfectly compe,titiva. 
·wage d iscrim1inatfon occurs if employers exert their power to pay wo~kers the minimum 

wage rates they are prepared to accept. 
Gender discrimination means that women often earn less than men. 

Exam-style questions 
1 Explain w:hy a worker's supply curve of labour may bend backward. 

2 Explain 1hrse factors significant in determining a firm's demand for labour. 

3 Assess the effects of the migration of workers from central Europe to the UK upon UK wag,e rates, 

levels of employment and the competitiveness of labour rnarkets. 

4 Eva!uate the vie,w -rhat when trade unions raise wages they inevltaJbly reduce levels of emptoyment. 

Extra resources o help you revise are available on1ine at www.hodderplus.co.ukJphilipaHan 

( 5 mar s) 

(15 marks) 

(25 mar s) 

(25 mar s) 
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As the experience of many poor countries shows, unregulated market forces tend to 
produce highly unequal distrib ut ions of income and wealth, which are themselves a form 
of market failure. Of course. not an econom1ists agree. Extreme free-market eoonomists 
seen1 to think that people who end up poor deserve to be poor. According to this view 
the market doss not fail; it si1mplly creates incentives that cause people to generate 
income and wealth which end up benefiting most of ths population. They also believe 
that attempts by governments to redistribute income and wealth from the rich to the poor 
usually end up. through the distortion of personal incentives, in government failure which 
harms national economic performance . 

•••• ••••••• , .4 ••••• ···························· ~············· · ·· ·· ·· •••••••••••••• ····~· •••••••••••••••••••••• 

0, ---------- ~-

.... -, ...... - • . .: .. : .-:-··.-.:.h '...-::,, ---- ..... · ;--.. ~-•-:. - -·--· -

: 'LEARN'(NG·,,,o ,u:rcoM ES·: 
;.:-...,-.. , ... __ .~ ......... --_-::-".:.:.~.- - :_. ---~ .::-··· -.: .. ' ... 

This chapter wi U: 
d iscuss the meaning of poverty 
distinguish between absolute poverty and re lative poverty 

explain the mairi causes of poverty in the UK 
• examine inequalities in the distribution of income and weafth in the UK 

summarise how goveimment policies such as progressive taxation, transfers and the 
national mtnimum wage attempt to reduce povEnty and make the distribution of income 
moreequaJ 
relate progressive taxation to fiscal drag and to the poverty and unemployment 1raps 

Poverty is not mentioned in the AS speoffication. though the concept is imp!icit in the Unit 
1 requirement that candfdates should understand that inequalities in the d[stribution of 

Inca.me and wealth can lead to market failure. Apart from advice that candidates should be 
able to gi:ve examples of t his cause of market fallure, there is no other mention of income 

and wealth i1nequalit ies in the AS specifications. My advice is ~hat you treat both poverty and 
income and wealth inequalities as A2 topics on which exam questions are likely to be set. 

What ~s overty? 
Poverty is caused both by a ]ow rea[ national i ncon1e relative 'to a 
c,ountry"s total population size and by inequalities in the distributions 
of incon1e and wealth. The forn1er leads to < bsolute pove Ly for 
1nost of a country ·s inhabitants, whereas the latter caus-es relati·t1e 
poverty. 
• Absolute poverty occurs when incoR1e is belov.; a particular level. 

According to the charity .Barnardo,s: 

KEY TER:MS 

absolute poverty! occurs when 
income is below a parti,cular fevel. 

relativ,e poverty: occurs when 
incO'me is befow a specified 

p roportion of average income. 

. . .... 
Unit 3 Business economics and the d istribution of income :fit '. 
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AbsoJute povierty refers to a set standard \Vhich i.s consistent over thn,e and b@tw en 

countries. Measuring DOVert., by an absolute threshold has the ad·vantage of 

apply1ng the same standard across d Efferent locations and time periods. making 
comparisons easier. However, it does not take into account that you need differ1ent 
leveJs of income in different places, for exan1ple,. a cup of coffee is more exp1ensive 
in England than U is in Brazil 

Relative poverty is suffered by a household if its income is belo,v a specified 
proportion of average jnco1ne for an households ffor exan1ple~ less th.an a third of 
average inc:0111e). Barnardo,1s says: 

Re[at ive pov,ert y defines I poverty~ as being be·]ow a relative poverty threshold. It 

classifi@s individuals or families as ·poor · not by co·1nparing theln to a fix,@d cut~ 
off po[ nt, but by com1~ari ng them t,o others in the population under study. 

Many UK charities try to pressure individuals to donate to their cause and governments to intervene more in the economy 
to reduce poverty. Shelter centres its activ;ties on .homelessness. Bamardo's is especially concerned wjfh child poverty. 
The passage below has been taken from Bamardo1s campaign shests~ 

Barnardo's and the reality of child poverty 
Many families li,ving on a low income have on'ly about £12 
per day per person. 

This needs to oover: 
• .all their day-to-day expenditure~ ~ncludi ng necessities 

such as food and transport 
• occasional items suclh as new shoes and clothes, 

schoo I trips and act1v1ities for chjldren, and replacing 
broken household items such as washing machines 

and kite hen equipment 
• all household bi1Hs such as electric tty~ gas and water, 

telephone bills and TV lioonoes 
A family with two adults and two children needs to 

have £349· each week in order to be above the poverty 

line. rn 2010, there were 3.6 million chUdren living in poverty 
in the UK. That's, alm·ost a ~hird of all children. Of these 

Follrow@up questions, 

children. 1.6 mmion lived in severe poverty. In the, UK 58% 
of children living in poverty are in a family where someone 
works: 24% of children in the poorest fifth of households 
are in families who can11 afford to keep their house warm, 

compared. to just '1 % in the richest fifth . 
Neal1y half of au eh ildren iri the poorest fifth of 

households we~ei in families who couldn't afford to replace 
broken electrical goods! compar1ed wi~hjust 3% of children 

in the richest households. 
S1x-ty-two per cent of children in the poorest fifth of 

households had parents who would like to, but could not 
afford to take their children for a holiday away from hom,e 
for one week a year. This only applies to 6% of chUdren in 

the rtchest fifth. 

1 Suppose you have to live on £12 a day. After finding out about prices, and assum:ing you1 have a partner and two 

children~ what win you spend the £ 12 on? 
2 10utline ·two1 ways tn which child poverty could be, reduced, 

When aU incomes grow, absolute pov,erty fan s. Ho\vever relativ'e poverty only 
falls i.f l o\\r incon11es. grow at a faster rate than average, incomes. Fo1r the n1 ,ost 
pa.rt~ the prob]1e1n of poverty in the UK is one of relative poverty. Because the UK 
has be·en a high-income, de\r,eloped econorny in which wel fare benefits provide a 
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Poverty and the distribution of incon1e and wealth 

nuni.n1llln inco111e and safety nel for the poorJ very few people have suffered fro1n 
absolute poverty - at l1east until the 2008 recessio1n and the su hs,equent public 
spending cuts. 

The main causes of pave ty in the UK 

The gap between rich and 
poor is an ;ssue in the UK 

Three of the majn causes o,f poverty in the UK are old age, unempioy1nent and 
the low wages of 1nany of those in work. EXAM TIP 

Oldl a.ge a.nd poverty 
Old age causes poverty largely because 1nany old people rely on the state 
pension and lack a private pension. Before the early ] 980s . the state pension 
rose each year in Hne \Vith average earnings. This meant that pensioners, albeit 
fron1 a lower base~ shared in the increase in national prosperity delivered by 
economic growtl"ll and higher real earnings. Ho\\rever, pensions then 1noved 
from being index-linked to ave.rage earnings. InsteadJ they were linked to 
the rate oif inflation) measured by changes in the· I'1 tail prices index (RPI). 
Pensio1ns no, lo1nger rose in line ,:vith the general increase in standards of living 
and pensioners liv.irig standards were in effect kept at their 1980 level. Old 
peo p] e reHan.t so]ely on the state for a source of inc,01ne became· increasingly 
worse off con1pared to people in vvork. 

[n 2011, the newly elected 1CoaHtion governn1ent introduced what has become 
known as the 1 lriple lock'. The government said that the state pension would 
nov{ rise in line \vith either earnings1 or 1CPI inflation or a 2.5% increase , 
u1hichever is the greatest .. Ho,,,vever, the ' triple lo ck' may well be abandoned 
aft1er the 2015 genera] election, on the ground that it is costing too much. In 
2013, the Coalition goverrunent was considering. sivitching back to linking 
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Exam questions may 
ask you to d istinguish 
between absoJute and 
relative poverty and to 

explain their different 
causes. 

EXAM TIP 

Ths problem of poverty 

i:s a Unit 3 topic but 

candidates may be 
1expected to apply 
knowledge Jeam,ed 
when studylng Units 2 
and 4 to sxplai n how 
fiscal poliicy can be 
used to reduce poverty. 



p 1ension increases solely to rises in average earni1t1gs thus ending the a1u1ual 
inflation-linked rise in benefits. lroni.caUy the reason for thjs is to reduce tl1e rate at 
\-Vhich pensions have been rising .. In contrast to the 1970s ,vhen the rate of increase 
in average earnings exceeded the rate of infla Hon, the recent 1 % or so annua] 
rise in average earnings has been considerably lo""r1er than the rate of inflation~ 
But whatever happens:, the state pension wiU continue to be very n1uch a poverty 
in.corrie. 

Unemployment and poverty 
Unen1p]oyn1ent benefits are generally lo\ver than 
the pay work:ers received before losing their jobs. 
An increase in une1n plo,y1nent there fore increases 
p1overty. In 2013 ;I as part of the policy of cutting pub]ic 
spending,. the Coalition government introduced a cap 
on a range of benefits received by the poor. inclucling 
unemployment benefits. The cap wH] further increase 
poverty and \Vi den inco111e diff erentjals. U foHows that 

1EXAM TIP 

Exam questions n,ay 
require a.n explanation 
of the causes of poverty 
and/or of the effects of 
poverty on 'tl1e economy. 

absolute poverty (and potentially rclati ve poverty) can. best be reduced by fast and 
sustained ec,onomic gro\\7th and by creating jobs. Econonlic growth can also create 
the· where\vUhal, if the el1ectorate and state .are so minded, t,o increase the real value 
of the state pensio,n and une1nployment benefits. 

Low wa1ges and: poverty 
When di.scussjng the nature of both abs.olu te and re]ative poverty in ilie UK, we 
must distinguish between the lo,v-,vaged and the un.-·waged, who are uoe1nployed. 
The low-waged, unli1e the un-waged , are workers with jobs, a lbeit jobs in which 
the,ir hourly and weekly earnings are ]ow. The !,ow-waged include n1any unskiUed 
v,.rorkers,, together with skilled ivorkers vr1ho have lost jobs in the 1nanufacturing 
industry .and who have had to trade down to e1nployrnent in Illore 1nenial unskiUed 
activity. The lo\v-waged poor are ahnost always relatively poor rather than ,absolu.tely 
p 10 10.r. In contrast~ some of the un-waged, including homeless people living, on the 
stre·et, faJJ into th,e category of the abso,lutely poor. As 1 shall explain Later, the 

intro1duction. of the national mio.in1um 1,vage \Vas an .attempt to reduce the poverty 
of the Jo,v-waged. 

Beside those claiming unemployment bene.fits and pensio,ners,. the un-,\raged includes 
people \vhose only sourc1es of income are incon1e support and the Employn1ent a.nd 
Support AJlowance (ESA) + Income support can be claimed by thos1e with no income 
or a low income:, or ,vho are working less than 16 hours a \iVeek or who haventt 
signed on as une111ployed. I l is often clai:med by the elderly who \iVould other,vise be 
cornp]etely reliant on the state pension., and by families otherwise dependent solely 
on the une1nployment benefit pai.d lo one· family 1ne1nber. Many econo1nists believe 
thal the ESA ! which was introduced .in 2008 eventually to repla.ce Incapacity Benefit, 
is aimed at reducing the nu.mber of people claim.ing benefits on the ground that the,y 
are medically unfit fo.r paid work. 
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CASE STUDY 13,.2 

What is fuel poverty? 
In recent years a supposedly new type ,of poverty has 

been identified. This ls fuel poverty. In 2013 any household 
spending more than 10% ,of its income on fuel was said to 
be in fuel poverty. However, a new definition of fuel pov,erty 
is like1y to repla,ce the '10%1 definition. 

One of the main crit ici1sms. of the ~10o/o definition has 
been that it does not '',equivalise' incomes for household 

size and cornpositton. Equ ivaJ isat[on means,, for exam pie, 
that a family of four with a househdd income of £30i000 
is not deemed to be as wel l off as a re1ired couple wtth the 
same income. 

The new defini,tion, proposed to the government by 
Professor John Hills! does take account of equivalised 
income. It also measures income after the deduction of 
housing costs, which are usually higher for families \fvith. 
chirdren. More fammes with children ~ II be regarded as 

fuel poor l Hill •s definition of ·ruel: poverty is accepted by 

·the government. 
In cold winters, low-income househdJds, especiaUy 

pensioner househoJds living in badl~ insurated properties, 
are likely to experience fuel poverty. The problem is made 
worse by the fact that many pe nsione:rs and other low-
1inoome fam~li es live in houses equipped with inefficient 
heating systems. In 2013 people suffering from fuel 
poverty needed an average of £448 more a year in order to 
heat their homes property. This was an increase of £26 on 
2012. Poor families w,ith children also suffer fuel poverty. At 
1he start of 2013, approximately 1 ~a million children were in 
fuel poverty - 130 ,OOO more than in 201 a. the last year 
before 2013 in which an official estimate of fiuel poverty 
had been made. 

Pensioner households living in badly insulated properties are especially likely to expercence fuel poverty 

Follow-up questions 
1 Do you think that fueJ poverty is a new type of poverty that did not exist until quite recently? Justify your answer. 
2 Evaluate two different policies which the UK government n1ight use to eliminate or reduce fuel poverty. 
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Paver y and the ax and benefits system 
Poverty is seldom caused din~ctly and iln111,ediately by taxation and the benefits 
syste1n. Howe,ver th.rough a process known as fiscal drag (1Nhich I explain later 
in the chapter) a.nd through cuts in welfare benefits poverty can increase. Making 
taxation more progressive· andl increasing ·welfare benefits reduces poverty and 
inequaHhes in the, distribution of incon1e, at least in the short run. Iio\vever, free­
market and supply-side economists beHeve that, in the drive to reduce inequaH.ty, 
these changes worsen labour n1arket ince,ntives, cou1petitiveness and econon1ic 
growth. According to tl1is vie,w, in the long run ]ow inco1nes may fail ta gr,ow and 
p1overty may in.crease. lf true, gov1ern1nent jnterv,ention in labour 1narkets causes 
government failure~ 

lnequa · ies in the d·stribution o ·ncome and 
wea thin the UK 
At AS you Mll have learnt tl1at :income is a fl.ow while wealth is a stock. Personal 
wealth is tl1,e stock or historical accumulation, of everything you own that bas value. 
By contrast., your income ls the floiv of nlloney you reoeive hourly \.Veekly n1onthly 
or annually, some of which (the part that you save) ca.n add to your personal \Vealth. 
This is, one of th.e links bet\:ve,en. incoine and "realth. A second Un.k o,pe.rates in the 
opposite direction - the w,ealthi,er you are the more inv,estn1ent income you are 
likely to earn, which ,adds to your tolal income. Indeed, the rich benefjt fron1 a 
virtuous circle: wealth increases income, which allows the wealthy to save, and 
saving adds to \vea.Jlth, and so on. By contrast n1any of the poor suffer a vicious 
circle: ]ow inco1ne n1eans the poor have to borro,;v, borrowing adds to personal debt, 
income is then spent on debt repayn1ent, consun1ption falls1 and any wealth the 
poor possess disappears. 

As in other countries, inco1ne and weaH}1 ha.ve always been unequally distributed 
in the UK .. Even when e,cono1nic growth creates full en1ploy11.1ent~ the incon1es of the 
.ricl1 tend to i.ncrease faster than those of the poor. For this reason, th,ougl1 abso 1]ute 
poverty de,cHnes, f~st economic gr,owth may actuaUy increase re]aHve poverty and 
iv iden inco1ne differences. 

EXA1M TIIP 

Exam questions may ask for an explanation of why inequalities in the distributron of income 
and weaJth have changed in the UK economy in recent years. You are not required to know 
about events more than 10 years before 1hs exam. 

ln,equality in th,e Keynesian 1era 
Nevertheless., during the Keyn,esian era., froin the 1950s to t11e late 1970sJ a 
combination of sustained economic growth, low unemployment and state 
intervention redu~::ied both poverty and inequalities in. the distdbution of inco1ne- in 
the UK. State i11tervenHon made the Lax systeJn mnn~ progressive and transferred the 
resulting tax revenue in \ve1fare benefits paid largely to the poor. 
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lnequ,ality in the 19801s and early 1'91910s 
Free-market and supply-side economics r,eplaced Keynesian.ism in the 1980s and 
early to nlid-1990s. (Chapter 15 of my AQA AS Economics book explains tl1is :in 

some detail.) These decades ~rere marked by widening inequali ty in the distribution 
of income and wealth . The wealthy benefited from greater tax cu ts than tl1e poor 
and th_eir i.t1con1e rose at a faster rate. Many commentators believe that in the 
1980s, Margaret Thatcher' s Conservative goverrnnents widened income and ,;vealth 
inequalities quite deliberately. Thatcher beUeved that goverrunent policies such as 
progressive taxation a.nd transfers to the poor destroy perso,nal incentivest which in 
turn harms the econo1ny. To make the poor better off in the [ong .run, they must be 
made re]atively worse off in the short r un in order ·to create the co1 ndiUons in wh ich 
hard \.vork and the entrepreneurial spirit can deliver economic grovvth. 

CASE STUDY 13.3 

UK income inequality at he present day 

8 .. 02.o/o 

Less than £25,000 

171] 1So/o 
48.45(f'o 

£25,000-£34,999 

• £35,000- £49~999 

£50,,000-£7 4,999 

O V@ll' £75.000 
22.17% 

Fig re 13. 1 Percentages of UK adults in different inoome groups. 2012 

A stud'y publtshed in March 2013 by the, High Pay Centre" 
a think-tank set up in the wake of an inquiry into escalating 
executive pay, shows that there are now 26,000 Britons 
taking home ,more in a month than those on average 
salaries earn in a year. According to the study, the UK 
has re1urned to l.evels of income inequality last seen jn the 

1930s. with the share of the national income going to the 
ti0p 1% more than doub.lfng since 1979, to 14.5% .. In 2013. 

the 261 OOO top-earning UK 1residents, who have salaries 
of more than half-a-mi11Uon pounds a year1 receive at least 

£21 ~500 a month after tax - more than the average annual 
wage of £20,500. At the other end of 1he spectrum. 1here 
are 6. 75 million workers earning less than £800 a mon1h. 
Rgure 13.1 shows that ~n 2012~ 4.21%, of people in recerpt 
of income enjoyed incomes of £75,000 or more a year~ 
whHe at the other extreme, 48.45% had 1o lwe on incomes 
of £25!000 or less. The ,richest 1 % of course rece~ved 
much more than £75,000 while the very poor made do 
·w1ith much less than £251000. 

Follow-up quest ions 
1 Do you agiree that the failure to redtsmibute income from rich to poo,r is not an exampl1e o,f government failure? 

Justify your answer. 
2 Outline your vtew on whether governments should attempt to1 redistribute income. 
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EX'TENSION MATERIAt 

easuring inequality 
Economrsts use Lorenz curves and the Gini coefficient to 

measure rnequallty. Exam questions wUI not require use of either 
measure, but as exam: candidates frequently use one or both of 
t hese measures, I hava included them in this chapter. Be warned. 
how.ever: valuabl'e exam time is easily wasted drawing, a Lorenz curve 
that is not necessary for the answer. 

The Lorenz curve and the Gin:i coef.ficient 
A Lorenz curve measures the extent to which the distribution of 
income (or wealth) is equa~ or unequal The degree of inequality is 
measured by a statistic known as a Gini coefficient. 

The Lorenz curve in Figure 13. 2 shows population on the horizontal 
axis1 measured in cumulative percentages from 0% to 100%. The 
vertical axis shows the cumulative percentage of income received by 

0 

Line of complete, 
equa1lity 

Percentage 
of population 

curve 

B 

Figure 13.2 The Lorenz curve 

100 

Percentage 
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the population. 'ff incO'mes w,ere distribut,ed equally~ tne Lorenz curve would lie along the dfagonal line in the diagram. 
The, nearer the Lorenz curve f s to the diagonal, the more equal is the distribution of ,income. 

The Gin[ coefficient m,easures the area between the Lorenz curve and the diagonal as a ratio of the total area under the 
diagonal.. In 1erms of the diagram~ the Ginl coeffici,ent i,s calculated usrng tihe following formula: 

Gi ni coefficient = area A 
area A + area B 

The llower the value of the Gini coefficient, the, more equally 'household tncom.e is distributed. llf t he Lorenz ,curve were to 
lie along the 45pdegree l'ine in the above diagram1 every househo:ld would have exactly the same income and the 1Gini 
coefficient would be zero. At the other extreme_ if one person received ~I the incoma and everybody else no income~ the 
Lorenz curve woutd be 1he reverse ,L:shape lying along. first 1he horizontal axis, and then the right-hand vertical axls in 
the diagram. Between these two extremes. Lorenz curves closer to the line of c-omplete equality show greater equality 
(and Gini coefficients approachi1ng zero), while Lorenz curves further away from the diagonal display greater inequaJity 
(and Gjnf coefficients approaching 1). 

W ll inequa ·ty increase in the fu ure? 
.At tbe tin1e of writing (July 2013)) th e UK economy is just about beginning to reco,v,er 
fro.1n tl1e deep recessjon which hit the UK econo.my in 2008. U11en1pl1oyment1 which 
increased rapidly in th e· recession1 stood at 2. SI million in M.ay 2013 for 7 .8 % of 
the econo1nically a,ctive populati,on). It is g,enerally accepted that unemployment 
~viH reJnain high unless the growth rate in1proves significant]y. If un empl,oyn1en t 
continues to, gro,w·, the low lev,el at which unen1ploym,ent benefits are set n1eans 
that ine,quality will also increase. This will be exacerbated by tJ1e in1pact of 
draconian public spending cuts on the poor~ both those in work as weU as tl1e 
jobless. Absolute poverty wiU incr,ease, as \Vill relative povertyl if low incotnes 
fall while high inco1n,es increase. (See the section on Revisiting output gaps on 
page 223.) 
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Poverty and the distribution of incon1e and wealth 

Government po lees tha a· 
an income inequalit·es 

to reduce poverty 

The, ]nain policies UK governments hav1e used to try to reduce poverty and to make 
the distribution of inco n1e and \Vealth more equal a.re progressiv1e taxation transfers 
to the poor) the tax credit system and the national n1inimu1n \¥age+ 

Pro1gressive taxati1on 

KEY TERM 
[n a progressive tax sysLe,]n the proportion of a person's in,co,ine paid 
in tax .increases as income ri.sestJ v.rhile in a regressive tax system, the 
pro_portion paid in tax falls .. A ta...~ is prop,ortionate H exactly the san11e 
proportion of income is paid in tax at all levels of income. Progressivity 
can be defined for a single tax 1or for the· tax systern as a ,vhole+ 

progressive taxation: a tax or 
tax system in which the rich pay a 
hrgher proportion of income in tax 

than tlie poor. 
The word 'progressive· is value-neutral_,, implying nothing about 
how the revenue raised by the govern1nent is spent Nevertheless,, 
progressive taxation has been us,ed by governments, pardcu]arly during the 
Keynesian era and to a rninor extent tnore recentll y by Labour gove,rrunents 
[1997-2010)~ to achje,ve the social aim of a fairer distributi1on of i.ncome. 

EXAM TIP I 

lt is often assumed that the UK tax syste1n ls highly progressive, and is thus 
used l 10 redistribute income, and wealth to the poor. In fact apart from capital 
gains tax and inheritance tax which are quite 1easily av,oidable w 1ealth (and 
capital) is not taxed in the UK~ This 1neans that inequalities in the distribution 
of wealth have not rett Hy been reduced by the tax system .. 

Nevertheless, many people believe wrongly that inconiie taxes are strongly 
prog.ressive in the, UK. Personal income tax is only slightly progressive for n1ost 
income groups, becon1ing rather mo1re progressive fo1r the r~chest fifth of households. 
The progressivity of inco,me tax was reduced by the abolition in 2013 of the highest 
50% n1argina1 rate of income tax, which was levied on those with taxable inco1nes 
over £150;,000. a.tional Insurance contributions (NICs) reduce the praigressivily of the 
direct tax syste1n for the top 20·% of house,h,olds. NICs are regressive on higher inoo1nes 
because little or nai further contributions are paid once a ivnrkerJs inco,1ne rises above 
a given ceiling. B·ecause the council tax and indirect taxes (mostly expenditure taxes) 

are regressive, ta.king a declining proportion of the income of rich households, overaU 

the UK tax system is at best only slightly progressive and it may even be regressive .. 

Tr,ansfers to the poor 
KEY TER,M 

Make sure you can 
explain how progressive 
taxation and transfers 

have affect1ed the 
economy and can 

evaluate whether the 
effects have been good 
or bad. 

Progressive taxation cannot by itself redistribute income - a policy 
of tr nsfers jn Lh1e govern1nentjs public expenditure progr.a1nn1e is 
required for this. Progressive taxation us,ed on its own tnere]y redueies 
post-tax incom.e differentials co1npared to pre-tax differentials . 
Currently, the main transfers directed at the poor in. U'I< public 
spending are the old age pension> unem.ployment benefits 1 incapacity 

transfer: an income paid by the 
state to benefit recipients and 

financed from taxation. 

benefit and inco1ne support. These fo rms of inco111e, paid by the slate 

to individuals who f H into the relevant category, are meant to transfer income from 
taxpayers to people ,on low incomes. Income support is paid to low-,vaged fan1iHes 
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EXAM TIP 

and the state pensi1011 can be ,cla i1ned by people who stay on at work after the state 
retire1nent age. More often, however, transfers are pajd to the un-waged poor. 

Tax 1cre,dits 
Whereas positlve inco,m.e tax is paid by peop]e whose tota] yearly income is higher 
than their personal tax allo,vance',, tax credits are a fonn of negative income, tax, paid 
by the government t,o pe,ople in employment whose inc,o,1nes are very low. Many 
lo\.v-paid people who ,.vork but earn lo\v wa,ges:1 qualify for universal credit, which 
\ivas introduced in 2013 to repJace working; tax credits. Universal credit is meant 
to make \rVork payJI in the sense that peop]e will no longer see their inco1ne drop by 
moving off benefits and into low-paid work. The Coalition govern[nent intends that, 
by 2017 1 universal credit wil] have replaced job seeker's a1.lowance,, the e1nployment 
and support aUowance, income support a nd hous.ing benefit (but niot child benefit). 

Th,e nattonal minimum1 wage 
You may be asked to evaluate 
the effects of the national 
1minimum wage on the economy. 

I have already described the UK national m inimum wage in Chaptrer 12~ 
Read again about the national n1in imu111 \iVatge., and assess v,hether iL 
has had any effect in reducing pover ty and income inequalities. 

Fiscal drag. poverty end low pay 
The UK tax systetn l1as .affected poverty 
partly through a process kno,vn a.s fiscal 
drag. Fiscal drag occurs in a progressiv,e 
income tax syste1n when d1e government 
fans to ra[se tax t.hresholds (or persona.I 
tax allo,vances) to keep pace with 
inflation+ Figure 13.3 {a) sho,vs an incon1e 

KEY TERM 

f i sea I drag: a failure to raise personal 

tax thresholds in Ii ne with inflation that 
brings the low paid into the tax net 

pyra1nid with the rich at the top of the pyra1nid and the poor at the bottom and ,vith 
the tax threshold fixed at an inco1ne of .£5;000. In this exan1ple a person ,:vith an 
income of £41900 is just below the threshold and pays no inco111e tax. 

Suppose that both price,s and all n1oney incon1es exactly doubl,e. If ther,e are no taxes:, 
.real incomes wiU remain unchan.g,ed) ,vitl1 households no beUer off or worsie off. But 
if there are taxes, and the governmenL fails to increase personal taJ( allowanc,es in 
line wUJ1 inflation (tha t is, to raise the tax threshold to 1. ]0,,000) ~ a doubling of th.e 
person's rnoney income to £9,800 means that .£4,800 of income is novJ taxable. The 
individual concerned is now worse off in real tern1s. 

The new situation is shown in Figure 13.3 (b). Inflation has dragged the lo\\r-paid 
worker across the basic tax threshold and into the tax net In a similar way, higher­
paid v.rorkers are dragged deeper into the ta.~ net if the higher 40% marg,ina l tax rate 
remains unadjusted for inflation. 

Governtnents can reduce re]ative poverty a1nong the lo\\, paid by raising income 
tax thresholds by 111ore than the rate of inflation. Thls takes the lo\\r paid out of the 
income tax net and claws back the fiscal drag that has taken place in previous years. 
Howeverl unless the government silnu ltaneo,usly reduces publi,c spending (whi.ch 
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Poverty and the distribution of incon1e and wealth 

generally benefits the low paid rniore than the high paid),. taxes have to be raised 
else\vhere in the economy wllich may also adversely a ffect the poor. 

(a), Income pyramid 
before inflat ion 

Rich 

Income £4# 900 

Poor 

(bj Income p,yramid 
,after inflation 

£5 ,OOO i ncotne tax 
thre·shold 

R.ich 

Income £9,800 

Poo,r 

The earnings trap or pov rty t p 
Fiscal drag is 011e of the causes of the poverty trap. As there are a 
nm11ber of ways in ,vhich the poor can be trapped in povertyJ this 
particular trap, which traps the lo,\7-waged in relative povertyJ is better 
called the earnings trap. Jt affects p,eople in e1np]oyment on low rates 
of pay, rat.her than the unemployed who are un-waged. Another poverty 
trap contains lhe homeless) who are trapped in poverty because to get 
a job they need a home, but to get a bon1.e they first need a job .. 

The imtnediate cause of the earnings trap is the ,overlap illustrated 
in Figure 13.4, behveen the income tax threslw·ld (the ]evel of incom.e 
at ,~hich income tax starts to be paid) and the means-tested welfare 
benefits ceiling (the ]evel of inco111e at ,vhich tneans-tested transfer 
incon1es cease to be paid). When welfare benefits a:re n1eans-tested, a. 
person's rigl1t to c].ai.J11 the benefit is reduced! and e,ventnally disappears 

lncom,e 
pyramid 

lnce,me tax 
threshold 

Poverty tira p in 
zone of overla1p 

Mean s.-tested .... ------ilillillil! __ ... __ 
benefits cei Ung 

Figure 13. 3 I-low fiscal drag brings 
the low paid into the tax net 

KEY TERM 

poverty trap: also known as the 
earnings trapi tne poverty trap 

describes a situation in which the 
low paid are trapped in relatiive 
poverty by having to pay income tax 
and NtCs at the same t ime as losing 
welfare benefits. 

EXAM TIP· 

Make sure you understand the 
difference between, but also the 
relationship betweenf the poverty 
trap (or earnings trap) and the 

unemploymen1 trap. 

Poot 
Fig ire 3. The, poverty trap 
or earnings trap 
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EXAM TIP 

Sae page 287 of 
Chapter 19 for a 
description of the 

marginal tax rate. 

1CASE STUD'Y 1,3.4 

ci01npletely, as inc,01ne rises. By contrast, a universal benefit is claitned as of 
right and is not de]Jiend1ent on income although the state can cla\v back universa] 
benefits that are taxable~ 

A ]ow-paid worker caught within the .zone of overlap in Figure 13.4 not ornly 
pays income tax and national insurance contributions on each ex.tr,a pound 
earned, he or she also loses part or all of the right to clru1n benefits. Thus low­
paid workers and their fanTliHes ,vhose incon1e fal ls within this zone of overlap 

becon1e tr,apped in relative poverty, since any increase in their pa.y resuhs in Httle or 
no increase (and in extren1e cases a fall) in disposable inc0rn1e. 

The effective n1arginal rate of taxation of workers in poorly paid occupations is high 
\~rhen the l1oss of n1ea11s-trested benefits is added lo d,eductions through inco1ne tax 
and NI Cs. Calculat1ed in this way, the marginal tax rates of the low paid an, much 
higher (often a.round. 70% and in extre.me cas,es 0 1Vrer 100% ) than th.e top 40% rate 
no\.v paid by the better-off. Moreover,. since the low paid are general] y e.mployed 
in occupations yielding litt]e job saLisfaction or scope for 1.egal tax avoidancei 
disincentives to work imposed by the UK tax. system affect the poor at the lower end 
of the incon1e pyraniiid much 1nore than they af feet the better-off. 

The poverty trap can be e1i1llinated by getting rid of the zone of overlap in the income 
pyranlid illustrated in Ftgure 13.4. The inco1ne tax threshold could be raised to take 
low-waged households out of the tax net. Means-tested benefits could be replaced 
by universal benefits~ altl1rough ~ as taxes would have, to :increase lo pay for any 
substantial increas,e in universal benefits, the poor .ntlght end up n101re heavHy taxed. 
The national 1nin.imum wage might als,o .n~duce poverty by pr,eventing employers 
paying 'poverty wages' . . However raising the MW could be counter-producHve if 
unemployment increases as a resu lt. 

The 1ntroduct1on of he universal credit may place more families 1n 
the overty trap 
The Coalltion government has been accused of creating a 
poverty trap 'Nith recent ohanges to the tax and benefits 
system which risk penalisir,g a~most two million l1ow earners 
trying to boost their income. A new report by the anti-poverty 
campaigning group, the Joseph Rowntree Foundation, 
suggests that universal credit, which ~n 2013 replaced 1he 
previous system of tax credjts, coufd see people \1\-tlrse 
off in work and struggling to manage their finanoes1 with 
many ~eft to deal with a more complex benefits system than 

F,olliow-up questions 

before. The report states that, whil'e1 making work pay rs the 
key aim for the universa1 credit many househo!ds are set to 
be worse off, or orrly 1marginaJty better off. 

SimpHfyiing the benefits system is also undermined by 
a new complelX system of helping families in crisis. Einalty, 
the report raises serious conoerns abol111: a tone-size ... 
fits-all' IT-based delivery system and potentia1l IT failures 
which cou'ld quickly lead to backrogs1 poor service and 
compla1nts. 

1 Why have income· differentials widened in the UK in recent years? 
2 Research whether the universaJ credit has actualJy increased poverty and drawn mor1e families 1into the poverty trap. 
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The une ployment ra 
-----

K,EY TERM The pov,erty trap 1 h.ave just described affects tl1e ],o,iv-·vJaged 
in jobs ratl'Ier than the une1nployed who are, w1-,vaged. It is 
in1portant not to confus,e the pov,erty trap or earnings trap with 
the 111en1ployment tr p ~ The nne1npli0yu1ent trap is clo,se[y 
related to the earnings trap J since, both af feet the poor and result 
fro1n the nature of the tax and benefits systems~ But people 
caught in the un.employn1en t trap are out of work - at least 
in tenns of officially declared etnp]oytnent. The unen1ployrnent 
trap c,ontains un-waged social security claimants who choose 
unemployment. This is because Lhey decide they are better off 

unem1ployment trap: the 

unemployed are trapped in 
unemployment as they are better off 
living on benefits than in a l.ow~wagsd 
job paying income· tax and NICs, while 
losing the ability to dain1 means-tooted 
benef~ts. 

out of \vork, living on benefits than in lo,v-paid jobs paying 
income tax and NICs and losing son1e or aU of their right lo claim means-tested 
benefits. In 2013, the· Coalition government announced policies to force the long­
tern1 unemployed into undertaking community work or registering each day at a 
job center. 

,Qne link between the earnings trap and the unemploy1nent trap is the un.de1·,ground 
economy- the hidden or informal econon1y in which people \\rork, usuall}' for cash 
payments:, while failing to declare income and oft,en fraudulently clainung s,ocial 
security benefits. Low-paid workers in employment can escape ·the earnings trap by 
giving up declared w,ork in order to claim unein ploymen:t pay while receiving income 
f ron1 undec]ared work undertaken in th.e underground economy. The underground 
econo,my ·is sot11etimes caHed the .:bla,ck e,conomy~. 

Hor·zonta and vertica quity 
Equity, ,vhich 1neans fairness or justness; is a nor.rr1ative concept (a matter of 
opinion). The closely related but not quite identical concept of equality is a positive 
conc,epL Equality but n ,ot eiquityJ can be n1easured. Govern1nent intervention in 
the ,economy,, \-Vl1.ich treats people in the sa1ne circumstances equally obeys th·e 
principle of horizontal equity. Horizontal equity occurs when households with 
the same income and personal circu111stances (for examp]e. number of children) 
pay the same income tax and are eligible for the same welfare 
benefits. Vertie al equity is niuch n1ore controversial since it 
justifies taking inco1ne from the rich (on the ground that they 
don't need it) and redistributing their incon1e to the poor (on the 
ground tl~at they do ueed it). The distribution of incon1e after 
taxation and rere,eipt of transfers is judged 1nore equitable than 
original incon1e before redistribution. Achieving greater vertica] 
equity can conflict with another principle of inter venHon, the 
benefit princi.ple, ~rhich argues that those who receive ·most 
benefit from governn1ent spending (for examp]e, motorists 
benefiting from roads) should pay the most in taxes. 

horizontal equity: describes 
households in simi1lar circumstances 

paying similar taxes and receiving 
similar benefits. 
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vertical equity: redistributes income 
fro:m the rich to the poor on the basis 
of need. 
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I :~UIMMARY 

' 

~t is important to distinguish between absolute and relative poverty. 
Absolute poverty occurs when incO'me ,js below a particular specified level. 
A household is relatively poor if its income is below a specified proportion of average 
income for all households .. 
Old age; unemployment and low wages are important causes of poverty in the UK. 
Fuell poverty [s an important form of poverty. 
Government intervention to reduce poverty may lead to government fairures that may mak1e 
matters worse. 
~nequalities in the distribution of UK income and wealth widened after 1979. 

After 1997, Labour governments used progressive taxation! transfers to tiie poor, the 
introduction of a national minimum wage and a tax credits system io reduce both absolute 
and relative poverty. 
However, by 2013, income inequalities and poverty relativ,e to the richest in society had 
widened, largely due to the rapid rise in the incomes of the well-off. 

• Fiscal drag in the tax system has contributed to the ,existence of a poverty trap or earnings 
trap, and also t10 an unemployment trap. 
Horiizontal equity occurs when households with the sa1me income and personal 
drcumstances pay the same income tax and are eligible for the same welfare benefits. 

Vertical equity increases when income taken from the ric1h fs redtstrjbuted to the poor. 

Exam-st le questions 
1 Explain 1he difference between absolute and rela1ive poverty. 

2 Explain why insqualitles jn the dtstri bution of income and wealth have widened in recent years. 

( 5 mar s) 

( 5 mar s) 

3 Evaluate the view that progressive taxation and transfers should not be used to reduce income inequalities and 
poverty. (25 mar s) 

4 Evaluate the vie,w that 1he government should rely on market forces to determine, the, distri1bution of income and 
wealth in the UK, and should reduce direc1t intervention in the economry whioh has aimed at making the UK more 
equal. 2-- mar s) 

Extra resourices to help you re ise are available online at www.hodderplus.eo.uk/philipallan 
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absolute p,overty: occurs vvhen income is below· a pa1Hcular level. 

adverse selection: describes a situation in which people lvho buy insurance of ten 
have a better idea of the risks they face than do the sellers of insurance. People who 
knoi-v they face· large risks are more likely to buy insurance than people \.\rho face, 
sma.11 risks. 

aJlocative effici.ency: occurs when it is impossible lo hnprove overaU e·conon1ic 
\W1elfare by r,eallocating re.sources between industries or 1nark1ets (assuming an initial 
distribution of income and \\realth). Fror resource aHocatJon in th,e whole econo1ny to 
be allocatively effici,ent,, price must equa] marginal cost in ea.eh and every m.arket 
in the economy. 

allocative inefficiency: occurs when it is possib]e to improve overa11 economic 
\velfare by reallocating resources bet,veen industries or n1arkets~ Resource allocation 
is allocativeLy inefficient ,vhen price is less than or greater than n1targinal cost in 
each and every market in the econon1y. 

ave1 age cost, of labour: tota] wage costs divided by the nun1ber of workers etnp]oyed. 

average revenue (ARJ: equals total revenue divided by the size of output. 

bad: the opposite of a good:- yielding dis.satisfaction or disutility ,vhen consun1ed. 
Consumption of bads reduces econonlic welfare·. 

cartel: a collusive agreernent by firms,. usually to fix prices. S0n1etimes output tnay 
also be fixed. 

comp,any: an incorporated business 1enterprise. 

Competition and Markets Authority (CMAJ: the CMA began operating in October 
2013:, replacing the Coin petition Coin mission and the Office of Fair Trading (OFTI. 
T]1e CMA .no,v imp]en1ents UK co1npetition policy. 

competition policy: aims to make goods rna.rkets more· competitive. U co.mpr[ses 
p0rHcy toward monopo]y, mergers and restrictive trading practices~ 

concentration ratio: rneasures the .lnarket share of the biggest firms in the 1narket 

consumer su.rplus: a. 1.neasure of the economic welf re enjoyed by consumers: 
surplus utility received over nd hove the price paid for a good ~ 

cos·t- henefit analysis (CBA)i: a technique f,or ass,essing all the costs and benefits 
Ukely to resuJt from an econornic decision, i.e. the socia] costs and benefits and not 
just the private costs and benefits. 
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de1nerit gDod: a good, such as tobacco, for which the· social co1sts of consu1nption 
exceed the private costs .. 

dise,conomi.es of scale: rising long-run .average costs as the size o,r scale of the firn1 
increases. 

duopoly: describes a market in which there· are two dominant firms. 

dynamic efficiency: 1neasures the extent to, vvhich various for.ms of static efficiency 
improve over time~ 

econ omic efficiency: in gene,ra] terms, economic efficiency minimises costs 
incurred with minimum undesired side effects. 

economic model: 3 sn1aH-scaJe replica of real-\-vorld phenomena. 

econo1nic \v,elfare: hu 1na n happiness or uti] ity~ 

economies of scale: falling ]ong,-run average costs as the size or scale of the firm 
. 
increases. 

ent1·epreneur: a risk taker and decision maker \Vithin a firn1. 

external diseconon1ies of scale: higher ]ong-run aver ge production costs resulting 
frotll the growth of the industry of which the firm is a parL 

external ecoinon1ies 01f scale: lower long-run average production costs r1esuHing 
fron1 the growth of the industry of ·which the firm is a part. 

external gro\\rth: gro1wth via acquisitionj either takeover or n1erger. 

externality; a public good" in the case of an external benefit) or a public badJ in the 
case of an external cost that is durr1ped on third parties outside the market. 

fi1·m: a business that sells i.ts output co1nn1ercially in a market. 

fiscal dt·ag: a failure to raise personal tax thresholds in line with inflation that 
brings the lo\v paid into the tax neL 

fixed costs: the costs of en1ploying the fixed factors of production in th.e short run. 

fr,ee-rider: son1ebody who benefits ,,rithout paying. 

ga.1ne theory: a 1nathien1atical approach to the study of conflict and decision-1naking 
\\rhj.ch treats conflict as gan1es \.Vith set tactics and strategies and rational play,ers. 

geographical ilnmobility of labour:: de·scribes the difficu]ty of 1noving from one 
location to another. 

g,overnment failure: occurs when go1v,er1unent intervention in the econo1n.y is 
ineffective> wasteful or da1naging. 

ho,rizontal equity: d,escribes households in similar circu111stances paying si.tnilar 
taxes and receiving similar benefits. 
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horizontal growth! 0 1ccurs when a firm undertak!es more of the activities it is a] rieady 
involved in, which can lead to econ,ornies of scale. 

in1pecLct competition: describes the range of .market structur,es lying b,etween 
perfect competition and pure 1nonopo]y. 

individual ,vorke:r's supply curve 1of :labour: planned supply of labour by one 
\Vorker. 

industrial policy: the gove.rnmenfs m.icroeconon1ic p,o,Hcy to\vards fir.ms and industry. 

inequitable: unfair or unjust. 

information pToblem: occurs when people ·make poor decisions because they don't 
possess, or ignore, the relevant information. 

internal disecnnomies o.f scale: higher long-run average production costs resulting 
from an increase in the size or scale of the firm in the long run . 

internal economies of scale: ]ower long-run average production costs resulting from 
an increase in the size or scale of the firm in the long run. 

internal growth: occurs ·v.rhen a firm inv1ests fro,m scratch in ne·,v cap<1city such as 
factories and offices, also known as organic gro,vth. 

lag indicator: provides inforn1ation about past events that have already taken p]ace 
in the econon1y. 

lateral growth:· occurs when a firn1 diversifies into ne·\v types o( production. 

law of di1ninishing n1arginal .retw·ns: a short-tern1 law which states that as 
a. variab]e factor of production is added to fixed factors, eventually the 1nargitnal 
returns (or 1narginal product) of the variabl1e factor will begin to fall. 

I ad indicato.r: provid1es infor1nation about the Hkely future· state of the ,eco,no,my. 

long run: the thne period in which the scale of all factors of production can be 
changed. 

managerial theory: a.ssumes that firms ,Nish to n1cl!xhnise managerial objectives 
rather than profit. 

marginal cost of labour: the addition lo a f ir1n,s total cost of p.roduction resulting, 
f r,om employing one lnore worker. 

n1a·l".ginal phys,i,cal _product: the add ition to a fir1n~s total output brought about by 
en1ploying one more \Vorker. 

marginal. l"even.ue fMJl): equa]s the change in total revenue divided by the eh ange 
in the s·i ze of outpu t. 

1narginal revenue product: the monetary value of the addition to a firm's total 
output brought about by ern.ploying one more worker. 

Unit 3 Business economics and the d istribution of income '193 



1narket failure~ occurs ivhen a market functions badly, unsatisfact,orilyl or 11,ot at all. 

market structure: the fra1nework within tvhich .a firm sells its output. 

1narket sup_p1Jy curve of labour: planned supp]y of labour by aH the i\rorkers in a 

labour market. 

merit good: a good.m such as heallh care,. for which the social benefits oJ consumption 
exceed the private benefits. 

minimun1 efficient scale (MES): the s1nal1est size of plant that can benefit from 
1ninimun1 ]ong-run average costs. 

1nissing markels: occur when the inc1entive function of prices co1nplet,ely breaks 
down and a market fails. to -co1me into existenc,e or disappears con1plel1ely.. 

mono1po,ly pr,ofi.t: the supernormal profit a m.onopo[y or imperfectly co,mp,etitiv,e firm 
makes in the long run as wen as in the short run. 

monopsony·: there is only nne buyer in a 1narket. 

1noral hazard: describes the tendency of individua]s and firn1s1 once insured against 
son,e contingency, to behave so as to n1ake that contingency more· lik,ely. 

MR :: MC: the 1narginalist condition that must be met if profits are to be maximised. 

1nultlnational co,mpany: a business wifh headquartiers in one country that o,wns 
andl operates subslctiary compan.i,es in other cou nlries. 

national minjmum 1vage: a mini1nu111 wage or wage rate that n1ust by lavv be paid 
to employe-es. 

non-pur,e public good: a good for whi-ch it may be possib]e to exclude friee-riders, but 
for which there is a case for not doing so. 

norn1al -p1~ofit: the minimun1 profit a finn must 1nake to stay in business- whil.e 
being insufficient to attract new firms into the 111arket. 

occupational iln1nobility of .labour: describes the difficu]ty of 1noving f.ron1 one 
occupation to another. 

oligopoly: an in1perfectly con1petitive market containing only a few firms. 

orgaitl. ationaJ theory: assu1nes that a fir111 is a coalition of different groups such as 
shareholdersJ n1.anagers and 1vvorkers. 

perfect compet.ition: exists in a market containing a large nun1ber of firms and 
n1eets the six conditions that define the market structure. 

performance indicator: provides infor1nati.on about what i.s happening 1n the 
econo1ny. 

policy indicator: provides inforn1ation about whether a particular policy is on 
course to a.chieve a d,esired policy objective. 
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pov;erty trap,: a lso kno\\,rn as the earnings trap the poverty trap describes a situation 
in \.Vh.ich the ]ow paid are trapped in relative poverty by having to pay inco]ne tax 
and I Cs at the samie time as losing ,veUare benefits. 

pri.ce discri.mination: charging different prices ti0 different ieusto,mers with the 
prices based on different wHHngness to pay. 

pr.i ncipal/agent proble.n1: recognises that the principals (sha rebo]ders) have a 
different objective fro1n that of the agents (rnanagers)T 

private benefit n1axin1i ation: occurs when MPB = MPC£ 

prilrate co1n.pany: issues shares that are not for sale on market. 

private good: a good which exhibits the characteristics of excludability and rivalry. 

producer surplus: a mieasure of the econon'lic \~re]fare enjoyed by firms or producers: 
the difference between the price a firm succeeds in charging and the minjmum price 
it would be prepared to accepL 

production: a process or set of processes that converts inputs into outputs. 

productive efficiency: (1) invo]ves n1inimiising the average costs of production. 
(2J For the econon1y as a whole,, productiv,e efficiency can also be defined in tern1s 
of producing on the 1econo1.ny 1s production possibHity frontier. 

profit:· revenue 1ninus costs. 

profit maximis,ation~ occurs when total sales revenue is furthest above total cost, 
\Vhich is when MR = MC. 

progressive taxation: a tax or tax system in ,vhich the rich pay a higher proportion 
of incon1e in tax than the poor. 

public bad: bad for which the producers free ride dumping the bad on third parties. 

public company: i.ssues shares that the general pubHc can buy on a 1narket or stock 
exchange. 

public good: a good \Vhich exhibits the cha.ract,erisHcs of non~ .xcludabiHt y and non­
d.va lry. 

pure monopoly: exists where there is only one fir1n .in a 1narket. 

relativ,e poverty: occurs \Vhen in.come is belo,v a specified proportion of average 
tncome. 

[estrictive trading practice: an activity· undertaken by a firm on its own or in 
coHusion \vith other firms that restricts competition. 

returns to scale.: describes hovv output eh 1nges when the scale of all the factors of 
production changes in the long run. They divide into increasing returns to sca]et 
decreasing returns to scale and constant returns to scale~ 

revenue: the 1ni0ney income a firm receives fro1n se]ling its output. 

Unit 3 Business economics and the distribution of income 



satisficing: achieving a satisfactory objective acceptab]e to all tlle c,ompeting 
member gr1oups of the coalition that makes up the firm. 

short run: the time period in ,vhich at least one factor of production is fixed. 

social b nefit .maximisation: ,occurs when MSB - MSC. 

stati<: efficiency: measures technicat productive, X and a Hocative ef fic iiency at a 
particular point in time. 

supernormal profit: pr1ofit over and above normal prr0fit. 

technical efficiency: maximises output fro1n the available inputs. 

trade union: a collective association of \Vorkers whose aim is to improve the pay and 
other conditions of work of its miembers. 

traded pollution p,er1nits: these 3llow governments 'to give companies Hcences to 
poUute at a certain ]evel. Companies can buyt seH and trade these permits on a 
market. 

transfer: an incot11e paid by th.e state to benefit .recipients and financed fron1 taxation. 

unen1ployn1ent trap,: the unemployed are trapped in unemp]oy ment as they a re 
better off living on benefits than in a low-waged job paying income tax and NICsj 
\Vhile losing the ability to claim n1eans-tested benefits. 

v riable costs: the costs of emplo,ying the variable facto,rs of production in 1he sho,rt 
run~ 

vertical equity: redistributes income fron.1 the rich to the poor on the basis of need. 

v,ertical growth: ,occurs when a firm grows by expanding back up its supply chain 
or forivard along its dis tribution chain. 

\vage discrimjn ation: paying different workers different ,,rages for doing the sa1ne 
job. 

N Hare: basicaUy means human .happiness. 
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Chapter 14 

Economic growthJ 
deve opment and standards 
of iving 

This chapter begins by explaining the difference between economic growth and 
economic development Having reminded you of the dtfference between short-term 
and long-term economic growth, I shall investigate each ~n turn. I shall examine short­
term growth in the context of the economic cycle or business cycle. Then, having 
surveyed the roles of investment and technical progress in causing long-term growth, I 
shall d iscuss the bsnefits and costs of economic growth and the issue of growth 
sustainability. I shall conclude the chapter by discussing whether measures of economic 
development such as the United Nation's Human Development Index (HOI) provide 
better indtcators th,an gross domestic product (GDP) of standards of living and people's 
qual1ity of life . 
............................... , .................................... 4···························~··················· 

. LEAR,NING .-OUTCOMES '. . - ,.· -.··,, . . . .. . - . .. ,• .-_ 

This chapter \tllill: 
de,flne economic growth and r,emind you of the difference between short-run and long1-
run economic growth 

• distinguish be,tween econom1ic growth and economic development 

• link, econom1ic growth to the growth of productivity in the economy' 

retate short-run growth to the eco,nomic cycle or business cycle 
• discuss the causes of long-run economic growth or true growth 
• survey the costs and benefits of growth and possible, comlicts between growth and other 

macroeconomic policy objectives 

At AS you learnt that economic growth, vvhich is one of the government's most important 

macroeconomic objec1ives. occurs when the productive capacity of the economy is 
increasing. You learnt to nlustrate both short~run and !ong'-run economic growth on 
productJon possibility curves andADt4S diagrams. Tne Unit 2 specification also required 
the abiliity to analyse and evaluate the various demand-side and supply-side determinants 
of bo,th1 short~run growth and the long~run trend rate, of econom1ic growth. AS economics 

also introduced the llnk between 'Short-run economic growth, the economic cycle and 
output gaps. 

The meaning of 
economic growth 
Economic growth can be defined as tbe 
increase1 over tin,e~ of the potential level 
of output the econo1ny can produce. 

KEY TERM 

economic growth: an increase, in 

the potential output an economy can 
produce. 
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Strictly;, this is long-run econo1nic gro tlt" \V hich is not the same as 
hort-run conomic gro, ,th. Long-run and short-run eco,no1m1c 

growtl1 are botht iHustrated in Figure 14. 1. Short-run gro\vth is sho,wn 
by the movement from point C inside, the econ0Jny 1s productiion 
possibility frontier, located at PPF1, to point A on the frontieL Long­
run growth is depicted by the shift from point A on PPF1 to point B 
on PPF2. 

Long-run economic growth can also be thought of as true gro,vth 
\Vhile short-run growtl1 is best thought of as econonlic recovery from 
recession. Short-run gro,vth n1akes use of spare capacity andl takes 
up slack in fl1e economy whereas long-run growth inc.reasies total 
pr,oductive capacity. 

capttal 
goods .--...___ 

Pnce 
havel 

KEY TERMS 

long-run econom"c growth: 
shown by an outward movement of 
the eoonomy~s production possibility 
frontie~ which increases the potential 
output the economy can produce. 

short-run economic growth: an 
increase in the output that results 
from making1 use of spare capacity 
and unemployed !abour. AJso 
known as economic recovery. 

D Consumer 
,goods 

0 Y3 Real natlona1I 
output 

Fig re 1 .1 Long-run and short-run 
economic growth mustrated on a production 
possibility frontier diagram 

Figure 14.~ Long-run and short-run 1economic 1growth 
illustrated on an ADI AS diagram 

[n the ne,xt diagram, figure 14. 2 ] iUustrate the difference, between 
Long-run and shorL-r un economic growth on an AD/AS graph. In the 
diagraJn] initially locate macroeconomic equi]ibr iun1 at point C, w her1e 
the aggregale den1and curve AD1 intersects ·the shoirt-run aggregal1e 
supply curve SRAS1 + You s,hou Id note that point C is to th,e left of t h1e 
l1ong-run aggregate supply curve LRAS1• The level of real output Vi lies 
below the full-employn1ent level of output y2,, and there is both spare 
capacity andl id le labour in tJ1e economy. 

EXAM Tl,P 

All that you learnt about economic 

growth at AS is equalty reJevant to 
A2 economtcs. This chapter adds 
Littfe to what you should allr:;eady 
know. 

The initial n1acroeconomic equilibriu1n in Figure 14.2 results fro1n deficient aggregate 
de1n,and in the economy. ln tenns of Figure 14.l , the 1econo1ny is producing inside its 
production possibility frontier. Keynesian une1nployment or cyclical unemploy-ment 
occurs as a result of this. If the governinen tresponds to1 this situation by using fiscal policy 

and/or monetary policy to increase aggregate demand (or if consumptio~ investn1ent or 
exports increase), the ,aggregate demand curve may move to AD2. Once 
again , the econorny is in n1acroeconomic equiHbriuin, but at point A rather 
than point C, and the level of output v2 is the full-en1ployn1ent level of 
output The econon1y is now producing on the Jong-run aggregate suppily 
curve LRAS1 and on productlo1n possibility fronti,er PPF1 in Figure 14.1. 
Short-run economic gro,:vth has moved the economl1 to this position. 

Unit 4 Toe national and intema1ionaJ, economy 

'EXAM TIIP 

You can use a production 
po.ssibili1y diagram or an AD/AS 

diagram to show both short-run 

and long-n..Jn economic growth. 
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EXAM TIP 

.As there is 110 longer any spar,e capacity or idle labour in the econo1ny1 for further 
growth to occur1 both the lo,ng~run aggregate supply curve and the production 
possibilny frontier must shift to the right (to LRAS2 in Figure 14.2 and PPF1. in Figure 
14.1). Among the factors that can bring about long-term growth are investment in 
1nore and better capital goods. investn1ent in human capital through education and 
training.; and population growthJ for exan1ple through ilnmigration. Either ,vay, a 
shift of the LRAS curve from LRAS1 to LRAS2 n1eans that the f ull-employ1n1ent l,eveJl 
of output has increased fron1 y2 to y3. 

Economic growth versus economic developme1nt 
Economic grov.,1th does not necessarily improve, the, economic welfare of aU or most 
of the people· Hving in a country. On occasion, in some countriesl the fruits of 
econo1nic growth h _ve, aUo·wed rich eUte to enj,oy a champagne Hfesty]e,. 1Nhile the 

vast bulk of the popul.ati,on live· in poverty. In such a society; growth also helps to 
1naintain a n1ilitary and po,Hce system used primarily to pr,otect the rich and subdue 
the poor. Even when the benefits of economic griowth are spread to aJl or most of the 
population .. growth may not be sustainable. ln this situationJ future generations as 
yet unborn nJay eventually suffer frorn the profligacy of people li v[ng today and their 
quest for ever-faster ec0ino,1nic gro\vth. 

Economic development is not in the AQA 5conomics speciffcation, either at AS or at A2. 

Nevertheless, it is extremely useful to understand 1he difference between growth and 
development partioularty when discussing welfare and standards of living. 

Econo1nic development is a better indicator of improved hu1nan welfare:, and 
the ability to continue to in1prove welfare:, than econo1mic growth+ Eco,no1rnic 
de-velopn1ent1 which includes the quality and not just the quantity of grovvth is 
measured by: 
• genera]l irnprove1nent in living standardsl which reduces poverty and hu1nan 

suffering 
• access to resources such as food and housing that ar,e requir,ed tio satisfy basic 

human needs 
• access to opportunities for huinan developn1ent (For example, through education 

and training) 
• sustainability and regeneration, through reducing resource depletion and 

degradation 

Resource depletion occurs when finite resources such as oil are used 

Don't confuse susfajnable 
economic growth vvith sustained 
growth. which is a particular 
growth rate maintained for a 
number of years. 

up, and when soH fertHity or fish stocks irreversibly decline. By contrastJ 
resource degradation is best illustrated. by pollution of air, water and 
land. To benefit people in the long run, gro,wth (and developn1ent) 111ust be 
sustainable. Sustainable 1econo1Jnic gro'\iVth requires the us,e of renewable 
rather than nonarenewab.le res,ourc,es that .minimise pollution and other 
forn1s of resource degradation. 
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The causes of lon1g·run economic gro1wth 
The cause of short-run 1econo1nic grow th which occurs when the econon1y Jnoves 
.frnm a point inside :its producti,on possi.biltty f r,ontier to a po1int on the front ier, is ,an 
increas 1e in aggregate demand. By contrast, long-run econonlic gro,tth is explained 
by supply-side f ctors that shift the frontier out,vard. Ho\'vever,, sufficient aggr1egate 
den1and has to be generated to absorb the extra output produced by the gro,vth 
process. The in11nediate suppJy-side cause of long-run growth is increased labour 
productivityll which itself results fro1n i.nvesttnent in, and accun1ulation of, capital 
g1oods and l1u1:nan capitat and fron1 technical progress. Investment'll technical. 
progress and in1creased Jabour productivity lie a.t the heart of long-.run economic 
growth. 

The importance of increasing productivity 
Productivity is n1entioned five times in the Unit 2 specification on The 
National Economy,, but not once in the A2 Unit 4 specification on The 
Natii011al and International Economy. lo\vever1 given the fact that the 
concept also surf aees in the ·unit 3 specification on Business Economics 
and the Distribution of Incorne,, producU vity is in1portant throughout 
the A-level economics course. Despite, its lack of m·ention in the A2 
macroeconomic specificati.on the synoptic nature of the u·ni.'t 4 exam 
means that you must know about productivity and all its impJications. 

KE.YTERM 

productivity: r0utpu1t per u n~t 
of input,, e.g. iabour productivity 

is output per worker. 

To the layperson, the term 'productivity' usually means labour productivity .. Labour 
productivity can be 111easured in terms of the ave.rage product of labour, or output 
per worker; and the marg.inal product of labour \Vhich measures the addition to 
total output brought about by eu1ploying an extra worker. In general discussion, 
however, we usually n1ean average output per worker. 

These definitions aiie .short-run definitions that assu111e ea.pita] is fixed and technical 
progress re1nains unchanged. In much the same \vayJ the productivity of capital can 
be n1easured by adding capital to a fixed labour force,. once again with a given s ta.te 
of technical progress. ]n either case,, by adding labour to fixed capital, or by addling 
capital to .fixed labour~ tbe la.w of diminishing r turns sets in,, eventuaHy reducing 
the ve.rage productivity of the input being changed~ 

To escape the impact of din1inishing returns to labour or capital labour 
and capital must be changed together.. In this situation, when increasing 
returns to scale may operate, the key concept is total factor p1·oductivity 
(TFP). A change in TFP measures the chang1e in total output when al.l 
the factors of production are changed in the, e,conon1ic Jong run. 

Technical progress and productivity 

Productivity is one of the most 
important concepts you need 
to understand~ for Unit 3 as well 

as Unit 4. 

Technical progress, nr the ra.te of growth of technology, increases th.e rate of gr,owth 
of tot ] factor productivity. It m asurres hnw n1uch rnore productive capital, labour 
and other factors of production have become in. total over a period of ti1ne. There is 

Unit 4 Toe national and intema1ionaJ, economy 



Figure 14. 3 Changes in trend 
output and the economic cyc1e 

EXAM TIP 

You learnt about 
output gaps at AS. 
Your knowledge may 
be synoptica111y tested 
at A2. 

genera] agreem,ent among econoJnists that technical prngress is the n1ain cause ,of 
economic growth but there is considerable disagreen1ent as to whal causes technical 
progress itself. 

fluctuations In the level of economic activity 
At AS you learnt that the level of economic activity fluctuates over a nu n1ber of 
different Hn1e periods. These include seasonal .fluctuations, taking place within a 
sing]e l2-n1onth period~ and cyclical fluctuations that extend over a nun1ber of years. 
S asonal fluctuations are largely caused by ch anges in climate ,a11d weather. Examples 
include the effect nf cold wjnters closing 
down the building trade and seasonal 
employn1ent in travel and tourisn1 .. Rather 
longer cyclical fluctuations divide into the 
short econonlic cycleJ ,vhich lasts for just a 
few years, and long cycles (or long waves), 

1,ivhjch n1ay extend over about 60 years. 

The economic c.ycle 

KEVTERMI 

economic cycre: a period of between 
about 4 and 10 years in wti ich actual 
ourtput fluctuat1es above and befow 
trend output. 

In an economic cycle (which is also known as a trade cycle or business cyclel, the 
economy's growth rate fluctua~es considerably from year to year. Figure 14.3 shows 
two complete 1ec0ino,lnic cycles, together with a line showing the econon1y's trend 
output , from which the economy's long-term gr,o,vth rate c.an be ,calculated. Actua] 
growth vvhich is measured by the perc,entage change in real GDP ov,er a 12-111onth 
period; varies in the different phases of the econon1ic cycle. In the cycle's upswing} 
growth is positive; but as Figure 14.3, shows, fgrowth' becon1es negative if and when 
a recession occurs in the cyclical downturn . Jn the UK, a recession is defined as 
negative econonlic growth (or faHing real GDP) for 6 months or 111ore. 

Peak Trend output 

l~~~:::::::p=,ea~k..;::.~~~~~B:o~o=m:r::::-~~;;;:;:~:::: Boom ,,....- Recessi,on The economic cycle 
Recession Recovery o ir business cycle 

Recovery Trough 

0 'Time 

Before the second quarter of 2008, when r,ecession once again hit the B,riHsh 
economy the UK had suftered tvvo big recessions in the previous 30 years. The 
first re·cession \Vas bet\veen 1979 and 1981, rollov,ed a decade, or so later by 
tbe second deep recession starting in 1990. Both recessions \\1ere foUowed by 
severa] years of recovery unfortunately brought to an end by unsustainable 
booms and speculative 'bubbles'. Speculative bubbles occurred in housingi 
co1n1nodity and financial markets. When these bubb]es were 1pricked', faUing 
confidence aggregate demand and asset prices led into the next recession. 
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Trend 
output 

Econonuc cycles can stilt ho,veverJ 
be identified ev,en when there are 
no recessio]ls.. In this situation, 
the annual growth ra'te falls in the 
c:ycle1s downswing, but still ren1ains 
positive. This was the situationJ 
\iVhich is illus trated in Figtue 14.4,. 
fron1 tl1e end of the 1990-92 recession 
rn1til 2008* There w1ere nio recessions 
in thes,e years, but actual output 
fluctua ted above a nd below the UK's 
trend ou tput Hne. 

Real 
national 
output 
,or GDP 

Pos~tive 
output gap 

Actual 
output 

0 

Pos~tive 
output ,gap 

Negative 
output gap 

The UK Treasury defines an Figure 14~ Identifying the beginning and end. of economic cycles 

eco,nomic cycle as starting and finishing at points \iVh,en the ec,onomy is judged 
to be on-trend. At these points, there are no output gaps, positive or negative. 
[n ter1ns of Figure 14.41 an ,economic cycle s tarts at point X and ends at point Z. 
(Alternatively1 a cyc]e could be dated from point A to point B.) 

CASE STUDY 14.1 

Double-dip recession: 'Now you see it, now you don't' 

UKGDP 1~0 
gro·wth 

% 
0.5 

-05 

PrevJ ous figure 
esumated before 
June 2013 

ReV1s.ed figure 
estimated in 
June 2013 

--0.1 I I 
Revision m,eans there are no longer two 
consecutive quarters of negative g1rowth 

- 1.5 I I 

TI me 

-2.s --~....._ .................... ......_~.....-.............................. ~ ..................... ~ ......... ~1--------+-------+-----.......... ~ ........... ......-.................... ~........._------t--_....~-+-__..... 
·Q1 02 Q3 iQ4 Q'l 02 Q3 ,Q4 iQ1 02 ,Q3 04 Q1 Q2 Q3, Q4 Q1 02 03 Q4 Q1 

2008 2009 20101 201 1 2012 201 3 

Source: Offioe tor NationaJ .Statistics 

Figure 14.5 The 1doubre dip' revised away: UK GDP growth1 quarter on previous quarter, Quarter 2 2008 to end of Quarter 1 2013 
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The data in Fi'gure 14.5~ pubtished by the ONS in June 

2013, shows what 'apparentry' happened to quarterly 
U.K economic growth between Quarter 2 of 2008 and 
Quarter 1 of 2013. The graph begins by showing the deep 
recassi,on which lasted from Quarter 2 in 2008 until the 
end of Quarter 2 in 2009 (i.s. five quarters in total)+ 

In fact, Figure 14.5 contains two sets of data. The 
light blue bars in the graph show the, 10NS's estimate of 
quarterly growth published before ,June 2013. These 
data show the 'second dip' of a tdouble dip~ recession 

occurring between Quarter 4 of 2011 and the end of 
Quarter 2 of 2012. But according to the revised data, 

shown by 1he dark b!ue bars in Rgure 14.5, and pu'blished 
in June 2013, there 'was zero growth in Quansr 1 of 201,2, 
i.e. neither positive nor negative. Hence the 'second dip' 

Folllow-up questions 

nev'3 r happened and then,e was no 'double-dip' recessbn. 

How.everj the revised data also show the 2008 recession 
being deeper than previously thoug'ht, 

A conclusion you may draw from this story is nevsr 
to trust economic data. The 10 NS fol'tows the 'continuous 
revis·ion1

· method of publishing econo,mic statistics. When 

new information c-omes to light, the data are revised. 
(Henoe the word 'apparently' in the first sen1ence of ihis 
case study.) Back in April 2013 the Daily Telegraph had 
published an article under the headline: 1 Never mind the 

bipfe-dip recessioni the, doubfe dip may have been an 
IHusion too·, which anticipated the data r1svision. At the 

time, many economists were anticipating a •tnird dip' 1 

which of course did not happen. 

1 Research what has happened to UK economic growth sinca this book was published. 
2 Find out how a recession is defined in other countries, includ~ng the 'USA. 

Has the UK's trend growth rate recently changed? 
The economy's trend (or potential) growth rate is 1he rate at 
'Nhfch output can grow, on a sustained basis. without putting 
upward or downward pressure on lnflation. The trend growth 
rate ~s measured over a period covering mor1e than one {and 
pre,ferably seveial} economk: cycles. Until quite recemty, the 
UK's trend growth raita was judged to be about 2.25% a year. 
At first sight this growth rate appears lowl especialty when 
compared to higher trend gro\l\roh rates in ne\Nty industrialising 
countries. Neverthefess, the UK's trend growth rate is similar 
to 1he long-run growth rates of other deve1oped econon1ies 
in western Europe and North America. The absolute increase 
in real output delivered by a 2.25% growth rate may also 
exceed that delivered by a 10% grQ\tVttl rate in a much poorer 
country. Moreover. because of the compound interest effect. 
a 2.25% growth rate meant Uiat average UK ,1Mng standards 
doubled every generation or so. (The compound interest 
effect also explains why the trend output line in Figure 1:4.3 
became steeJJtn· from year to ye~. moving along the Une. For 
examp~e, 2.25% of £1 1000 billion is a larger absolutg annual 
increase in GDP than 2.25% of £800 bilUon.) 

In 2002 t tt1 a Office for National Statis1ics (0 NS) 
estimated that the trend growth rate in the UK had 
increased from 2'.25o/o to about 2.75%. At the time. this 

ICT has improved labour productivity 

was ,explained by the fmpact of new techno,logiee such 
as ICT and the rnternet improving labour productivjty and 
causing structural change in the economy. 

The UK government accepted this estimate. but was 
rather more cautious, bui~ding a 2.5% projected growth 
rate into its financial calculations. The government hqped 
that faster trend growth courd deliver sufficlent extra tax 
revenue to finance increased g,overnment spending on 

hea~thcare, and education. without tax rates being raised. 
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However,1 by 2005 estimates of future grow1h were more 
pessimistic and tax revenues w-ere also !ess than had 
been expected. The pessimism was fuliy justified, with 
the economy continuing to slow in 2006 and 2007, and 
eventually dipping into a full-bi own recession in 2008. 

In February 2013 Peter Dix.on~ a stra1egist at 

Commerzbank, argued that the UK1s trend growth rate had 

fallen 1o be 'more li1ke 11%\ Two months tater, however: the 
OECD reported ·that the UK was on track to recover 10 its 
long-term growth rate of around 2% later in 2013. Due to 
1hts uncerta~nty, make sure you keep up to date about what 

is actually happenf ng to UK growth and its future prospects. 

Follow-up quest ions 
1 Distinguish between actual growth and trend growth. 
2 Research what has happened to UK econom1fc growth fn the pe,riod between the writing of this book (Jul:y 2013} and 

your re·adi ng of this chapter. 

The rec1overy and bo,om 1phases of the economic cycle 
The upswing of an econonlic cycle divides into a recovery phase and a boorn phase. Real 
output or GDP grows in both phases, but the two phases differ according to whether real 
output is belo\V or above the trend output line dra,vn in Figures 14.3 and 14.4. In the 
recovery pJ1ase re.al output is belo\v trend outpul (a negative output ga_p). But when real 
output rises above trend output recovery gives way to boom and a posit ive 1outp ut gap. 

Explanations of the econ,omic ,cycle 
In tbe 1930st John May na rd Keynes a rg ued that economic recess.ions are caused 
by fluctuations in aggregate de1nand. In Keynes's theory~ investment ~nd 
aggregate de·mand rise and fall as business confidence gives way to pessimism 
and vice versa. 

EXAM TilP 

Ho,vever, as Case Study 14~3 explains, it is now recognised that supply-side 
factors can a lso trigger econo1nic cycles. A theory of real business cycles has 
recently been developedJ which argues that in some circun1stances, changes in 
technology on the supply side of the -econo1ny tnlght be as i1np0irtant as changes 

in aggn~gate de1nand in explaining 1econo1n ic cycles. Among the factors lhat 
may cause or contribute to economic cycles a re the follow ing: 

Climate facto1rs 
The, ninete,enth-century ne·oclas.sica] ec0rno1mist, Stdnley Jevons 1 was one of the firs t 

e,conomists to recognise the tr.ade cycle as it was then kn.own. Perh aps taking note 
of the Bible's reference to '7 years of p lenty· Followed by 1 7 years of famine\ Jevons 
believed that a connection exists between th e tiining of economic crises and the 
solar cycl,e. Variations in sunspots af feet the power of the sun~s rays, in fluencing 
the quality of harvests and thus the price of grainJ ·which, i n turnJ af feels business 
confidence and gives rise to trade cycles. 

Although Jevons 1s sunspot theory was never wid1ely accepted,,. there is no doubt that 
cH1nate changes do aff,ect economic activity. The El · ifio effect has renewed interest 
in J1evons·s tl1eory. El ifio is a severe atmospheric and oceani,c disturbance in the 
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You may be asked to 
explain three or four 

causes of economic 
cycles. Make sure you 
don't confuse causes 
with possible effects of 
cyclical fluctuations .. 
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Paci fie 0 1cean occurring e,,.ery 7-14 years. The disturbance leads to a fall in the 
number oif plankton that upsets the entire oc,ean food chain, \Yhich badly damages 
the fishing industry. The ef feet leads to a com.plete reversa] of trade winds, bringing 
torrential rain,. flooding and mudslides to the other~1ise dry Pac Hie coastal areas of 
central South America+ By contrast, droughts occur in much of Asia and in .areas ,of 
Africa and central orth A·merica. 

The riole of speculati'v;e bubbles 
Rapid economic growth leads to a rapid rise and specu]ative bubb[1e in ass,et prices~ 
When. people reaHse tha't house prices or share prices ha \Te risen f a.r above the assets' 
r,ea] values, asset selling replaces asse·t buying. This c uses lh·e speculative bubb]e 
to burst "''hich in turn destroys consurner and business confidence~ People stop 
spending _nd the econon1y 1nay faH into recession+ 

Ch1anges in inventories 
Besides investing in fix,ed capital . firms invest in stoicks of ra\v 1na terials and 
i.n stocks of finished goods \VaHing to be sold. This type of inv1estn1ent is caHed 
inventory investment or stock bui1ding. Although stoick building accounts for 
less than 1 % of GDP in a typical year1 swings in inventories a.re often the single 
most important determinant of recessions. Firn1s hold stocks of ra\\r materials and 
finished goods in order to smooth production and cope ,:vith swings in de1nand+ 
But paradoxically, changes in stocks tend to trigger and exacerbate economic 
cycles. Stocks of unsold finished goods build up when fir1ns over-anticipate 
dema.nd for finished goods. Firms are then forced to cut production by more 
than the original fall in demand* The resultant deestocking turns a slowdo\VO 
i nlo a recess ion. Swings in i n.ventory inves tment accounted for about ha 1 f of the 
reductions in GDP in the USA,s past ten recessions. De-stocking h as also made UK 
recessLons worse. 

Po,/itical business eye.le theory 
In democratic countries, genera[ elections usually have to take place every 4 or 
5 years. As an election approaches, th,e political party in po,:ver 111ay buy votes, 
by engineering a pre-election boo.m. Aft,er the electi.on~ the party in po,we.r wH] 
norn1ally tl1en deflate aggregate den1and to prevent the economy from overheating. 
Howev1er, wben the next general ·election approaches,, demand is onc,e aga [n 
expanded. 

Outside shocks affecting the eco,no,my· 

Recent exam questions reflect 

the fact that the UK economy 
entered recession in 2008, and 
this was folllowed by a weak 
recov,ery and the possibility of 
'double-dip' recession, 

Outside shocks can be divided into demand shocks, nrhich affect 
aggregate d1e1nand > and supply shocks, which in1pact on aggregate 
supply. ln so.me cases, an outside shock hitting the econon1y m.ay 
affect both aggregate demand and aggregate s upp]y. Thus the 
outbreak of a war in the M idd],e East may af feet den1and by causing 
a sudden cr0Hapse in consun1er and business confidence and also 
aggregate supp]y thr,ough its ,effec ts on the supply of crude oil. 
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Supp1ly-side causes of recessi,ons 
Until quit,e recently it wa.s generally agreed tl1at recessions are caused by a ciollapse of 
aggregate demand that shifts the AD curve to the left. Hoivever, as I explain .in 1Case 
Study 14.3,. it is now recognised th .ta fal] in aggregate supply can also cause a recession. 

CASE STUDY 14.3 

Can upply side factors cause reces ions? 
Economic ups and downs have always been a fact of 
human life. Since the ,Great Depression in 1he i930s~ 
Keynesian views of the causes of rec~ssion have do,minated 
economrc discourse. However, in 1982 Edward Presoott. of 
Arizona State University. and a Norwegian. Finn Kydtand. of 
Carnegie Mallon University 'Wrote a paper that fundamentaJty 
challenged the Keynesian vi'ew that changes jn aggregate 
demand for g.oods and services drive the, business cycle. 

Prescott and Kydlandr who were awarded the NobsJ Prize 
in economics, specutated that changes in technofogy could 
generate, many of the ·fluctuations in employment and output 
that had been noted in the past. Changes ln ag.g regate 
demand were not necessary to ,explain such fluctuations. 

Follow-up questions 

Rather ~han blaming recessions on the vagaries of 
aggregate demand, as Keynes had done. Prescott and 
Kydland asked whether changes Jn teohnotogyl or other 
supply shocks such as a rise in oU prices. might be as 
iimportant. M1ig1ht lulls in innovation be, a prime cause of 

recessions~ and surges a source of booms? This became 
kn own as the theory of 1real business cycles1

• lln particular~ 
1hey showed that ~f the elasticity of supply of labour is 3, 
and if various ·shocks' (i.e. unanticipated changes) in total 
factor productivity {TFP) are persJstent and of the right 
rmagn~tude, the·ir model could account for 70% of the 
fluctuati·on in output in the postwar United States. 

1 What is meant by the words •the elasticity of supply of labour is 3'? 
2 Using AD/AS diagrams, explain how demand-side and supply-side factors may cause a recession. 

Marxist theory 
Marxist econo1nists rexplain ,econo1nic cycles as part of a restructur ing process 
thaL incr,eases, the rate of profit in capitaHst economies. Under norn1a] production 
conditions, a fall in tl1e .rate of profit caus,ed by ,co,mpetHive pr,essure threat1ens to 
bankrupt \.Veaker capitalist firms. Marxists believe that recessions create conditions 
in which stronger firms either take over ·weaker competitors, or buy at rock­
bottom prices the assets of rivals forced out of business. Either way,, restructuring, 
by takeover or bankruptcy n1.eans that the tfittest' capitalist firn1 s survive. (Note 
how th is process is s]n1.ilar to the theory of economic natural selection explained 
in Chapter 8.) In Marxist analysis) business cycles are deen1ed necessary for the 
regeneration and survival of capitalis1n~ 

Marxists have also argued that, in the upswing of a cyclel h igh e111ployn1,ent 
generates wage inflation. Labour's .share of output incrreases~ but at the ,expense 
of capitalists' profits and future j nve.st111ent and output. The reduction in outpul in 
turn reduces demand Cor ]abour and employ1nent leading to lower \-Vage inflation or 
'\i\1age deflation which reduces labour·~s share of output As the workers! wage share 
declines, profits and investment increase. Th.is increases the demand for Jabour, 
,;vhich improves workers 1 bargreiining po,;ver. Wages once again rise at the expense of 
profit and the cycle repeats itself., 
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Multiplier/accelerator interaction 
Keynesian ,econo.mists have argued that economic cycles .may be caused by the 
interaction of t,~o dynamic processes: the multiplier and the acc1elerator. You came 
across the m ultiplier and Lhe accelerdtor at AS t hough I shaH be eximining the 
m ul tipJier in more detail in th e next ieha.pter. In short, via an increase in investment, 
the multiplier process le ds to an increase in nation al incom·e. The change in income 
then leads1 via the accelerator, to a further change in investment and the process 
repeats itself. 

Stabilising the ec,o,nomic cycle 
From the ear]y 1950s to the 1970sJ Keynesian-inspired governments aueinpted to 
manage the level of aggregate dlen1and in the UI{ in order to stabilise the econonlic 
cycle. In the do\vns\.ving, fiscal policy and monetary policy \.Vere used to increase 
or reflate aggregate demand. Converse,]y, in the upswing, governments contracted or 
de flared aggregate demand before the economy overheated in the cycle's boom phase. 

Ho\vever> stable and mUder business cycles may result n1ore [rom th e r101e of automatic 
stabilisers (\ivhich I exp.lain in Chapter 19) tha n from dema nd-management. policies~ 
D 1emand mana_gement led to the stop- go problem. ln successive economic cyc]es, periods 
of slow growth beca1ne longer; while periods of ,:go' \Vere quickly brought to a halt by the 
economy running into higher rates of inflation, or a balance of payments crisis. 

Some econo1nists argue that in the Keynesian e,ra, governn1ent intervention actually 
destabilisedl business cyclesJ '"ridening rather than reducing cyclical fluctuations 
and. poss.ibly reducing the econo1ny's trend growth rate. There are three reasons 
\Vhy l{eyn sian de111and-man.age.me.nt policies n-1ay have done this. Jn fl1.e first place':, 
the success of demand managelnent depends on correct tilning. By responding to 
changes in u nemploymen t rathe·r than to changes .in output air 1GDP, govern1nents 
may have got their ti1n ing wrong. (Ch nges in employment a nd u nemploy men t 
often occur severa l months after changes in output) Instead of expanding demand 
,vhen the growth of output slowed, governments intervened too late, after output 
had already begun to recover. Likewise,. governments contracted den1and after the 
peak of the business cycle, thus worsening the do,ivnturn. SecondJ the ti111ing of 
intervention may have resulted f ron1 the governn1ent's need lo \Vin votes rather than 
to n1a11age the ec.ono1ny properly. Third, by cau sing the public sector to grow in 
siz1e,, expansionary fis1ca] policies may have cro,vded out the private sector th,ereby 
reducing the econ.omy 's 'lrend gro\\t th ra te. 

In the monetarist era in th e early 1980s, stabilising the business cycle, through the 
use of dema~nd managemen t poHcies went out of fashion~ But in the early l 990s 1 

managing aggregate demand ca]ne back into f shion, though at this time, monetary 
policy but not fisca] policy was used for this purpose. However this changed 
again in the 2008 reoession. The then Labour governn1ent cut taxes and increased 
govern1nent spending and the budget deficit in a policy known as th·e fis,caJ 
stimulus. The ,election of the Coalition gover.nn1e11t in 2010 brought a s,vift end 
to the fiscal s tin1ulus, replacing it witl1 the opposite policy of fiscal 1con so.li.dation 
(known also as fiscal r-estrai.nt and fiscal a usterity). At the tim.e of \\rriting (July 
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2013t, the Coalition govern1nent is 111anaging aggregate demand by combining 
(loosie' monetary policy with 'tight' fiscal policy. Although there have been caHs 
by bodi1es as eminent a.s the !MF .for a retu rn to fiscal stimulus chan cellor George 
Osborne is sticking to fisca l austerity (so-caHed Plan A) and refusing to i ntroduc,e, 
a n1ore· expansionary Plan B. 

U1sing n,ati,onal inc,ome statistics to measure welfare 
and standards of living 

E.XAIM TIP 

At AS, you lleamt about the :meaning: and measurement of national income, and other 

m,easures of national output such as GNI and GrDP. Make sure you revise these concepts 

tho roug h1y. 

Because GN[, ,GDP a nd other national income statistics a re the ma in source of da.t.a 
on what has ha ppened a nd what js happening in the econo1ny) they are often used 
as indicators of e 1conomic gro~rth~ economic and social welfare~ and changing living 
standards, and for comparison with other countries. 

To see how ]iving standa rds change over tbne we must look a't rea] per capita GN! 
figures (real GNI divided by the number of people living in the country). Rising 
real G I per capita gives a general indication that Hving standards are risingj but it 
may conceal great and son1eti1nes growing disparities in income distribution .. This 
is especiaHy significant in developing countries, where the income, dis tribution is 
l ypicaUy extre1nely unequal and where only a smaU fraction of the popuJation may 
benefit materiaHy f ro1n economic gr,owth. 

JBesides the prob].e1n of jncome distribution,. a .number of otber problems surfa1ce 
\V hen using national inco1ne statistics to 1neasure Hving stand a [ds. 

T'he non·-monetis.ed econo,my 
National i ncon1e statistics underestimate the true level of economic activity because 
the non-n1onetised econ on1y is under-represented. In the UK. housework and ~do-it­
yourself home in1provement take place without n1oney incomes being generated . 
When measuring national income, a decision has to be made on whether to estimate 
or to ignore the value of this production .. The UK accounts can be criticised for 
estitnating tl1e value of so1n1e but not aB of the non-monetised ecaino]ny. 

lrnputed rents are estin1a.ted for the housing services delivered to o,vner-occupiers 
by the houses they live in, based on an esthnate of the rent that would be paid if the 
hous,e·-owners ,vere tienants of th.e san1e properties. But housekeeping a Ho\vances 
paid \vithin households a re not estimated 1 n1plying that house\vork - 111ost of which 
is undertaken by women - is unproductive. Judgements such as these lead to the 
anon1aly that national incon1e appears to fall when a man marries his housekeeper 
or paints his own houseJ having previou sly employed a decorator. 
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The hidden eco,no,my 
Econo.mic activity undertaken iUegally in the· hidd en economy may be on1ilted. The 
hidden ec,onomy (which is also known as the inforn1a] ecoino]ny the u nderground 
econo111y and the black economy) refers to aJI the econom ic transactions conducted 
in cash that are not recorded in t:he nation.a] income figures because of tax evasion. 
It is impossible to n1ake a completely accurate esthnate of the size of the hidden 
econo1ny, but it can be approxin1ated by the gap between t.he G NI total obtained 
by the incoine and expenditure n1ethods of measuren1ent. The hidden economy 
probably e,qu a)s about 10% of tbe UK's measured G l, \Vhile c,ountries such as 
Greece Spain and P,ortugal have hidden economies equal to 20% of GNI. 

The ,quality of go,ods an,d ,servi1ces 
Ov,er time th e quality of goods chang,es for b etter o,r worse, presenting a particu]arly 
difficult problen1 in the construction and interpretation of national income figu res. 
Th is is also tr ue of services. W hen services such as public transport and heaJlhca re 
deteriorate, GN] n1ay r ise even though \velf are a nd! real living standards decline.. 

Negativ·,e externalities 
Nationa] inco1ne statistics overestimate living standards because of the effects of 
negative externalities such as pollution and congestio11> and of activities such as crhne. 
What is, in effect, a we]fare loss n1ay be shown as an increase in national output, 
fals,ely indicating an appan~nt wel fare gain. For example, the stresses and strains of 
producing an ever-h igher national output lead to a lo,ss of leisure time and people 
become iH more often~ Loss of leisure and poorer health cause welfa re to fa ll. However, 
in the national accounts these show· up as extra production a nd as extra consu n1ption 
of healthcare, both of which imply a \\relfare gain. Traffic congestion increases the 
cost of motoring,, and hence the value of national income. Motorists would prefer 
uncongested roads and less spending on petrol and vehicle wear and tear. 

Like\\rise, insta Uing regrettables such as burglar alarms raises nationa] income, but 
1nost people would prefer a crhne-free environ1nent and no burg,lar alarn1s. Along 
\Vilh the effects of divo:rce and other ,elements of social breakdo\vn , national income 
statistics treat the ef feet of crhne on economi.c activity as a ,velfare gain. 

Comparlng1 national Income between countries 
Co,n1parisons of national i.ncome per head between countrtes are misleading i f 
the r1elative impor tanc,e· ,of the non-moo tJsed econo1ny differs signjficantly. There 
are also differences in the degree o,f statistical sophistication in data coUection 
particularly be'lween developed nd developing countries, and a lack of in ternationa] 

uniformity in methods of classifying and categorising the national accounts. 

There are further problerns in making co111parisons when differen t con1n1odities are 
consumed. Expenditure on fuet clothing and build ing n1aterials for cold lArinters is 
usually greater in developed coun tries than in much warn1er developing economies+ 
Ho\vever, greater expenditure on these goods may not ind icate higher real incon1es 
and living standards. 
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St,andards of living and the quality of life 
For the national econon1y, the average standard of living can be defined .as 
consu mption per head of population of purchased goods and services. But because 
it f 0rcuses solely on tnater ial goods and services bought largely in th e shops this 
definition is really too narrow. More widely defined, the standard of living includes 
quality of life factors and general. econonlic ,vel.fare] as weU as narrow G !&related 
consu n1plion. A wi.der definition of Uving standards 1n ight include the three elements 
sh oi\rn in th e- follo\v ing equation: 

standard 
of !living 

economic 
welfare derived 

:: from goods 
and services 
purchased in the 
market economy 

econo.mic welfare 
derived from public 

+ goods and merit 
goods collect ively 
provided by the 
state 

economic welfare 
derived from quality of 
life factors, including 

+ exte,rnal benefits and 
tntangibles minus 
,exte,rnal oosts and 
intangibles 

[f used carefuHy, nationa l income figu res can pr1ovide a reasonable 
estimate of economic wel fa re derived fron1 th e fi rst two of these 
three ele1nents~ both of w hich relate to the di r1ect consumption of 
material goods and services. However national inco1n e figures 
fail to estin1a.te how externalities and other quality of life factors 
affect econon1ic welfare and living standards. 

Additiona lly,. national incon1e fai ls to r e fleet tl1e ef feet of resource 
dep[,eti.on and environmental degradation r,esuiting fron1 
prodlucing current incorne on humankind's a bUity to produce 
future inci01ne. Th]s 111,eans that national incon1e and GDP do not 
address the issue of sustainability. 

Education can be used as a measure of standard 
of living 

CASE STUDY 14.4 

What's wrong w1 h G I a a measure o economic we fare? 
The gr1oss national income includes air poHution and 
advertisi1ng1 for cigarettes, and ambul~ances to clear our 
highways of carnage. It counts special locks for our 
doors1 and jaifs for the people who break them. GN,I 
includes the d estru.cti on of the redwoods and the death 
of Lake Superror. It grows with the production of napalm. 
and missile-sand nuc,lear warheads ... And if GNI rncludes 
all this, there is much that it does not comprehend. It 
does not allow for the health of our families. the quality 
of their education~ or the joy of thek p~ay. It is ~ndifferent 

Follow ... up question 
Compare aJtern ative measures of economrc welfare. 
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1o the decency of our factories and the safety of our 
streets al!ike. It does not include the beauty of Ollf poetry 
or the strength of our m amieg,es, or the intelligence of our 
public debate or the integrity of our publ1ic officials ... GNI 
measur-es neither our wa no,r our courage, ne:ither our 
wisdom nor our learning, nei:ther our compassion nor our 
devotion to our country. It measures everything, in short; 
except that which makes life worthwhile; and It can ·tell 
us everything about America - except whether we are 
proud to be Americans. 

Source: adapted from a speech t,y US Senator Robert Kennedy,, 196,7 
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Alternative measures of econiomic welfar1e 
The environmental pr1essure group Friends of the Earth argues 'that 1neasur1es ,of 
national incon1e such as GDP were never intended {!O be b1dicators iof progr,ess or 
\velfar1e+ lndeed, in 1934·~ Simon Kuznets1 the inventor of the GDP 1concept, argued 
that fThe weUare of a nation can scarcely be inferred from a measuren--ient of nationa] 
income~. Not surprisingly . therefore] other measures that are less dependent on raw 
GNI or G:DP are incr,easingly used to place a value on econon1ic and social progress. 

One of the earliest of these was the Measure of Econo1nic Welfare (MEW) developed 
by Nordhaus and ·robin in 1972. The MEW showed that welfare in the USA grew, 
but at a slower rate than GDP,, between 1950 and 1965. More recent atten1pts to 
adjust conventiona] national incon1e figures include the UnUed Nations, Human 
Developn1e.nt Index (HDI), the Index of Sustainabl E,cono1m ic Welfare (ISE1W) 
and the Genuin.e Progress. Indicato,r. 

The United Nations Human Deve,lopment lln,dex (HDI) 
As from. 2010 the HD1l combines three di111ensions: 
• A long and healthy lif,e: Ufe expectancy at birth. 
• Education index: mean years of schooling and expected years of schooling. 
• A decent standard of living: gross national income (G. 11 per capitaJ n1ea.sured in 

US dollars at purchasing po,;ver parity. 

The n1aximun1 value of the HDI is ] (or un.ity). The closer a country's HDI is to l J 
then the greater its hu1nan dev1elopn1ent, nleasured in terms of the three i.ndtcators 
specified in the index. 

The HDI i.s by no means a perfect index of eco.nonlic i-vel fare and l1u1nan development, 
since it ig.nor1es the distribution of inconle and expenditure on healthcar1e~ 

OuL of the 185 countri.es in the i nde·x published .in. 2013, 1 orway, Austra]ia, the USA. 

and Ger1n .ny were ranked in the top five. Previous .. top-Hvers' Iceland and Ireland 
had sH pped do\.vn the list their economies having greatly suffered fro1n the globa] 
financi, l crisis. The UK \Vas in 27th posit ion. The Sub-Saharan Af ri,can countries of 
Burkina FasoJ Chad, Mozambique Liberia:, the Democratic Republic of Congo and 
Niger languished in the bottom five p]aces. 

·rhe lnd,ex of Su1sta1inalble Econ 101mic Well·fare (ISEW) and the 
G1enuine Progress, lndic,ator 1(GPI) 
Both the ISEW and the GP] try to capture the effects of externalities and other 
inta ngib]es upon human happiness and w,elfare~ They take .account 1of a number of 
aspects of econumJc Hfe that ,GDP ignores. For the ISEW,. these inc]ude poUution, noise, 

commuting costs, capital gro,;vth. health and educ-ation spending, urbanisation and 
the, loss of natural resources+ The GPI distinguishes bet\veen 'good' or ~worth,vhile·' 
growth and 'badJ or 'une,cono1nic growth. The latter is ,economic growth that reflects 
or creates a decline in the quality of Life* The CPI takes into consideration indicators 
such as the value· ,of voluntary work and unpaid workl. the value of leisure tune~ the 
distribution of incomeJ th·e in1pact of growth 10n the 1enviri01u11ent and th·e cost of crime·. 
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Is ec,onomic growth sus,tainable? 
Sustainable growth n1eets the ne·edls of people living today \'Vi.thout co1npro1111ising 
t11e abHity of future g,enerations to ]neet their own needs. EnvironmentaHs ts) 
e,cologists and som,e economists predi,ct that tl1e pursuit of ever-growing 1GN] is 
unsustainable, arguing that gro,,rth will eventuaUy lead to the depletion of non­
renewabl,e resources. How·ever n1any, although certainly not all, e,cono.mists 
beheve thjs is too si111.pHstic~ T.hey question the ,environ1nentalists' assu111ptions of 
an ever-faster rate of resource us.age accotnpanied by an ever-faster ra~e of de,cline 
of resource reserves. 

You learnt at AS that prices perform three main functions in a market eco11omy: 
signal Hng, crea1ing incentives and allo eating scarce resources betw,een 
c,ompeti11g uses. OtJ1er th.ings being equat an increase in the rate ,of resource, 
usage causes r,esource prices lo .ds,e. ]n their turn, rising resource prices ,cr,ea.te 
inc,entives for consumers and producers to alter economic behaviour - Ht.eraUy) 
to economise~ Consumers buy less ,of goods and services ,vhos1e relativ,e prices 
are rising~ ProducersJ 1neanwhHe, respond to the ,changing r,elative prices of 
their inputs or factors of production. First they do this by altering methods 
o.f production. Second:, producers exp]1or,e the earth's crust for new supplies of 
tnin,erals and fossil fu,els:, \Yhich. would be· unec1011omic t,o s,earch for and ,extract. 
at a ]ower resource price. 

N,evertheless, n1ost econon1ists have ta.ken on board the environn1entalists' belief 
that governments should ahn for sustain.able econ,omic gro,vth and devel,op1nent. 
R. K. Turner has defined an optimal sustainable grow th policy as one that maintains 
'an cceptab]e rate of growth in per ,capita incornes v .. rithout depleting the national 
capita.l asset stock or the natural environn1ent asset stock'. 

The benefits and costs of economic growth 
For n1any people and n1ost econon1ists:, achieving a satisfactory and su stained 
rate of econon1ic growth is arguably the 111ost i1.nporta.nt of a.Il the macroeconomic 
obj,ectives that govern1nents wish to a.chiev,e. Witho1ut grow th, o,th,er objectives, 
particu]arly full e1nploymenl and com.petit ive export industries, may be impossible 
to a'llain. And when gro1vv th becomes negat ive as in the recession that started in 
the UK in 2008 people become all too a·ware of th,e rapid disappearance of the 
fruits of growth. For most people, standards of living falt with the most 
unfortunate losing their jobs as the industries that nsed to en1p]oy then1 coHapse 
or slin1 down. 

Hovi1ever1 as I hinted at in earlier parts of the chapter, including t11e last 
section, in the long run sustained econo1nic growth 111.ay not be sustainable. 
With ciountries in the developing world, particularly the 'e111erging markee 
c,ountrie,s recently grO"w ing at a far fas ter rate tlan richer developed e,cono111ies 
maintaining global growth rates may not be sustainable. The rapid usin,g-up 
of finite resources and the pollution a.nd global war1ning that spin off fro111 

Unit 4 Toe national and intema1ionaJ, economy 
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EXAM TIP 

Exam quastcons may 
ask you to analyse and 
evaluate t:he beneftts 
and costs oif economic 
growth. 
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economic growth will n::sulL increasingly in d,esertification , \Va ter s11l,ortages, 
declining crop y1elds famines and wars. 

Som,e economis ts argue an oppos,it,e effect, namely that one of the benefits of growth., 
at least as far as advanoed developed countrie·s are concern.ed,, i.s the, develop1nent of 
enviro.nn1entaHy friendly technologies .. 'These reduce the ratio ,of energy consumption 
to GD1P. Never the less,. rich developed_ ,economies, especially the USA, continue to be, 
at least for the time being the wor1d's biggest consun1ers of energy and the biggest 
polluters. 

Benefits of e,conomic gro,wth 
• Eco,non1ic gro·wth increases standards of living and people'.ls w,elfar,e. 
• Groi,,th leads to more civilised conmlunities who take- a,ction to hnprove the 

env.ironm.ent~ 
• Grovlth provides ne,,, more envir,onm1entaU y f riend.]y technologi,es. 
• Economic gro\vlh has increased the length of peop]e s lives and has provided the 

means to reduce disease. 
• Econo1rn ic growth provides a route out of poverty for n1uch of the world>s population. 
• Econon1ic growth produces a tfiscal dividend', nan1ely the tax revenues that growth 

generates. Tax revenues can be used to correct n1arket failures and to provide 
jnfrastructure, thereby increasing the econo1n ic welfare of the who]e community. 

• For a particular countir yJ econontic growth can generate a 'virtuous circle' of greater 
business confidence .increased investment in state-of- the-art technology~ greater 
international competitiveness~ higher profits even m1ore growthl and so on. 

1Costs of ec.onomi,c gro,wth 
• Economic growth uses up finite resiaurces such as oil and minerals that cannot be 

replaced. 
• Econo,mic grov,,th leads to pollution and other forn1s of env ironn1ental degradation:, 

with the earth eventually reaching a tipping poinC beyond which it cannot recoveL 
• Gro\vtb can destroy local cultures and cotnmunities and widen inequalities in the 

distribution of incon1e an.d wealth. 
• Econo,mic growth leads to urbanisati0in and the spread of huge citi,es,, which 

swallow up good agricultural land. 
• 1n ils ,early p]1asesJ economic grow'th Jeads to a. rapid growth in populalio,n,, m.ore 

mouths to feed,. and more people, actually poor .. 
• Gro\Vth produces losers as well as winners. Countries suffering lo\V growth may 

enter a vicious circl1e of declining business confidenc·e~ low profits, ]ow investmentj 
a Lack of int,ernational competitiveness, even lower profits, zero gro\tvth and so on. 
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Economic growth, deve1lopment and standards of Hvi ng 

Economic growth is the increase,, over t ime, of 1he potential leveJ of output the economy 
can produce. 
Short-run economic grovvth makes use of spare c~pacity and labour in the ,economy. 
Short-run economic. growth is also known as economic recovery. 
Long-run economic growth shifts the 1economy's production possibility frontier outward. 
Economic growth should not be confused with economic devetopment. 
Technical progr,ess. investment and increased labour productMty are important caus,es of 
economic growth. 
Fluctuations in economic activityr known as the economic cycle, accompany short-irun 
economic growth. 
Economic cycles are usuaUy caused by fluctuations in aggregate demand, though supply­
side· factors can also lead to cycles. 

Changres iri national income or GDP can be used to measure changes in living standards. 
Other indicators, such as the United Nations Human Develop,11,ent Index (HIDI) prov,ide 

better measure,s. 
Susta~nab!e econom1ic growth should not be oonfused with sustained econom1ic growth. 
There1 are a number of benefits, and costs of economic growth. 

Exam-style quest·o s 

1 With the he1p of a PPF diagram. 1explain Iha difference betwe-en short-term and long,aterm economic 

growth. 

2 Brie,flY explain three possible causes of economic cycJes. 

3 Evaluate the benefi,ts and oosts of economic growth. 

4 Do you ag1r:ee that recess·ions are always caused by a collapse of aggregate demand? Justiify your 
answer. 

Extra resou ces to he[p you revise are available online al www.hadderplus.eo.uk/p il'ipalJan 
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Chapter 15 

-

Deve oping the aggregate 
demand and aggregate 
suppty macroeconomic mode 

In this chapte~ I start by reminding you of the meaning of aggregate demand (AD) 
and aggregate supply (AS) and by drawing the AD and AS rurves that illlustrate these 
important macroeconomic concepts. 

In the last 30 years. the AD/AS model has become the preferred theoretical framework that 
many economists use for investrgating macroeconomic issues. The model is particularly 
useful for analysing the effect of an increase in aggregate demand upon the economy. This 
addresses a. key issue: wi ll expansionary fiscal policy and/or monetary policy rincrease real 
output and jobs o.e. will it be reflationary), or win the price le\JSJ increase instead (j.e, will it be 
inflationary)? As this chapter explai11s1 ths answar to this key macroeconomic qusstim 

depends on the shape of the AS curve, both in the short run and in the lone.;] run. 

·····- ····················································~···················· ·····-············ •............. 

This chapter will: 
• provfde a brief summary and reminder of the main features of the AO/AS modeJ 
• explain the nature of aggregate de·mand and short~run aggregate supply 
• remind you of the meaning of macroeconomic equilibrium 

distinguish between short-run and 1long-run aggregate supply 
use an AD/AS diagram to ill'ustrate output gaps 

revisit the Keynesran long-run aggregate supply curve 
develop yo,ur AS knowledge of the mulUpliertheory 

At A2, you don~t really need to know much ,more about aggregate demand and aggregate 
supply than you l1eamt a year ago at AS. To pmpare for the Unit 4 data-response and essay 
questions, you must practise your skills fn shifting AD curve~ to illustrate the affects of 
changes in any of the components of aggregate demand. You must aJso identify supply­
side factors that influence the pos~tions of the SRAS and LRAS curves, and understand how 
monetary and fiscal policies affect aggregate demand and supply. 

The meaning of aggregate demand 
Aggrega e de1nand must not be confused 
\\d th the na tional incon1-e con cept of 
n ationa l ex penditure. Agg,regate demand 
.is the total planned spending on the 
goods and services produced within the 
economy in a par ticular thne period, 
for exa1nple a year. Aggr,egate deinand 

KEYTERMI 

aggregate demand~ total pJanned 
spending on the goods and services 
produced within the 1economy in a 
particular t ime period. 
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Developingl the aggregate demand and supply model 

n1easures planned spending,. whe,reas national expenditur1e measures realised 
or actual spending, which has a]lready tak,e1 place. 

four sources of spending a.re included in a.ggregate de:mand, 1each ori.ginating 
in a diJferent sector of the econo1ny: hous1eholds finns, the g,oveirnment sector 
and the overseas sectiar. These are shown in the f 0Hov1ing equation: 

aggregate 

demand 
. . governm snt exports (net 

- consumption + investment + d' + of ·imp·orts) spen 1ng 

or: 

AD = C + I + G + (X - M) 

where Cl I,, G7 X and M are, Lhe symbols used respectively for planned 
consumption, invest1nent government spending, exports and ilnports+ 

EXAM TIP 

Make sure you understand and can appl,y the aggregate demand equation: 

AD=C+l+G+(X- M) 

It is useful in a number of dtfferent ieontextsi such as monetary and fiscal policy. You may 
be tested' synopticany on your understanding of the components of aggregate demand. 

consumption, investment and exports. 

Unit 4 Toe national and intema1ional economy 

EXA,M TIP 
- -

At A2j as at AS~ exam 

questions seldom instruct 
y,ou to draw an AD/AS 

diagram; or to apply ADI 
AS analysis. Nevertheless. 
these are ttie key skills 
needed for answering 
many dalaaresponse and 
essay questions in the 
Un1it 4 exam. 

The Lon don Olympi'C 
stadium was an example of a 
g ovemment spending project 
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EXAM TIP 
----

The s'/ope of the AD 
curve tells us what 
happens to ag'gregate 
demand when the price 
level changes. Don1t 
make the mistake of 
asserting that a change 
in the price level shifts 
the AD curve. 

-

The AO curve 
The aggregate den1and curve is illustrated 
along wUl1. a. short~run aggregate supply 
(SRAS) curve in Figure, 15. L This dJagram 
shows the total quantiti1es of real output 
that aU econo1nic agents plan to purrcbase 
at different price L,evels within tbe 
econoiny, when all the factors influencing 
aggregate demand other than the price 

----

KEY TE,RM 

short-run aggregate supply: 
shows tha quantitres of real output 
businesses plan to produce, and sen at 
different price levelsJ assuming there is 
spare capacity in the economy. 

lev,el are held constant. If any of the deternn.inants of aggregate demand change (apart 
from the pric,e l,eve]), the· AD curve sh ifts to the ri.ght or to the ]eft drepending, on 
vvhether there has been an 'incr,ease, or a decrease in aggregate demand. For exampleJ 
an increase in consumer or business confidence shifts the AD curve to the right via 
the, effect on consumption or invest1nent. An increase in net export demand (X - M) 
has a sirrrilar effect as does expansi,onary monetary policy and expansionary fisca] 
poHcy. By contrast.. an increase in in1ports, contraction.ary monetary or fiscal policy, 
or a collapse in consun1er or business confidence:! shift th,e AD curve to the Left 

Price 
leve1 SRAS 

AD 

o Y1 Real national 
output 

figure 15.1 A downward-slopjng AD'curve 
and an upward-sloping SRAScurve 

Explaining the shape of the aggregate 
demand curve 
The AD curve slope,s do,vnu.rard to, the right, showing that as the price level faUs, 
aggregate demand expands. A nu1nber of factors rexplain the slope of the AD curve, 
as distinct from a shift of the curve. 
• One explanation ]ies in a \\realth effect or real balance effect . Assuming a given 

non1inal stock of n1oney in the econorny, a decrease in the price leve] increases 
people's real. tnoney balancesl i.e. th,e sarne amount of 111oney buys more goods 
and services. An increase in real 111oney balances, n1akes people wealtthirer because 
money is a pa rt of p,eoples' we a.Ith. 

• The increase in real 1noney balanc,es I have just described also means that th,e rea] 
mo,ney supply has increased, relative to tl1e de1na nd to, hold real m.oney balances. 
Bas.ic supply and demand analysis teUs us that when the supply o,f ,any comn1odity 
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Developingl the aggregate demand and supply model 

increases re]ative to1 demand for tl11e co1nmodity its price tends to fall. Now, the 
rate of interest is the price o.f n1oney. The increase in tlle supply of real money 
balances relative to demand r1educes real interest rates, which in turn leads to 
higher levels of con sumpt ion and investment. 

• A third factor relates to exports and in1por ts~ When the domestic price le\1e] faUs 
(and assu1ning the exchange rate r1e1n ains unchanged), den1and increases for 
the country s 1expor1s. At the san1e tiin eJ consun1ers buy domestically produced 
goods instead of imports. Aggregate de1nand thus incr,eases as th,e price level 
falls. 

The SR:AS CU rve 
Jusl as the AD1 cur ve shows the total quantities of real output that econo1nic agents 
plan to purcha.se at different levels of dou1estic prices so the SRAS curv1e sho\:\rs the 
quantities of real outpu l that businesses p]an to produce and sell at different price 
l1evels. 

Be:tore explaining the shape of the SRAS curveJ I shall first explain the factors 
determining the position of the .curve. If one of these factors changes, the SR'AS curve 
shifts to the right or left ~o a new position. The factors are indeed virtually the san1e 
as those fixing the position of a market supply curve in a particular rni,croecono1nic 
tnarket. The n1ain determinants of the position of the SRAS curve are: 
• costs of p roduction 
• taxes that firms have to pay 
• technology 
• pr1oductiv ity 
• attitudes 
• enterprise 
• factor mobility 
• econonlic incentiv1es facing \Vorkers and fi rn1s 
• thie institu ti1onal structure of the econo1ny 

E.xplaining1 the shape of th 1e short-run aggreg,ate supp1ly curve 
WJ1ereas the AD curv,e is almost a]\\ra ys drawn downward-sloping, Price . 
different assumptions about the nature o,f aggregate supply lead to level 
different shapes and slopes of the AS curve. A short-run aggregate 
supply (SR'AS) curve is illustrated in Figure 15~2. P3 

The shape of the upw rd-sloping AS curve is explained by 
two assun1ptions of microecono1n ic theory of the f ir1n (refer to 
Chapter 3), ,vhich are: 
• all firms aim to u1aximise profits 
• in the short run, the la\v of din1inishing returns or dilninishing 

marginal productivity operates 
O r, Y2 Y3 Real national 

PoHo\ving an increas,e in aggregate demand from AD1

1 to AD2 in 
figure 15.2,, \V hich dis turbs a.n initia] macroeconomic equiHbriu1n 

Unit 4 Toe national and intema1ionaJ, economy 

Income or 
national ,output 

ig e 15.2 The implications of an upward~sloping 
SRAScurve 
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at point X, th,e price level ris,es to P2 to, create condit ions in which profit-1naxin1ising 
firins are happy to supply n1ore output 

If the pri.ces firms could charge did not rise,. H would not be profitable for finns 
to increase supply. The ex ph1na"tion for this is as foUO\-VS. First, I assum.e that 
firms are already producing the pr1ofit-nl axi1nising level of output which occurs 
when MR' = MC. If firms increase i0utput beyond this point_, marginal costs rise, 
\Vhich leads to falling profit. This is because the tnarginal product of the 1"rorkers 
needed to pro,duce the extra output fails, which increases n1argina] costs. For 
profit-maxin1ising firn1s Lo produce more output i n the face of rising n1argina] 
costs, n1arginal revenues 1nust also rise .. This requires higher prieies. Without a 
higher price level ,, profit-maxi1nising fir1n.s will not voluntarily increase t11e supply 
of output. 

lt is imp1ortant to e.mphasise that, because each short~run AS curve is dra\vn un.d1er 
the ,assumptio1n that the· money \~age rate remains unchanged, there is .a different 
short-run AS curve for each nd every money wage rate. When the money wage rate 
rises production costs increase and firn1s reduce the quantity of output they are 
wiliing to supply at the current price level. As a result the short-run AS curve shifts 
to the left to a new positi,on. Conversely3 a. fall in the money '.\\rage rate shifts the AS 
ctuve to d1e right 

Macroeconomic equilibrium 
Ma roeconon1ic. ,quilibriu1n occurs when the 
aggregate demand for real output equals the 
aggregate supply of real output Le+ \\rhere: 

AD = AS 

Whe11 AD1 = AS, households,. firrns., tl1e 
gov,ernn1ent and the overseas sector plan to 
spend in real ter1ns \\rithin lhe econo1ny an 
amount ,exactly equal tio U1e lev,el of real output 
that firms are \.V HHng to produce~ Referd ng back 
to Figure 15.1, macro-economic equilibrium 
occurs at point X1' where the AD curve intersects 
the AS curve~ The equilibriun1 level of real 
output is y 1 and the eq ui Hbri u n1 price level is P1 + 

Lon,g -run aggreg 1ate supply 
The aggregate supply curve T have considered 
so far in this chapter is a short-run AS curve. 
I shaH novv extend the ana]ysis to explain the 
econon1y's lon°-run aggregate "'UP ly (LRAS) 
curve. Econonrists generaUy believe that the 
LRAS curve is vertical, tl1ough tJ1ere is an 

KEY TERM 

macroeconomic equilibrium: 

occurs when AD = AS and when 
injections ~nto the circular flow 
of income equal leakages from 
the flow. 

EXAM TIP 

You can also explain 
macroeconomic equHibrium by 

using, a ciroular flow diagram. 
Equilibrium occurs when S + T + 
M = I + G + X. Do not, howevefm 
confuse .macroeconomic 
equilibrium for the whole economy 
with microeconomic equilibrium in 
a market within the economy. 

KEY TERM 

long-run aggregate supply: the 
real output 1hat can be supplied 
when the ,economy is on its 

production poesibi1lity frontier and 
producing at full potential. 
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Developingl the aggregate demand and supply model 

exception kno\vn as the Keynesian LRAS curve. A vertical LRAS 
curve, sucl1 a.s the curve illustrated in Figure 15.3. rneans U1at in the 
long run a rightward shift of aggn~gate demand .increa.se.s the price 
level, but not rea1 output~ 

Price 
level 

0 

l.RAS 

YFE Real national Income 
OIi" national output 

The explanat]on for the vertica] LR.AS curve is quite sin1.ple. The 
LRAS curve in Figu.re 15.3 is located at the ful1 -en1ployment level 
of real output YFE \.Vith production taking p]ace on the economy"s 
production possibility frontier. Firms cannot produce n10,re output 
to meet the increase in aggregate den1and depicted by the sh ift 
of the AD curve from AD1

1 to AD2. Jn this situationl the excess 
demand for real output is 1net by an increase in the price level 
with the point 1of rnacroeconomiie equilibrium moving fro111 point 
X to point Z. Figu e 15.3 A vertical long'-run 

aggregate supp 1ly (LRAS) curve 

Long .. run economic growth and a shift of 
the LRAs· curve 
At this pojnt you should go back to Chapter 14 and reread the section at the 
beginning of th,e chapter on the n1eaning of reconon1ic growth. Ther1e you will see 
two diagramsl, Figures 14.l and 14.21 ,vhich show respectively~ the economy's 
priadluction possibiUty frontier shifting out\vardJ. an d tbe .LRAS curve shifting to the 
right. Figure 15.4 sho\vs si1nilar diagrams. 
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Supply and dre-mand in 
a busy supennarket 



Figure 15. Economic 
g mwth, the economy's 
produciion possibility 
frontier and the LRAS' 
curve 

.. --

1

.. ',•·:.: .:-~. 

:~222{i' 
r_..__-:-

(a) An outward movement of the economy's 
prod uctlon posslbi ltty frontier 

(b) A rightward shift of ~he !AAS rurve 

Ca ital ' p - t--....~ ... 
goods 

0 Consumer goods 

Price 
level 

0 Y1 YFEl YFE2 Real nationa1 output 

Suppose the economy is initially at point C in both panels of the diagra mj producing 
output y1. In this situation, an increase in aggregate de1nand from AD1 to AD2 in 
panel (b) takes up the slack in the econoiny,. and shiort-run econo.mic grow tl1 takes 
place. 10utput incr·eases from y1 to YFEI in panel (b) of the diagram:t and the economy 
moves from point 1C to point A in bo,th pan,els. H.oweverJ as [ have 1exp]ained, for 
firins to produce the extra output the price level Inust rise* 

Once at point A,. the 1economy i.s on production possibiUty frontier PPF., and also 
producing on long-run aggregate· supply curve LRAS1. The l,evel of output is now 
YFEl ~ Because there is no spare c paci ly, fo r output to increase on a permanent basis 
long-run economic growth must lake place, Long-run growth shifts the economy's 
production possibility frontier outward from PPF1 to PPF2, and the LRAS curve 
.rigbtward fr101n LRAS1 to LRAS2 . TJ1e econon1.y now produces at point B' rather than 
point A in both panels of the diagraln. Note, thal panel (b) .sho'Ars aggregate demand 
incr1easing fro1n AD2 to AD3 . In this situatio,n aggregate· demand increase·s jusl 
sufficiently to absorb the increase in aggregate supply without the price level rising 
or falling. Although output ha.s increased to YFF.2, the price level has remained at P2• 

If aggregate demand \vere to remain at AD2 , or if the AD curve were to shift by either 
more or less than is shown in panel (b) the price level would change. 

The economy's natural level of output and long-run 
aggreg1ate sup[ply 
For free-]narket, monetarist and supply-side econonlists,, the fuU-e1nployment l,evel of 
rieal ontput YFE is also the econonriy's naturaJ level of output (yN) toward \.\ih.ich 1narket 
forces and a flexible price mechanism eventually adjust The natural level of output 
is the long-run eq uilibriurn l,evel of pot,ential output associated \\rith the econotny~s 
natural ]eve]s of emp]oyment and unen1ployn1eat in the econon1y~s aggregate Jabour 
1narket. For free-n1arket economists the vertical .LRAS curve carries the message that 
the short-run expansionary effect on output 
and en1ployment of increasing aggregate 
den1and n1ay be negated in the long run 
by the way the supply side of the econo1ny 
r1esponds to the demand stimulus . 

KEY TERM 

natural level of output: 1he Jong-run 
eq ui'libriu m I eve I of pote rrtiaJI out put 
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Developingl the aggregate demand and supply model 

Revisiting output gaps 
You first came across output gaps at AS when learning,, m the context 
of the economic cycle, how the e,conon1y•s actual output usually differs 
fro1n trend output. Negative and positive output gaps are illustrated in 
Figure 14.4 o,f ,Chapter 14. Before proceeding any further, go back to this 
diagram and make sure you understand t.he meaning of an output gap. 

EXAM TIP 

-

KEY TERM 

output gap: 1he difference between 

actual output and trend output 

Don't confuse an output gap with a productivity gap1 which is the gap between the 
productivity levels of two countries. 

Positive output gaps occur when the ec,onomy temporarily produces 
at a point outside its current production possibility frontier. Ho,¥eve:r 
because this represents overuse of capacity such a point cannot be 
sustained tor long. Jn the context of the AD/AS 1nodel, this means 
that the economy temporarily produces a level of output to the right 
of th_e LRAS curve, and above the full-emp]oyn1ent level of output 
for exan1pJe at point W in Figure 15.5. ote that I have drawn the 
diagran1 so that the SRAS curv1e extends to Lhe right of the full­
employment level of output Yi:r,, without becoming vertical at poj nt 

X. For a short period output can rise above YFE:. to y1, but eventuaUy 
output falls back to the full-employ m1ent leveL 

B,y contrast, the economy suffers a neg,1tive oulpul gap ·\vhenever 
the level of output is to the left of the LRAS curve and belorv the 
f ull-emp]oy ment level of output YFE· A negative output .gap occurs 
at point V in Figure 15.SJ, \\dth the short-run n1acroecono1nic 
equHibrium leve] of output at y2 . 

Revisiting the Keyn1esian tong-run 
aggregate supply curve 
The vertica] LRAS curve I h ve described is often called the fre,e·­
market. or supply-side LR'AS curve. This label reflects the view 
co1n1nonly expressed by free-market economists that, provided 
markets function con1petitively and efficiently, the econon1y 
always operates at or close to full capacity. As ] explained earlier, 

Price 
level 

0 YFe. Y, Reali national 
,tJ 

Neg:u:i:'14!< P,o!ii:rwe 
omput geip outp1,1t g~p 

Figure 5. 5 Positive and negative 
output gaps and the LRAS curve 

KE,YTERMS, 

output 

positive output gap: the, difference 
be1tween actual output and the tr:end 
output when actual output is above 

trend o~put. 

negative output gap: the difference 
between actual output and trend 
output when actual output fs below 
trend output. 

in the short run real output is influenced by the av,erage price level but in the long 
run aggregate supply is detern1ined by 1naxi1nu1n production capacity. 

EXAM TIP 

You snould generally assume that the LRAS curve is vertical With its position determined by 

the full-capacity and full-employment level of output, but understand that there is a second 
'Keynesian' version of the curve. 

Unit 4 Toe national and intema1ional economy 



.Most modern K.1eynes,ians ( who are often 
called Ne,v Ke nesians) agree that the 
LR'.AS curve is vert1cal. H1owever, in the 
past some Keynesians were associated. 
\Vith the· rather different LRAS curve 
ill us tra ted in Figure 15. 6 ~ 'This curve is 
derived from Keynes,s own views on 
110'\iv the eco11on1y operates. 

The 'Keynesian' LRAS curve is based 
on l{eynesjs explanation of the Great 
Depressio,n in tJ.1e UK and US economies 
in the 19 30s. Keynes argued that a 

Price, 
~evel 

A P, ......._ _____ ,.--

0 Y1 

lRAS 

YFE Real 1nationa ~ 
1income or 

national output 
Figure 15.. The Keynesian LRAS curve 

depressed economy can settle into an undermfull emp]oy.me.nl equilibdurn shown 
for exa.n1ple by point A on the horizonta] sect]ion of the LRAS curve in Figure 15.6. At 
point A,. the ]evel of real national output is y1 + Keynes argued that without purp,osefuJ 
interv 1ention by thie government,, an 1economy could display n1ore or less pern-ianent 
de1nand-deficiency. Market forces would fail to adjust auto1natically and achieve 
full e1nploy[nent. But if tbe govern1neitt is able to shift the AD to the right a.llo.ng the 
horizontal section oi the LRAS curve (111ainly through expansi,onary fiscal pohcy) J 

the existence of huge amounts of spare 1ca pacity wou]d lead, in Keynes 's view, to 
a growt11 in real output (and employment) without an increase 1n the price level. 

The vertical long·run aggregate supp y ,curve and 
economic poll,cy 
.As l have mentioned the vertica] LRAS curve favoured by free-market and supply­
side econon1ists is located at the natural or equilibrium level of real output~ which 
is the level of output consistent with the natural rate of unen1ploy1nent in the labour 
market Because output and en1ployment are assumed to be at th,eir 11atur.al or 
equilibrium. levels, an increase of aggr,egat,e demand causes the pr ice leve l to rise·. 
but w ith no l,ong-t,erm ,effect upo,n the levels of rea]. 1output and emp]oym.ent. 

F.ree-Jnarket an d supply-side econon1ists therefore conc]ude that it j5 generally 
irresponsib.]e for governm.ents to use expansionary fiscal or 1nonetary policies to 
try to increase national output and employn1ent above their natural rates and leve]s. 
While such policies n1ay succeed in the short run, though at the expense of inflationi 
1hey are doo1ned eventually to fail. In the long runJ output and employn1ent fall 
back to their equilibriu1n or natural rates and levels, ivh.ich are determined by the 
economy 1s production potenti.al or ability to supply. T'hus 1 instead of increasing 
aggregate demand to reduce u.nen1ployme11t below its natural rate, supply-side 
econo1nists believe that the responsible approach is for the g0ivern.n-1ent to use 
1nicroecono]nic supply~si.de policies to reduce the natural rate itself. 

Market-orientated supply-side policies ahn to improve incentives and the performance 
of .individual econotnic agents and markets~ They shift the economy's production 
possibility frontier outward and the LRAS curve rightward,, thereby increasing the 
natura] levels of output and employn1ent in the economy. 
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Jn sun1n1ary, in tbe extrerne supply-side or fr,ee-mark1et vie,,t~ providing 01utput, 
en1ployment and unemployment are at their natural levels't there is no case for den1and 
management Instead1 macroeconomic policy should be subordinated tio the needs of 
a supply-side odientated rnicroeconomic policy aime,d at increasing the ec1onomy's 
production potential. Policy should focus on shifting the LRAS curve right,vard. 

Ho,vevert more moderute free-market economists do these days accept Lh t denland 
can leg,iti111ately be increased if the econolny is suffering recession and a negative 
output gap. In this situation:> \Vith output and emp!o,y1nent below their natural levels 
and une[nploy111ent above its natural ]evet there is a case, using expansionary 
monetary policy, for increasing aggregate den1and. Fn.?1e-1narket1 but not Keynesian, 
economists generaUy reject the use of fiscal policy (a Iisca] stin1ulus) for this purpose. 

Aggregate d 1emand and the national income 
multiplier 
You first ca11T11e cross the national inco e muhiplier when studying 
Unit 2 at AS, but at A2 it is usefu] to understand the 1nultiplier process 
in more depth. A n1uJtiplier exists whenev1er a change in one variable 
induces or causes multiple and successive stages of change in a second 
variable. Each succeeding stage of chang,e is usually smaller than 
the previous one so tha.t the total change induced in the multiplier 
process comes effectively to an end \\fhen further sta.ges of change 
approach zero. We ea n ca]cu late the value of a inultipUer by div jding 
the totaJ change induced in the second variable by the size of the 

KEVTERM 

initia 1 change in the first variable. For example, a rnultiplier of 8 tells 

national income multiplier: 
m.easures the rerati'onship between a 
change in any of the components of 
aggregate demand and the resulting 
change in the, equilibrium leveJ of 
national income. 

us that an increase in the first variable will cause successive stages of change in the 
second variable, which are 8 times greater in total than the initial triggering change. 

In n1acroecono111ic theory, the national incon1e multiplier (or K.eynesian n1ultipHer) 
tneasures the relationship between a change in aggregate de1nand in the economy 
and the resulting cl1ange in the equilibriu1n level of national inconlle. The size of the 
national incon1e 1n.ul.Hp1ier is sign:ificant for fiscal policy~ 

Nested within the national inco1ne mu]tiplier are a number of specific mul Upliers, 
e.ach related to· the particular component of aggregate, den,and that initiaUy changes. 
Thes1e, are the consumption multipli.er the investment 1nultipUer, the government 
spendjng 1nu]tipUer and the export m,ultiplier. There are also negative multipHers far 
changes in taxation and in1ports. Taken together_. the government spending and tax 
multipliers are, fiscal poHcy 1nultipliers. Likewise; the export and import n1u]tipliers 
are foreign trade 1nultipliers~ 

The g1overnment spending multiplier 
As Figure 15.7 illustrates, an increase in government spending (or in any component 
of aggregate demand) causes n1u ltiple successive changes [0 national income that 
are greater in total than the initial increase in govern111ent spending. 
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II n lti a I inc rea.se 
~ n government 
spending on road 
building £ 11 Obn 

£10bn 

£8.lbn 
£7 .2bn •.. 

y 

igure 15.7 Thie government 
spending muiti plier 

successive stages. of tncrease 
~n na,t~ona~ income £100bn 

The multiplier process, ,,vhi.ch is essrentially 
dynan1ic, taking place over ti]ne·,. res,emb].es 
ripples sprearu ng over a pond. after a stone 
has been thrO\VO in the \\raler~ Ho,\\-'ever, the 
ripples in a pond last only a few seconds, 
\Vhereas the ripples spreading through the 
econon1y follovJing change in aggregate 
demand can last for 1nonths and even years. 
Figure 15. 7 illustrates the ripple effect. 
The diagra111J, which sho\tvs the governn1ent 
spending multiplier, can easily be adapted 
to illustrate· the investn1ent muJtiplier or 
an.y o the,r national income multiplier~ 

In order to expla1n the government 
spending mu] tipli.er I shal] assume there 
is dernand-d 1efic[ent unemployment in the 
econon1y; and that the levels of taxation 

----

KEYTERM 

government spending multrip lier: 
measures the r,elationship between a 
change in govemm.ent spending and 
the r;esulting change in the equilibrium 
:level of national" in co.me., 

----

EXAM Tl !P 

The m1ultipli,er is not mentioned 

explici~ly in the Unit 4 specification 
at A2, but the synoptic nature of the 
specification means that good exam 
answers should make use of and apply 
the ,multiplier concept. 

and in1ports do not change when aggregate demand increases. To reduce de1nand­
deficient w1employment1 the government decides to spend an extra .£10 billion on 
road building. 
• ]n the first stage of the multiplier process, .£10 bi[lion is received as incorne by 

building \¥orkers ,vho, Hke every body in the economy, spend 90p 1of every p,ound ,of 
income ran consun1ption. (I am also, assuining the 111.arginal propensity to co.nsu1ne 
(MPC) is 0.9 thr,ou,ghoul the economy, which n,eans that people plan to, consum.e 
90p out of an increas1e in incon1e ,of .fl.00~ An MPC of 0.9 1neans that the 111.arginal 
propensity to save (MPS) is O.L A'l e,ach stage of the 1nuhiplier process, 10% of an 
extra pound of incon1e leaks into saving and is not spent on consun1ption. 

• At the second stage of the n1uHiplier proc,ess,. £9 billion of the .£10 billio11 income is 
sp,ent on consutner goods .and servicesJ with the re1naini11g .£1 bHUon leaking i.nto 

unspent savings. 
• At the next and thkd stage consumer good secto1r emp]oyees spend £8.] biHion, 

or 0.9 of the .£9 biUion rece-iv,ed at t he second stage of income generation. 
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• Further stages of income generation then occur, with each successive stage being 
0.9 of the previous stage. Each stage is smaUer than the preceding stage due to th,e 
fact that part of income ]eaks into savings. 

Assuming that nothing else cha11ges in the ti1ne taken Ior t1~e proc,ess to work. 
through the e,cono1ny, the eventual increase in income bY resul ting f ro1n the .initia l 
injection of governn1ent spending is the sun1 of a 11 the stages of inco1ne generatii0n. 
aY is larger than G which triggered the initial gro\Jvth in national inco1ne. 

(Note: the formula for calculating the value of the n1ultiplier in this numerical example is: 

it· 1· 1 mu. 1p1er = 
5 

\.Vhe.re s is the 1narginal propensity to save·, MPS ~) 

CASE, STUD1Y 15.1 

The government 1pend1ng mul iplier and the au ter1ty programme 
The larger the size of the government spending multiplier, 
the more powerful ,js fiscal po1 icy for managing aggregate 
demand in 1he eoonomy and the fevel of output The 
smaller the multlipfie~ the ress effective is fiscal policy 
us,ed in thrs Keynesian Waf. Now, the multiplier Hlustrated 
in the pr:evfous section is highly misleading. Reel-world 

government spending multi priers are much smaller than 10, 
being much closer to unity -0 .a. 1 ). In the numerical example 
above, and in Rgure 15. 7; I assumed that the only leakage 

or wffihdrawal of spending ·out of the flow of income at each 
stage of the multiplier prooess ,is saving. If this is the case~ 
as I explained! the government spending multiplier is large, 
in this case 10. But in real life; significam fractions of any 

new income generated by the multiplier process are pald 
in taxation to the government, and also ~eak into spending 

on imports. In this situation, 1he formula for the multi pi ier is~ 

1 
s +t+m 

where s is the marginal propensity to sa~e, t rs the n-1arginal 
tax rate, and m 1is the marginal propensity to import. 

The 1marginal tax rate (t) and the margi naJ propensity 
to import (m)i respectively measure1 the propo rtton of a 
chang,e in income paidl in tax and tlhe proportion people 

wish to spend on imports. Gtiven a marginal propensity 

to save (s} of 0.15, and setting the margjnaJ tax rate (t} at 

Follow-up questions 

0.4 and the marginaf propensity to import (m) at 0.35~ the 
value of the multipUar becomes: 

1 
0.15 + 0.4 ~ 0.35 

or: 1.1 

Before recession hit the UK economy in 2008, it was 
generally believed that the government spending mumplier 
was even smaller than 1.im around 0.5. rf the government 
sipending multiplier is small, a cut in public spending does 
not caus~ much short-term daimage to national output. If 
it is large~ then the process can become self-defea1ing, 
at least in the short run, w~th each pound of government 
spe ndjng cuts~ for ,examp!e, costing' the economy more 
than a pound in lost output and thus actually increasing 
·the govarnnient debt-to-GDP ratio. Chancellor George 
Osborne, used the low mutti plier figure to justify his fiscal 
policy austerity programme. The Treasury argued that 
public spend~ng cuts of £10 billlion wotild depress UK 
national! income by only a further £5 b iUion. 

H owev,er, in 2012 the IIMF said that i11 had seriously 

underestimated the size of tha govemmant spending 
1multiplier. The IMF admitted that, in the, ear~y part of the 
recession at I ees(, the multiplier was sjgnificant ly higher, 

1ying between 0.9 and 11 ~7; that is to say1 between two and 
three times greater than pravk>usly estimated. 

1 Explain Why a ,govennment spending multipUer of 1.7 means that the government's austerity programme may have 
seriously damaged the UK economy" 

2 Find out what has happened to the debate about the size of the government spending multiplier since· this book 

was pubUshed. 

Unit 4 Toe national and intema1ional economy 



EXTENSION MATERIAL 

The multiplier and Keynesian theory 
The1 national inoome multlplier first came into p rominence as a key part of ~eynesian 1economic theory. The multipJier 

concept was first stated in 1931 by R.F. Kahn; a colleague and former pupil of John Maynard Keynes at Cambridge 
University. ln its early days1 the multiplier theory was an employment ,multiplier showing how a change in public sector 
investmem, for example in road building, might trigg,er a subsequent multiple grovVth in employment. Keynes made use 

of Kahn1s employment muitiplfer for the first t1me1 in 19331 when discusslng the effects of an increase in government 
spending of £500. a sum that he assumed to be just sufficient t o employ one man for 1 year in road construction. 
Keynes wrote~ 

If the new expenditure is additional and not merely l1n substitutton for other expendltur1e. the Increase of emp,oyment does not 
stop there. The additional wages and other incomes paid out are spent on addltlona1 purchases,, which In turn lead to further 

emproyment . . the newly employed who supp!y the increased purchases of those emptoyed on the new capital works writ, in 

their tum. spend more. thus adding to the emp1loyment of others and so on. 

By 1936t when Keynes''s General Theory was published. the multiplier hadi become a part of Keynes's explanation of 

how unemployment might be caused by deficient aggregate demand. ln 11is General Theory, Keynes ,explained the 
investment 1mulitiplier~ which suggests how a collapse, in investment and business confidence migiht ea~ a muiltiple 
contraction i1n output, leading in turn 10 large-scale unemployment K~ynesthen went on to argue that through an active 
fiscal policy, the government spending mut~plier mtght reverse this process. 

The mu1ltiplier and Keynesian ,demand 
management 
n ,espite the possibility of a lo\\r n1ultiplier effect during the Keynesian era, 
govern1n.ents in many industrialised 1nixed econo1nies (including the UKL based 
1nacroecono1nic policy on tl1e managen1ent of aggregate de1na nd. This becan1e 
know.n as discretionary fiscal policy., To ach.i,eve full employn1ent, goverrunents 
deliberately ran budget deficits (s,etting G > T). This Iner ased aggregatie demand, 
but sometimes too much demand! 'overheated' the economy. Excess de,mand puHed 
up the price level [n a demand-pull inflation. or pulled imports into the country and 
caused a balance of pay 1n.ents. crisis. In these circu:mstances govern1nents were 
forced lo reverse the thrust of fiscal policy, cutting public spending or raising taxes 
to reduce the level of demand in the econo1ny. 

The l{eynesians used fiscal policy in a discrete vvay, supple111ented at tin1:es by 
monetary policy, to fine-tune the level of aggregate demand in the econ omy so 
as to stabilise the fluctuations in the economic cyc]e and to try to achieve the 
1nacroecono1nic objectives of full e1nploy1nent and e·conomi.c growth without 
excessive inf l.aUon or an unsustajnable de,t1erioration in the balance of payments. 

The decline and rebirth, and then th1e further 
decline, of demand--side fiscal policy 
Whatever the size of the n1ultiplierJ the tn ultiplier process increases norriinal national 
jncon1e, and. not necessarily r:eal national incon1e. You 111ust always re1ne1nber 
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thaL nontinal national income can increase in two ways: through. reflation of real 
output 1or through inflation of the price level in a detnand-puH inflation. Keynesians 
beHeved providing the ec,onon1y has spare capacity, expansionary fiscal policy 
stimulates real output more than inflation. 

By contrast, free-n1ar ket and supp]y-side economists, believe that an increase in 
govern 1nent spending sHmulates prices rather than real output and that government 
spending crowds out private sector investment. {Crowding out is explainedl in 
Chapter 19.) They also argue that the 1nore fiscal poHcy is used to increase aggregate 
de1nand1 the n1ore it injects larger and larger doses of inflation into the econon1y, 
irrespective of whether the econon1y is in boon1 or recession. 

[n the 1970s this argun1ent beca1ne 1non:~ and 1nore persuasive~ Keynesian e·conoinics 
\Wrent into decline and was replaced by the free-market revival. Fiscal policy was no 
lronger used to manage aggrega.tre demand. Then,, in 2008 the 0 1nset of recession and 
the introduction of a fiscal stimulus designed ·to tackle the recession brought about 
a revival in Keynesian demand management and with it renewed inteiest in th.e s.ize 
of the governn1ent spending multipHer~ 

Ho\vever) the Keynesian fiscal stimulus was short lived. In the UK it was abruptly 
abandoned in 2010 when the Coalition governn1ent replaced the previous Labour 
govern1nent. George Osborne the new Conservative chanceUor, is very 1nuch 
a. supply-side and pro-free-market politician~ disliking ' big governmenC and 
govern1nent intervention in the econo1ny. Osborne replaced the Keynesian fiscal 
stimulus with the opposite pr,ogramn1e of fiscal consoHdatio.n, fiscal restraint or 
ii.seal austerity. There· was,, howe·ver., a second non-ideological reason for the new 
programme of fiscal austerity. This w·as the ,emergence of a comple·tely new issue, 
known as the sovereig,n debt problem which is explained in Case Study 19.2 on 
page 301. 

Using an AD/ AS diagram to Illustrate the 
government spending mrultiplier 
Figure 15.8 sho\vs the multiplier effect oI an increase in govern1nent spending in 
an AD/AS diagram. The· iniHa] increase in government spending is shown by th,e 
horizontal distance het\veen the rcur vres AD1 and AD2 , }~belled ./1G. If the size 1of the 
multiplier is 1, there are no further stages in tbe multipHer proce,ss,, and the story 
ends here. Rea] income increases from y1 l01 y2 and the price l,eve] rises from P1 :to P2. 
However, \Vith a n1u]tiplier greater than l, the aggregate de1nand curve now shifts 
further to the right f ro111 AD2 to AD3 • The larger the government spending n1ultipHer, 
the greater the distance bet\\,een the two AD curves. Real national income increases 
to y3 and the price lev1el rises to P3. 

In Figur1e 15.8 the ef fee t of the n1ultiplier on real nationa] inco1ne depends on the· 
sl1.a_pe and s]ope of the AS curve. With the upward-slroping SRAS curve depicted in 
Pigure 15.8, real in.come increases from y1 to y3, but part of the multipUer ef feet is 
deflected intio an in.crease in the price ]ev1el (frorn P1. to P3). 1f I had drawn the diagram 
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udth a vertical LRAS curv,e, as 
opposed to an upward-sloping SRAS 
curve· an increase in govern1nent 
spending would oot in the long run 

produce an increas,e in real output~ 
Conversely) if the economy is in 
deep recession and operating on the 
horizontal section of the l{eynesian 
LRAS curve iUustrated in Figure 
15~6 aH of th,e multiplier effect falls 
on real output~ until the upward~ 
sloping and vertical sections of the 
curve a re reached. 

,EXTENSION MATERIAt 

A recent development 1n AD/AS analyst 

Price 
level SRAS 

0 Y1 Yi Y3 Reil national O'utput 

Fig re 15.8 IUustrating the go.vernment 
spending m ulUpJ i er on an ADI AS diagram 

Students are often puzzled by a particular feature of theADJAS model as taught and learnt atA~levet lf you l'ook carefully 
at Ftgure 15.9, you will see that a Jettward movement of the AD curve from AD1 to AD2 results in a fall in ttle price level, 
i.e. defla1ti'on. However, we all know that except in a deep recessjon, contractionary fiscal or monetary policy that shifts 
the AO curve to the teft results not in falling prices but in a ~owdown in the rate of inflation, or disinfratlon. Average prices 
still rise, but at a slower annual rate of increase. 

Price 
level 

0 

SRA5 

Y1 Real natlona 
output 

Figure 15.9 Thie traditional AO/AS model 

Inflation 
rate 

0 

SRAS 

Y1 Real natllonal 
output 

Figur,e 15.10 The Romer AD/AS model 

This difference :results from the fact that the original AD/AS model (Le. the one you have l'earnt) is misleading. In a fairly 
recent development of the model, David Romer of the University of Californiaexpla1ined why. ,Romerts explanation goes 
well beyond 'tlie requirements of A-level econom·ics .. ff you are interestied, it is i:n ar, academic paper called ~Keynesian 
Maciroeconomrcs ·without ·the LM Curve: which you can find in 1he Journal of Economic Perspectives, Volume 141 Number 
2~ Spring 2000. You can also find the article on the internet at ht p://elsa.berkeJey.eclu1 ... dromer/11apers1JEP_SpdngOO.pd f 
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For a simpler aocount of Romer's AD/AS model, look at 1he Bized PowerPoint preSBntation on aggregate demand and 
ag,gregate suppjy, wh~ch can also be found on the rinternet at .,w .bized.co.ukleducators/16-19/economicsladas/presentation/ 
adas.pp 

Romer·s central argument is as frollows. The AD/AS model tearnt at A-level a.ssumes 1hat when a central bank such as 
the Bank of England implements monetary policy tt does not allow the money supply to change. Given this assumptiont 
the sh1ft to tt,e left of the AD cuirve illustrated in Figure 15.9 is indeed correct. But :in recent yearsl monetary policy has 
operated in a diffrerentw.ay, through the r~sing or lowering of interest rates rather than tight control of the money suppl¥. 
This leads to the outcome illustrated in Figure 15.1 0 and not in Figure 15.9. Contrac1ionary fiscal or monetary policy1 and 
indeed a fall irn any of the oomponen1s of aggregate demand, reduces the rate of infilation (shown in Figure 15.10 by the 

• 
symbol P)~ but not necessarily the price leveJ. 

EXAM TIP 

For ·the most part~ when answ,ering exam questions you should use, the original AD/AS 
model in which ·the aggregate demand for output and aggregate supply of output era 

functions of the average price level, rather than the newBr model in which they are functions 
of the inflaUon rate. The older model is the mode1 set out in the specificatAon. 

The aggregate demand/aggregate supply macroeconomic model provides the ma.in 
theor1etical framework for answering Unit 4 examination questions. 
Macroeconomic equilibr~um occurs when AD = AS. 
Aggregate demand is the total planned spending on the goods and services produced 
within the economy, per period of time. 
The aggregate demand equationAO = C +I+ G + (X -M) includes the different components 
of aggreg1ate demand. 
The aggregate demand curve s~opes downward to the r,ight, s'howing that at a lower prioe 
level! more real. goods and services are demanded. 
The short aru n ag1gregate supply (SRAS) curve shows the quantit ies of real output that 

businesses plan 10 produce and sell at different price levels. 
SRAS curves slope upward to the right showing that at a higher price level more real goods 
and services a~e supplied. 
The long-run aggregate supply (LRAS) curve is generally assumed to be vertical. 
The verttca~ slope of the LRAS curve resu Its from the fact that the curve is located at the fulll ­
capacity level of output. Firms cannot increase output i,n the short run fo llowing an increase 

in aggregate demand., 
Expansionary fiscal and monetary policy shifts the AD curve to the right. ContracUonary 
fiscal1 and monetary policy shifts the AD curve to the left. 
Supply-side policies attempt to shift the LRAS curve to the ng,ht. 
Changes in aggregate demand induce multipli,er effects in which no1minal or money national 
income changes by a multiple of the initial changQ in ag,gregate demand. 
The government spending mulltiplier is likely to be small in size. This reduces the power of 
fiscal policy used as a means of demand management, 
A new version of the AD/AS mode! has been developed in which the levef of real output is 
a function of the, rate of inflation rather than the price level. 
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Exam style quest ion 

1 Brfefiy explain the different components of aggregate demand. 

2 Explain the stag as of the multiplier process. 

(15 mar s) 

(15 marks) 

3 Do you agree ihat~ to get an economy out of recessiont a government should rely solely on policies ai1med 
at increasing aggregate demand, and ignore the supply side, of the eoonomy? Justify your answer. {25 ma s) 

4 Evaluate different poHcies a government 1might use to try to shift the LRAS curve to the right. (25 mar s) 

xtra resources to hel yo re ise a e available online t .hodderplus.co.uk/philipall ri 
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On numerous occasions in recent years! when writing about employment and 
unemployment_ I usually started by asserting that unemployment, though serious 1in the 
past. had become less and less of a problem for UK macroeconomic policy-makers. 
The reason for such a confident assertion was simple: after the end of a deep recession 
in 1992, unemployment fell more or less oontinuous'ly from a peak of around 3 million to 
haJf that amount by earily 2008. 

Unfortunately, by early 2009 the picture had radicaHy changed. As recession once agaLn 
hit ths UK economy, unemployment climbsd fast to reach 2.3 milHon by the snd of March 
2009. There was a similar growth in unemployment in virtually all h;gh-income countries 
such as the USA, Germany, Francej Italy and Australia. In much of the developing world, 
vvhere joblessness and hidden unemployment have kept billions of people in poverty] 
unemployment never disappeared, even in good years. Granted, milllions of new jdbs 
have been created in emerging market economies such as China and India. but not 
nearly enough to absorb the tens of mill ions of peasants moving from rural areas to ~he 
towns. 

In the UK, unemployment continued to grow, as [t usually does, after the recession 
(111easured by falling GDP} had ended in mid-2009. The Labour Force Survey (LFS} 
measure of unemployment peaked in October 2011 at 2.68 million, falling to 2.51 million 
in April 2013. The Coalition government points out that a~thou.gh une1Tlployrnent remains 
very high, employment in the private sector has grown sfgni,ficantly, though ·many of the 
new jobs are part t~me. 
··-··········································-~, ........... , ...•.......................................... ~ ....... . 

- - -
- . . - . . . .., . . . ~ . ., 

.,.j LEARN!ING .OUT:COM'ES'' 

This chapter w i II: 
discuss the meaning of full employment 

explain equmbrium unemployment or the natural level or rate of unernploy1ment 
de,scribe how empfoymsnt and unemployment are measured 
remlnd you of the types of unemployment learnt at AS 
explain the other types of unemployment you need to know at A2 
assess the costs unemp·1oyment imposes on the jobless, their families, VJider society and 
theeoonomy 
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At AS., you became aware of the main UK measures of unemp[oyment: the claimant 
count and the Labour Force Survey measure. You developed an understanding of how 
1smployment and unemployment may be determined by both demand-srde and supply­
side factors. You practised using production possjbfl1ity curves and AD/AS diagrams, to 
analyse and evaluate demand-side and supply-side causes of unemployment. Final!¥~ the 
AS specification rsquir,sd know~sdge and understandtng of cyclical, frictional. seasona, and 
structural unemployment. 

The meaning of full employment 
.Along with econo.1nic growth and 
highe·r living standards! achieving full 
employ n1e nl or ]nw u ne1nployment is a 
1najor objective of n1acroeconomic policy. 
Although ,economists do not have a formal 
definition of full e1n.ployn1ent there are at 
least two definitions that are often used by 

KEYTER1Ml 

full employment: according to the 
Beveridge definition, occurs when 3% 
of the labour force are unemployed. 

econo1nists and pollti.cians. T'h·e first is knaiwn as the Beveridge definition .. In 1944; 
a famous White Paper ,on en1ploy1nenl po1licyl inspired by Keynes but largely \.Vritte,n 
by William Beveridge, effectively cai]nmUted postwar governments to achieving 
ruH e·mploy·1nent. William. Beveridge was an economist at the London Schioo[ ,of 
Economics .and University Co.Hege London \vho h1t,er became Lord Beveridge. Jn the 
White Paper, Beveridge· defined full e1nployment as 0 1ccurriag when unen,ployment 
faUs to 3% of the Jabour force. 

During the 1950s and 1960s,, unemploy n1ent was always below 3%., so f uU 
en1ployn1ent, according to Beveridgets definition, was achieved during the postwar 
Keynesian decades. However, during and after the crisis in Keynesian economics in 
the 1970s~ UK unemployment ros,e considerab]y above 3%~ peaking at 11.3% h~lith 
over 3 milJion \.Vorkers unemploy,ed) in l 986. High unemployment in the 1nid-1980s 
was the result of r,ecession at the beginning of th,e decade. 

Like,iVise, the second recession suffered by the UK econo1111y from 1990 to 1992 
led to une1np]oyment rising again to 9.9% (and 2.9 million un ,mployed) in 1993. 
Bet,ive·en 1997 and 2009! UK unempl1oyment was al\vays less than 5%, fa.Hing to m,eet 
Beveridge's definition of fulJ employment (at 2.8%) in 2007. Ho,;vever> the return of 
recession in 2008 led again to the growth of 1nass une1nployn1ent. though as stated 
at the beginning of the chapter unemployment peaked at 2.68 n1illion, a lower total 
than in the earlier recessions, despite the fact that the size of the total labour force 
had been grnwing. 

Free-1narket ec-onon1ists generaJ.ly favour a second definition of full e111p]oyn1ent, 
partly because they regard Bev1eridge's 3% definition as too arbitrary. Free-n1arket 
econon1ists define full en1ployment in terms of the aggregate dernand for and 
the aggregate supply of labour in lhe economy, as Hlustrated in Figure 16.1 . The 
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do\\rnward-slopi.ng aggregate demand curve fo,r ]abour 
(ADJ shows tl1at as the real uJa~ge rate paid to, workers faUs, 
employers or entr,epreneurs are willing to emplo1y n1ore 
labour. There are two main reasons for this: 
• In the short run . labour's diminishing n1.arginal product 

means that it is unprofitable for firms to take on 1nore 
workers unless the cost of hiring labour falls. 

Real 
wage 

rate 

Wice 

0 

Fu II-employment 

real wage rate 

Employment 
1(millions) 

• The real \vage falls relative· to the cost of capital, fir1ns 
substitute labour for capital and adopt 1nore labour­
intensive 1nethods of production. 

h1 contrast to the aggregate den1and curve [or labour, the 
aggregate supply curve for labour (ASrJ slopes up,\rard,, 

Fi u re 16 .1 Ful I emptoyment 11 lustrated in the eco rmmf s 
aggregate labour market 

sllowing that \, orkers are prepared to supply more labour as the rea] wage rate r i.ses. 
Again, there a.re two main reasons for this; 
• As the real wage rate risesJ 1,,;vorkers with jobs are prepared to work longer hours~ 
• People wh,o are unwilling to join the economically active labour force at lower real 

wage rat,esJ such as fa1nily n1e1nbers with cl1ildren:, decide to supply labour at a 
higher real wage rate. 

Por free-market economists, fuH e1nployment occurs at the n1arket-clearing real ,vage 
rate at which the nun1ber of workers wishing to work equals the nu1nber of workers 
en1ployers wish to hir,e. In Figure 16.l this i.s shown at the lev,el of en1ploy1nent EFE, 
a.t the real wage rate o,f Wp~ .. 

EXAM TIP 

The natural rate of unemployment (NIRU) is 1he unemployment rate when unemployment is 
restricted to its equiliibrium level. I ex:plai·n the NAU in detail in Chapter 17. 
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Equilibrium u1nemployment or the natura1l level of 
unemployment 
Figure 16. l shn\.VS the economy's aggregate la hour m.a rket in a state of balance or 
rest, i.e. in equilibrium. [t appears from the di _gram that there is no unemployment 
at aH when the labour market is in equilibrium. But as Figure 16.2 no\v sho,vs this 
is not the case. 

For free~n1ark1et economists :t full employment does not necessarily n11ean tl1at 
every single 1nen1ber of the working population is in work. Insteadl, it means a 
situation in ,v hich the nu111 ber of p,eopl1e ·wisl1i.ng to work at the going n1arket rea] 
wage rate equals the number of wo,rkers that employers wish to h ir,e at this real 
'\Jvage rate. 

But even this definition needs qualifying, since in. a dynrunic t!Conon1y change is 
constantly taking place, with some industries declining and others growing. Workers 
1novi ng bet-\,veen jobs 1nay decide rto take a break between the two employments. This 
is called frictional unen1ploymenL As new products are developed and demand and 
cost conditions change,. firn1s den1and more of son1e labour skills ,vhHe the demand 
for otber types ,of ]abour declines. This 
leads to structural une1uployrnent. 
Frictional and structural 
unetnployment make up what is 
called qujfibriu in une1111ploy me nl. 

EquiHbriu1n unemployment exists 
even with the real wage rate at its 
market-clearing level. Expressed as 
a rate of unernp]oyrnent rather than 
as a le·veL this is the n taral rate of 
unen1ployn1ent {NR J). I explain and 
examine the NRU in nllore detail in 
the next chapter on inflation. 

In Figure 16~23, the ASLN curv1e 
represents aB the workers availabl,e 
£or work and not just those willing lo 
\vork at different rea] \~t]g,e rates. Full 
employment occurs at EFE, depicted 
·where the ADL and ASL curves 
intersect at point X. In this situation 
equilibrium unemp]oyment., or th,e 
natural l1evel of un.employ1nent is 
Jneasured by th1e distance froin X lo 

Z, or E1 ininus EF~· 

KEY TERM!S 

equilibrium unemployment: the levef 
of unemployment when the economy's 
aggregate labour market is in equilrbrium. 

natural rate of unemployment (N RU)! 
the rate of unemployment when the aggregate 
tabour market is in equilibrium. n is located 
where the bng-run Plnl 11 fps curve intersects 

the unemployment axis on a PhHlips curve 
diagram. 

Real 
wage 

rate 

0 

Ful l"iemployment 
real wage ratie 

employment 
(1mUHons) 

Figure 16.2 Equilibrium unemploy:ment 
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Measuring em1ployment and unemplo,yment 
The emplloyment rate 
Figure lfr .. 3 shows ch.anges in the UK employme11t rate for those over the school­
l,eaving age, cov,ering the years f r,om Apri1 2008 until April 20] 3. The employment 
rate is strongly correlated with the economic cycle 1 rising .in the recovery and 
boom phases of the cyc]e, but falling when grolArth sl,ows down o,r be·com,es 
ne,gati ve. However,, the employrn.ent and unen1ploym.ent cycles usua]l y lag a fe,w 
mo1Ttths behind the output cycle. E1np]oyers hang on to their best workers at the 
beginning of a dowuturn, untH they are sure that demand for their output is 
actual1y falling+ Likewise? employers 'tend to wajt and see at the beginning of a 
recovery per.iodJ offering overtin1e to their current e1nploy,ees before deciding to 
recruit new w,orkers. 

The employ1nent rate n1easures the nun1ber of people in en1p]oyn1ent (working 
for at least I hour a v-1eek) a.s a percentage, of the total population aged fron1 16 
to 64. As Figure 16.3 showsJ UK 1emp],oyment fell fro,m a peak 73 % in 2008 to l,ess 
than 70.5 % in the spring of 2010 and again in late 2011., The employn1ent .rate, 

clbnbed back to 71.S % earJy in 2013. Be careful in interpreting this figure, which 
does not imply that the unemployinenl rate lAras 28.5 % . The Labour Force Survey 
unemployn1ent rate ,vas jn fact 7 .8 % . The emp]oyment and une111ployment rates 
n .e. the rates for the economical]y active) are measured as percentages of the 
total population aged 16 to 64> vvhich in January 2013 inc1 uded 22~4 % who \-Vere 
econaitnicall y inactive~) Economically inacHve people are not in work and do 
not .me,et the internatio,na]ly agreed definition of unemploymenL T]1ey are people 
,vithout a job who have nait actively sought work in the last 4 weeks and/air are 
not available lo start work in the next 2 weeks. In January 2013 there were 29. 76 
mHlion people in employment aged 16 and over, 2.51 million unemployed and 8.99 
million economically inactive. 
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f jgure 16.3 Changes in the UK emp,loyment rate, April 2008 to Aprill 2013 

Source: Labour Force Survey. ONS. June 2013 
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The unempl,oyment r,ate 

Th,e Labour Force Survey 
T\\to, methods ate used to calcu]ate UK 
unemployment,, but the one favoured 
by the government is th,e Labour Force 

ur 1ey (LFS) method. Th,e LFS~ which 
uses internationally recognised definitions 
reco1nn1endled by the International Labour 
Organisation (ILO~, is a quarterly survey 

KEYTERM . 

Labour Force Survey (LFS)~ 
estimates unemployment by surve,ying 
601000 'households to see if people 
are looking for work. 

of 60~000 households. Peop[,e are counted as unen1ployed if they ar,e actively seekjng 
\Voik (that i.s] if they have been lonking for a job in the last 4 w,eeks) and have not 
had a job in the week in question. 

The claiman,t count 
Before the s\vitch to the LFS n1,ethod of 
1neasurernent the government gave .m,ore 
attention to the monthly clai1nant count. 

This is a by-product of the admjjnjstrative 

system for paying out unemployn1ent-

KEY TERM. 

c I aim ant count: ,measures 
the number of people claiming 
unemp~oyment-retatied benefits. 

rela.ted benefits. The n1ain benefit is the jobseeker's allowance] which in 2013 ,;vas 
1nerged into a new broader benefit, universal credit. Many ,econoinists beli1eve that 
the claimant counL provides an inaccurate ineasure oif true une1npl,oy1nent. Fre -
1narket ,econom.ists argue that the clahnant ,count ov,erstates true unemployment 
hecaus,e many ,claimants are either not genuinely looking fo r work o,r not genuinely 
unemployed because they already have undeclared j ohs in the informa] economy. 

But in other ivaysJ the claimant oount understaties true unemploy111ent. The toughening 
up of eligibiHty :requirements in the 1980s and early 1990s reduced the c]aimant counl 
without actually reducing unemployment. In addition, various groups of unemployed, 
such as young workers on government training schemes and unemployed workers 
approaching retirement (who were reclassified as 'early retired) have been ren1oved 
fron1 the r,egi.ster even though they would like fuJ.l-ti1ne jobs. 

1MIIHons 
3.5 
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LFS unem pi oyment 
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Fig re 6._ UK unempfoyment shovm by the LFS and claimant coont measures, 1992 to May 2013 
Source: Office for National Statistics 
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Interpreting the data 
The data in Figure 16.4 show LFS unemploy1nen.t peaking at 3.02 mUJion in Jan.ua.ry 
1993, just after GDP beg,an to recover fro1n recessionJ There was then a more or less 
continuous fal1 over an 11-year period from 1993 to 2004. By 2001, unernploy111ent 
had f alien below the psychologically important l,evel of 1 nliHion at least \vhen 
measured by the clain1ant count. The faH in unemployment is explained by the 
perforinance of the UK economy over znost of the 1990s and early 2000s. Indeed:, 
some econo1nists believe that the econo1ny was experiencing a second golden era 
(the, first one having been in the golden age of Keynesian economics in the 1950s and 
1960s). By the early 2000s1 many co,mmunUies Jn the UK;, particularly in southeast 
England , ·were fuUy e1np]oyed. However much of the gro\vth in emplo,ymrent was in 
the pubHc sector. Re[atively few nev1 private sector jobs were created. 

LFS une1nploy men't feU to its 101.vest level of L4 milHon in September 2004 and 
then began to r·ise. H,owever, the main increase in une1nployment occurred when 
recession hit Lhe UK economy in mid-2008. Co1npared to pr,evious downturns, 
the 2008 recession led ~o job cuts right across the private se1ctor .. Even bef,ore the 
recession began, manufacturing had ceased to be a n1ajor en1ployer of UK labour. 
Major 1nanuf acturing en1ployers had gone to the wan and shedl the]r labour forces, 
either in previous r,ecessions, or, as in the case of MG Rover, \\rJ1en the econon1y as 
a whole was doing \\'ell . Un1ike prev1ous recessions, it was the previously resilient 
sectors such as banking and finance., and retaiHng,, that were experiencing the 
greatest number of c]osu res an.d mass redundancies. 

But whHe private sector employ1nent perfon:11ed Ie,ss we11 than pubUc sector 
employment in the eady 2000s, change of governn1ent f ron1 Labour to the 
Conservative-led Coalition in 2010 produced the opposite result Swing1eing pub]ic 
se,ctor cuts reduced public sector employment, but private sector employment ]1as 

grown. Critics have argued that many of the newly created }obs are not "proper ' jobs, 
in the sense that workers \\rho \Yould prefer to work full titne have had to accept part­
time en1ployment at n1uch lower rates of pa.y. 

causes or types of unemployment 
As I nl!entioned at the beginning of the chapter, you first can1e across frictional, 
seasona], structural and cycHcal unemployn11ent Last year al .AS. Before explaining 
the other caus,es or types of une1nployment you must now learn, I sl1aU re1nind you 
of what you should already knov,r. 

Fri1ctional unempr,oyment 
Frictional unemployment , which is also known_ as transitional 
unen1ployinent, is unemployment that occurs as people are between 
jobs. As its na1ne suggests, this type of unen1ployment results 
from frictions in the labour market that create a delay or tin1e-lag 
during ivhich a worker is une111pLoyed when n1oving fron1 one job to 
another. Note that the definition of frictional une1nployn1ent assun1,es 
that a job vacancy exists and that f ric lions in the jo,b 1narket prevent 
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Figu e 16.5 Search 
theory and frlcti on al 
unemployment 

unemployed workers fr,om filling vacancies. 1t fol11ows that the nun1ber of unfiHed 
job vacancies is a measure of the level of frictiona.l u11en1ployment in the economy . 

. Among the cause,s of f rictio1nal unemploy ment are geographical and occupationa] 
immobiliti1es of labour which pr1event laid-off workers frotn fi]Ung job -vacancies 
im 1nediately. Fa1nHy tiesj, ignoranoe about vacancies in other parts of ·the country 
andl~ above all. the cost of moving and obtaining housing are responsible for the 
geographical ilnmobility of labour. The need for training a.nd the effects of restrictive 
practices and discrimination in labour markets are an1ong the causes of .occupational 
in1n1obility. 

The searcl1 theory of une1nploymenl provides a further explanation of frictional 
unemployment. Consider the situation illustrated in Figure 16~5, in which a work:er 
earning £1 ~OOO a. week in a skilled professional occupation loses his job. While· tl1ere 
appear to be· no vacancies in h i.s current line oif \.Vork, th ere are vacancies for Jow­
skiUed office workers earning around £300 a week. Suppose now that the newly 
unemployed worker sets his .a.spiration.al 1wage t Il,000. This 1neans that he v..riH 
choose to reLnain unemployed,, at least to start with rather than to fill the lo\ver-paid 
vacancy. The lower ·weekly wage on offer,. and perhaps also poorer conditions of 
\\'Ork and status associated with the Lo\ver-paid job, render the vacancy unattractive. 
He also lacks accurate inforn1ation about the state of the job market. AU this means 
that he needs to search the labour rnarket to find out whether better-paid and higher­
status vacancie·s exist. 

Under tl1is i nterpretati1on], frictiona1l unemployment is a volun'tary search period in 
which newly unemployed wo.rk1ers sca11 the ]abouir markiet1 searching foir vacancies 
that are Hkely to meet tl1eir aspirations. There are a nun1ber of ways jn which this 
volu otary search period can end. First~ the job searcher eventuaUy learns of a 
vacancy that meets his initial aspiration and. for which he is qualified. Indeed the 
vacancy may have been there aU the time but, until he searched the job market, 
the worker did not know about it. Second the vacancy n1ay have arisen during his 
search period, perhaps resulting from a general in1provement in the labour market. 
Third, he n1ay end his voluntary unen1ployment as soon as he realises that his initia] 
aspirations were unrealistically high, meaning he decides to settle for a lower-paid, 
less attractive j1ob. 
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previous 
job 
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unemip loyment 
begins 

Unemp!loyment benefits provided by the state 'safety net' 

Search period spent sea nnlng labour 
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runem p foyment 
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Long search per[,ods which increase the mount of frictional unemploy1nent in tfu.e, 
econon1y; can be caused by the vvelfare benefit syst,ern. Without weUare b,enefits,. 
sear,ch p,eriods n1usl be financed by running dov1n stocks of savings; or through 
the ,charily of famHy and friends. In this situation, the threaL of poverty creates 
incentives to search th,e job market n1ore vigorously and to reduce aspirational wage 
levels. However, the availability of a state safety net of unen1ploy1nent and other 
income-related welfare benefitsl together in some cases ,;vith redundancy payn1ents, 
permits unemployed workers to finance longer voluntary s,earcl1 periods. Because of 
this~ fr,ee-market eco,no,mists support a r,educHon in the real value of unemploy1nent 
benefits relative to take-hon1e pay in work, together \\rith restricting the benefits to 
those who can prove they are genuinely looking for ,vork. They beHeve that these 
policies create incentives for· the une111ployed to reduce aspirations guickly1 ''"' hich in 
turn shortens search periods. 

The replaceinent ratioi is a useful concept to use when analysing unen1ployment For a 
relatively low-paid worker losing a job, the replacement ratio is a factor infLuencing the 
length of tin1e searching for \.Vork while une1nployed. It is given by the following for1nula: 

I 
. disposable income out of work -1oo 

rep acement ratio, = x , 
disposable income in work 

The size of the replacen1,ent ratio is deter1nined largely by tl1e level of welfare benefits 
clairnable wben unemployed, re]ative to inco1ne after taxation and r,ece'ipt of benefits 
\;\rhen in v1,ork. A replacement ratio of 100% n1eans that a worker is .n,o better ofi i11 
wo,rk than out of work, Hving off the state. 
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Even fo1r loi\t-paid workers1 replacement ratios are seldo1n as high a.s 100%. 
Nonetbeless high replaceinent ratios approaching 100% destroy the incentive to 
\-V1ork, at l1east i..n the formal econo1my. For p ,eople whoise job prospects ar,e poor a 
high .replace1nenL ratio l,eads to the unemp:loym.en.t trap which I brjefly 1nentio1ned 
in Chapter 13. For th,e worker shown in Figure 16.5, the replacen1ent ratio equals B/A. 
Pojnt B sho\.vs the level of welfare benefit claimable out of workJ while point A shows 
disposable income in 1Arork. 

Casual and seasonal un,employ,ment 
Casual unemployment is a special case of 
fricti0rnal unetnploy1nent,) occurring when 
1Arorkers are laid off on a short-t,erm basis in 
trades such as tourism~ agriculture, catering 
and building* Seasonal unemploymenl 
is casual une.mp]oyrnent resulting from 
seasonal fluctuations in den1and: for 
exa1nple·,, building workers laid off during 
cold winter n1on ths. 

Stru1cturall unermp,lloyment 

KEYTER·MS 

seasonal unemployment: resu~ts 
from seasonal fluctuations in the 
demand for l1abour. 

sb"uctural unemployment: results 

from the structural decli1ne of industries 
and the tnabiUty or difficulty of workers 
switching to new industries. 

Structural unemplo 'm nl results f ron1 the structural decline of industries, unable 
to compete or adapt in the face of either changing demand and ne\\r products 
or the emergence of more effici.ent co1npetitors in other countries. Structura] 
unemployment is , ls,o caused by changing skHJ require1nents as industries change 
\>\Tays of producing their products. 

Technological unemploy1nent is a special 1case of structural unemployment, 
r,esu lting from the successful growth of new industries using ]abour-sa ving 
technology. In contrast to 111echanisation (workers operating n1achines); which has 
usually· increased the ,overall demand for labour,, auto111ation (machines operating 
other n1achines) reduces the demand for labour. Whereas the growth of n1echanised 
industry increases e1nploylnent, autotnation of production can lead to the sheddjng 
of labour> even when industry output is expanding~ 

The growth of int,ernational colnpetition in an increasingly globalised econo1ny is 
an important cause of st.ruc·tural unemployment. During the Keyne,sian era fr0rm the 
1950s to the 1970s, structural unemploy1nent in the UK was concentrated in regions 

\vhere nineteenth-century staple industries such as text.Hes and shipbuilding were 
suffering structural decHne. Regional unen1ployment caused by the decline of sunset 
industries was n1ore than off set by the growth of employn1ent else,vhere in the UK 
in the sunrise industries that replaced tbem. However in the severe recessions of 
1he eady 1980s and the early 1990s,. structur.al unen1ploylnent affected almost aU 
regions in the UK., as deindustrialisation spread across the n1anufacturing base. In 
the 2008 reciession deindustrialisation spr,ead to service sector industries. 

It is not easy to separate changes in structural une1nployment f ram other causes of 
unen1ployment, particularly changes in aggregate den1and. Manufacturing output 
grew in many of thre years bet\v,een ]993 and 2008, but n1.anufacturing employm.ent 
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fell. Ho,,rever1 during these years there was a dlang.er of exaggerating the gr1oi..vth of 
unempl,oyment in 1nanufacturing ]ndustries be·cause 1nany acti.vitiesJ ranging fr1om 
cleaning to infor1nation technology maintenance, previously undertaken in-house 
by manufacturing firms, ·\~ere out-s,ourced to external servi cemsector providers~ 

Struclural unemployment has occured within the service sector partly due to the 
increasing use of in forn1ation and comn1unication technology ocn and autotnated 
services. CaU centre employment has gro\vn significantly in the service sector in 
recent years. However; a decline has been forecast pardy due to call centres n1oving 
overseasJ but also because con1panies e1nploy automated con1n1unication soft\Jvare 
rather than humans to provide customer services. 

Dise1quiHbrium unemployment 
As [ explained earHer in the chapter equHibriun1 unemployn1ent, which is 
illustrated in Figure 16.2J co1nprises the frictional and s tructural une1nploy1nenl 
occurring when the lab1our market is in equilibrium. By contrast, as the na1ne 
indicates disequilibrium u11emplo,yment results fron1 the labour market being out 
of equiHbriu1n. This. occurs when: 
• thie aggregate supply ,of labour exce,eds t]1e aggregate demand for [a.hour 

• labour market imperfections pr1event the real ~rage rate fa] ling to restore labour 
market equilibrium (wage stickiness) 

Th.ere ~re two main types of disequHibrium une1np]oyn1ent. These are~ 

• classical unemployment or real-·w ge unemployment 
• Keynesian, cyclical or de1nand-deficient unemployment 

Classical unem.p.loyment or real-wage unemployment 
[ n the 1920s, large-scale persistent unemp]oyn1ent occurred in the Unit1ed K.ingdom, 
preceding the spread of unemp]oy1nent worldwide in the Great Depre·ssion of the· 
1930s. Much r0f Britisl1 une111p]oyn1ent in the 1920s probably resulted fron1 the lack 
of competitiveness a nd decline of nineteenth-century staple industries such as 
shipbuilding and textiles. This problem was 1nade \Vorse by an overvalued exchange 
rate. How-ever., tl1e pre-Keynesians bla1ned a substantial part of the une1nploy1nent 
on excessively high \ ages. 

Unen1ploy1nent caused by excessiv,ely high wage r.ates is called 
classical unemplo~rment or real-\vage une1nploy ment. This type 
o.f disequilibrium unemployment is iHustrated in Figure 16.6. ].n the 
diagra.m,, fuU e·mployment is determined where the aggregate demand 
for labour equals the aggregate supply of labour:11 at the real ,vage 
rate wFE· HoweverJ suppose wages are fixed at a highrer r·ea] rate:, at 
w1 rather than wFE· At this real vv.age rate, en1ployers wish to1 hire Et 
,~orkersJ but Ei workers wish to supply their labour. There is excess 
supply of labour in the labour n1arket. 

KEY TE.RM 

classical or real- age 
unemployment: a form of 
disequilibrium unemployment that 
occurs when the aggregate labour 
market faijls 10 cl ear. This is caused 

by real wage rates being too hlgh. 

As I have 111entionedJ the pre-Keynesians believed thatJ as ]ong as the labour market 
re1nai11red cirnnpetitive~ the resulting classica] or real-wage unemployment would be 
temporary. Compelitive forces in the labour 1narket \~1ouJd cure the problem, bidding 
down the re ] \vage rate to w.FE thereby elhnin 1ting the excess su.pply of labour. Full 

Unit 4 Toe national and intema1ionaJ, economy 



etnploy1nent wnuld qu ickly be restored when the number 1of workers willing to wo.rk 
equalled the number that firrns wished to hire. 

Bul suppo,se labour .1nark1et 
rigid ity, pe.d1aps caused by trade 
unions, prevents the real tvage 

rate faUing below Wt. In this 
situation the market n1echa.nis1n 
f aHs to work properly~ the excess 
supply of labour persistsl' and real­
\vage or classical unempl1oynltent 
occurs. Pre-Keynesian free-market 
economists blan1ed trade unions 
andl other causes 1of labour market 
in1perfection for the resulting mass 

Real 
wage 

rate 

0 

Excess suppJy ASL 
z of labour w . DI sequi II brl um 

wage rate 

Full employment 
real wag,e rate 

Employment 
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F·gure 16.6 Classical or real-wage un.empl1oyment 

unemployment. In their vie,vj responsibility for unemployment lay with the workers 
in work and their trade unions ,vh,o, by refusing to a,ccept lower \vage·s1 prev1ent,ed 
the unen1ployed fro1u pricing, themselves into jobs. 

Cyclical, Keynes.ian or demand-defici 1en1t unemployment 
In the inter-war years in the 1920s and 1930s1 John Maynard Keynes argued that 
deficient aggregate deinand was the n1ain cause of persistent 1nass unemployment 
in the UK ,economy. Pr,e-Key nesian econornists did not accept this explanation. They 
helieved that a lthough deficient demand can occur in the economy the r,esu[Ung 
cyclica l une1nploym,en.t (as they ca.Hed it) w 1ould quickly be eliminated by the self­
regu]ating nature of market forces. 

To explain the di ffere nce bet'w'een the pre-Keynesian (free-.marke'l) and Keynesian 
views on the existence of deficient demand in the economy; I must introduce Say's 
Law1 na1ned after an early nineteenth-century French econon1llst.,. Jean-Baptiste Say. 
In popular form, Say's Law states tha t supply creates its own den1and. Whenever an 
output or supply, is produced.1 factor incomes such as wages and profits are generated 
that ar,e just sufficient if spent1 t10 purchase the output at the existin g price levet 
thereby creating a de1nand for the 1output produced. Stated thusl there is nothing 
controversial about Say's Law; it is reaUy a staternent that is t rue by definition~ 

The controversial a nd critical issue concerns whether th.e potential demand or 
incomes generated are actually spent on the output p roduced. The pre-Keynesians 
believed that the incon1es are spent and that Say's Law holds. Keynes argued that 
under some circumstances incon1es are 
saved and not spent and that Say's Law 
breaks down and the resulting deficient 
demand causes unemployn1ent~ 

Fignr,e 16.7 sho\vs how d u1and-deficient 
un mploym ~nt occurs. In panel (a) ,of the 
diagram, macroeconomic 1equilibrium is 
iniHaUy at point X al the fuU-employment 

KEY TERM 

demand.-deficient unemployment: 
also known as cyclical and 
Keynesian unemployment, this is 
unemployment caused by deficient 
aggregate demand in the economy. 
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Empl'oyn1ent and unemployment 

leve] of output YFE· Ho\,,ever, a significant fall in aggregate demandi caused for 
example by a coHapse of c,onsumer and business confidence, shifts th,e AD curve 
inward from AD1 to AD1

2. Real output faHs to y2 , which is considerably bel10\v YFE· 

Panel (b) of Figure 16~7 shows ,,vhat happens in the economy's aggregate labour 
marke'l follo·wing the fal] in the aggregate dei:nand for output. Producing the 
level of output y2 requires fe1Arer \\rorkers than level of outpu t YFE. As a result, the 
curve showing emplo1yers' aggregate demand for labour shifts inward f ron1 ADt1 

to ADL2• What happens next depends on whether real wage rates are flexible and 
adjrust to the new situation:, or are 'sticky' and inflexible downivard. Given wage 
flexibility (a.s assun1ed by free-market econonlists)J the real wage falls from WFF. 

to w2. Employn1ent also falls, but only to E2. However, if wage rates ar,e sticky, as 
J{eynesians assum1e,, the real wage rate n1ay remain at Wf~- Giv1en 'this outcome, 
de1nand-defi.cien1t une1nploym,e11t is higherl witb employ1nent at E3• 

r(a)i A f,eft.wam shift of the AO curve leads to 
deftdent aggreg1ate demand 
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(b) The resuH; is a shift. rn the 1employers' aggregate 
demand for labour a.rve 
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The costs and consequences of unemploym1ent 
u ·nemp[oyn1tent is a \\Taste of hun1an capital. By definition~ when une1nployment 
occurs, the econon1y produces inside its production possibility frontier. 1everthel1ess, 
free-market economists believ,e that a certain an1ount of une1nploy.1nent is necessary 
to1 make the 1econo,my functio1n better. They believe that. by providing downward 
pressure on wage rates, unemplo,ym1ent reduces inflationary pressures. H1owever> 
u nernploymenL widens income d if ferenlials and increases .absolute and relative 
poverty. H igher unemp]oymenl also means greater spending on unemployment 
and poverty~related benefitsJ the opportunity cost of which is less spending on the 
provision of hospitals, schools and other useful resources. 

Unemp[oyu1ent is obviously bad for the unen1ployed themselves and for their 
fan1iliesJ largely th.rough the way in \V hich the ]ow inco1nes that accompany 
unen1ployn1ent lead to low standards of Hving. Howeverll the costs of unetnploy1nent 
fo,r the unemployed go further than this~ A part f ro1m situations in which the 
unemployed enjoy having 24 hours of ]eisu.re tim.e each day and every day, or when 
Lhe •unemployed' are engaged in the black 1economy, unemployment destroys hope· 
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in the future. The une1npl1oyed beco1ne 111arginalised fron1 nor1nal economic and 
human activity and tbeir self~,esteen1 is reduced and sometimes shattiered. Fa.tniHes 
suffer increased health rjsks,. greater stress, a reduction in the quaUty of di,et~ an 
increased rjsk of marital b reak-up,. and socia[ exc]usio,n caused by the loss of work 
andl income. The longer the duration of unen1ploynl'.ent, th,e greater is the loss of 
marketable skiUs iD the labour market. Labour tnarket hysteresis occurs. 

CASE STUDY 16.1 

The credit crunch an,d1 aggregate demand 
By late 2008 the view that modem unemployment 
~s caused primarily by suppl,y-side factors had been 
overtaken by events. There is no doubt that the main cause 
of the massive increase in unemployment in the recession 
that hit the world economy was a coUapse O'f aggregate 
demand on a global scale. The key event 1hat triggered 
the collapse of demand was the credit crunch! which 
originated in the USA in August 2007, but then quickly 

spread to reduce aggregate demand in other oountriies 
including the United Kingdom. 

Virtually alll firms, large and smaU, require a reliabJe 
supply of credit or bank 1lending in order to remain in 
business. In normal circumstances, the banking system 
provides this Uquid•ty,, which businesses, consumers and 
governments usually take for granted. Historicallly. the 
source of 1hts liquidity stemmed from banks borrowing 
household savings, whi:ch the banks then lent on for 
others to spend. 

However. by ,2007. banks throughout 1he world, but 

particularly in America. were raising the funds they ,lent to 
customers by borrowing from each o1her rather than from 
households. The funds were borrowed on the interebsnk 
1market. In the USA, much of the borrowed ~unds were ~en1 
,in 1he for1m of mortgages to low-income customers who 

Folllow-up questions 

were bad credit risks. These loans became known as sub­
prime mortgages (in contrast to prime mortgag,es, which 
ar:e secured 1loans granted to low-risk home owners). 

From a ban'k s point of view, a mortga9e granted to 
a customer is an asset. For the borrower;, It is a liability, 
since the house owner must e,ventuaHy pay back the roan 
and pay interest ini t he interven'ir1g months and years. By 
dennmon, a sub-prime mortgage is a. nisky asset since 
there is a danger of the ioan turning into a bad debt, 
which the bank owning the loan cannot recover. In 2007. 
the credit crunch developed because the banks that 
had created sub~prime mortgages repackaged the risky 
assoSts and said them on to o,ther banks as if they were 

prime mortgages. In essence~ banks were buying 'toxic 
debt' from each other, without real isi1ng the repackaged 
assets w,ere extreme!y risky. As banks realised that many 
of their so-caned •assets· were more or less worthless, the 

situation quickly deteriorated and the supply of frquidity 
began to freeze,. Banks became unwiil li1ng to lend to 
each other because they distrusted each other's credit­
worthiness. At the next sta,g,e the credit crunch rniggered a 
financtal meltdown when banks either collapsed ~ehman 
Brothers rn the USA) or were nationalised by governments 
(Northern Roe k in the UK). 

1 Wtr; rs a supply of liquiddy so 1important for an economy to function properJy? 
2 How di,d the credit crunoh affect business and consumer confidence and thence aggregate demand? 

Appropriate government policies to reduce 
unemployment 
Governments generaHy implement poHcies to try to reduce unemployment but 
the appropriate policy obviously depends on identifying correct]y the underlying 
cause of unemployn1ent. For exa1nple, if unemployn1ent is diagnosed incorrectly 
in tern1s of den1and deficiency, when the true cause is structurat a policy of fisca] 
or n1onetary expansion. to stil'nulate aggregate den1and wn] be ineffective and 
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inappropriate. Indeed, in such circun1stances reflatioin of den1and would cr,eate 
excess demand which rajses the price ].eve] through demand-pull inflation1. with no 
ta.sting beneficial ef£ects upon e,inploym.ent 

lln the late 1990s and e 1.rly .2000s. it was generally a.greed by Keynesians a.s \•Veil as 
by free-market econo1nists that the do111inant cause of unen1ployment in countries 
such as the UK lay on the supply side of the economy rather than on the demand side. 
The11e ·was no evidence in these years of deficient aggregate den1and. However there 
vvas disagreeinent on the appropriate policies to in1.prove supp]y-side performance. 
Pree-market econon1ists argue that poor supply-side per formance was the legacy 
of the three decades of Keynesian interventioni.sn1 fron1 the 1950s to 1970s~ In the 
fr,ee-tnarket vie,v~ the economic role of the state should be reducied to cut frictionat 
structural and r,ea]-wage une1n.ploy1ne11t. 

Free-market e,conomists argue that by setting markets free1 encouraging co1npetition 
and fostering private ent,erp.rise and the entrepreneurial spirjt,. an enterprise culture, 
can be created in whjch the price .mechanisn1, and not the govern1nent de.Hvers 
econon1ic growth and reduces unem.p1oyn--ient. Free-market econo1nists believe that 
the correct role of government is to create the conditions in which the market 
mechanism and private enterprise function properly. This is done by controlling 
inflationJ promoting con1petitive 1narkets and n1aintaining the rule of law and social 
order. Keynesian econo1nists disagree, beHeving that unen1p]oy1nent results from a 
massive 1nark1et failure that can be cured only by interv,entionist _policies to, modify 
markets and make thien1 functi.on better. 

------- ----------- -

. 81UMMAR.Y . 
I 

- , 

Full employm.ent. or low unempl.oymenti is a major macroeconomrc objective. 
There is no single accepted definiti'on of full employment though full employm,ent is most 
usually defined as occurring when the number of workers wishing to work equals the 

number of workers that emp!oyers wish to hire. 

There is still some unemploym,ent known as the equllibrium lave! of unemployment. when 
the economy is 'fully employedj, 

Equilibrium unemployment which is also known as the natural level of unemployment 
comprises frictional~ seasonal and structural unemployment. 
Disequilibrium unemployment occurs when the economy's aggregate labour market faits to 

clear. 
There are two main types of disequillbrium unemployment: classical or real-wage 
unemployment and demand-deficient. cyclical or Keynesian unemployment. 
Classlcal unemployment is caused by real wage rates being too high. The policy solution is 

wage cuts. 
Cyclical or Keynesian unemptoyment is caused by deficient aggregate demand. The policy 

solution is to use fiscal and/or monetary policy to incr,ease aggregate demand. 
To reduce unemployment without undesirable side-effects it is important to diagnose the 
cause or causes of unemployment and then to imprement appropriate polictes. 
Unemployment imposes significant costs on the economy and on the unemployed 

themse,!ves and their families. 
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Exam style quest ion 

1 Expla'in the main causes of unempJoyment. 

2 Explain different ways in which frictional, and structural unempJoyment can be produoed. 

3 Assess the costs and benefits of unemployment. 

(15 mar s) 

(15 marks) 

(25 mar s) 

4 Do you agree that rr is supply-side, rather than demand ... side, factors which have been the more important 
cause of u:K unemployment fn recent years? Justify your answer. {25 mar s) 

xtra resources to hel you re ise are available o line t . ho dder plus .co. u k /phi Ii pall ri 
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Forty or so years ago in the 1970s, accelerating and highlly variabie rates of inflation 
caused acute problems ~n the UK economy. As a result in the monetarist decade of 
the 1980s, the control of inflation was elevated to pole position in the ~eague table of 
government macroeconomic policy objectives. Eventu a~ly, the policy became remarkably 
successfull. From 1993 until 2007, the UK inflation rate remained within 1% above or 
below ths 2% inflation rate target set by the government apart fro m on one occasion 
when it nudged over the 3% upper limit. 

Unt~I 2008~ control of infl'ation was accompanied by arguably the longest period of 
continuous economic growth the UK has evsr experienced, at least in modem tir11ss. 
However, in 2007 things started to go wrong. Along with other economies, the UK was 
hit by a sudden burst of cost~push inflation, mostly imported from the rest of the world 
via escalating oil1 gas, commodity and food prices. Together with the credit crunch that 
began in the USA. severe cost-push inflation undermined business and consumer 
confidence. Then, in 2008, aggregate demand coHapsed and the UK economy ,entered 
recession. The rate of inflation began to fall and many economists believed that deflation 
would replace inflation. However, excsptfor in a vsry short period . dsffation did not occur 

and at the time of writing (Juty 2013) the rate of inflation remains stubbornly above the 
government1s 2% target . 
...•........... ........... ·····························~·········4···· ··········· ·························· ...... . 

' LEARNING ;o,utcOMes:· .. . ··-. .. . - . -· - . . - ' . -

This chiaptier will: 
remjnd you of the meaning of inflation, deflation and reflation 
show how tine UK rate of inflation has changed in reoent decades 
describe how a price index is constructed to measure the average price level 
summarise how theories o,fthe causes of inflation have changed over the years 
recap on ttle theories of demand-pun and cost-push inflation you l,earnt at AS 

• introduce Phillips curve analysis 

use the concept of tl1e long-run Phimps curve to develop the monetarist theory of inflation 
• link the tongr-run Phillips curve to the natural rate of unemployment (NRU} 

explain how, expectations of tuture, infl'ation may affect current inflation 
assess the costs and benefits of inflation 

.At AS, you learnt how1 aJong with other objectives such as ,economic growth and full 
emptoy,ment, control of inflation is one of the govemm,ent~s major macroeconomic policy 
objectives. You also learnt about policy conftlicis and policy trade-offs~ for exampfe the 
0011flict between oontro!ling jnflatio11 and achieving1 ful l employment. You should also 
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understand how price indices, such as the CPI and the RPI,, are used to measure the price 
[evel and ttie rate of inflation. The AS specifrcation required knowiedge and understanding 
of the basic differences betvveen demand-pull arid cost-push price inflation and o1 the 
diffe,n;:Jnce between price inflation and price deflation. You also s1udied control of inflation as 
the main UK monetary policy objective. 

Inflation. deflation and ref ation 
Infl1tion is best defined as a persistent 
or continuous rise in the price levet 
or as a continujng fall in the value of 
1noney. Defl tio.1 is the oppositeJ namely 
a persistent tendency for the price level 
to fall or for the value of tnoney to rise~ 
Ho\vevrerl the overaU price level has 
seldom faUen [n western industrialised 
countries since the 1930s, thou gh as [ 
have stated, in 2009, many economists 
feared that a deep,ening recession might 
lead to a faHing averag1e price, ]eve]. 
The tern1 'd,eflation .. is therefore usually 

KEY TERMS 

·nflation· a continuous and persistent 
rise in the prioe level and fall in the 
vaJue of money. 

deflation: a continuous and persistent 
faJII in the price level and increase in the 

va~ue ·Of 1money. 

reflation: an increase, in real output 
and employment following an increase 
in aggregate, demand. 

applied in a rather looser "ray to describe a reduction in aggregate den1and a.nd levels 
of economic activity, output and en1plo)r1nent. A deflationary policy uses fiscal or 
mo,neta.ry poHcy to reduce aggregat,e d 1e1nand jn order t,o tak1e excess de1na.nd out ,of 
the syste]n. Likewise renalion refers lo an increase in e,conomic activity and output, 
and a reflationary poHcy sitin1ulates aggregate demand. Often,, inHaHon is [refJaLion 
gone \Vrong' stimu]ating the price level rather than real output and employment. 

Changes in the UK inflation rate 
Until 2003, the UK government measured changes in the rate of jnfla.tion through 
changes in the RPIX~ TJ1e retail p1rices index (RPI) n1easures the h 1eadline rate of 
inflation whe,reas RP1Xn1easures ihe u.nd,erlying rate of inflaH,011: that is, the headline 
rate minus .mortga.ge interest rates. Until .rec,ently. the, governm1ent continued lei use 
the RPI fo,r deciding the [,eve,J at which \Ve]fare benefits such as the state pensjon andl 
the jobseeker's allowance should he set but it now uses the CPJ rather than the RPL 

Si nee 2003 the consume.- prices index 

i(CPI) has also been central to monetary 
pohcy. Currently, the Bank of Eng]and 
aitns to1 hit .a CPI target rate of inflation 
of 2% . The govern1nent justifies this on 
the ground that the CPI is based on the 
1nethod of n1easuring the price l1evel in 
the Eur,opean Union. Handily for the 

KEYTERMlS 

consumer prices index (CPI): 
the UK price index most ce:ntrail to UK 
monetary polticy. 

price index: an index number that 
measures the average price levsJ. 
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lnfJation and the Phi'llips curve 

g1overnm,ent, the CPI inflation rate is almost a lways lower than the RPI inflation ra.te 1 

\.Vhich should make it easier both to hit tl1 1e 2% target and to slo\, ·, down increasies in 
index9 1.inked benefits and public sector pay. 

Figure 17.1,. which shows how the rates of CP[ and RPI inflation changed in the UK. 

between 2000 and 2013,, divides into five distinct data periods. These ·\,rere: 
• 2000-2006. The so -caHed nice (non-inflationary, consistently expansionary) years> 

when the UK inflation rate \~as almost al ways close to the central target of 2 % . 
• 2007-mid-2008~ The UK economy suffered a severe bout of cost-push inflation:, .as 

rising prices of i.n1ported oit gas and food pushed up the inflation rate to 5.2%:, 
v1eU above the upper 3% target ceiling. Nice-ness had co1n1e to an end and so1ne 
economists gloo1nUy predicted a return to l970s·-style stag,flation of Low or 11011-

existent growth combined with unacceptably high inflati1011. 

• Mid-2008-late 2009. The, jnflaHon rate began to fallJ with the previous bout of 
cost inflation having passed through the syste1n. The UK and othier economies had 
now entered a severe recession and many economists and politicians feared that 
deflation (falling prices) wou]d r,eplace inflation~ The RPI inflation rateJ but not the 
CPI inflation rate,. di.cl indeed become negative for a few 111ontl1s. 

• Late 2009-Jate 2011. Bo1th the CPI and the RPI inflation rates ros,e steeply, with 
both rates peaking above 5% in Septetnber 2011. Once again, rising inflation was 
fuelled by the rising pri.ces of imported energy , food and ieom1nodities and also by 
China increasing the prices o,f tnany of Us exports of manufactured goods. 

• Late 2011 o:n,vard. The end of this bout of imported cost-push 1nflation contributed 
to a fall,, and then to a stabilisation in the UK inflation rate, wh ich nevertheless (a t 
the time of writing in Ju]y 2013) remains above the government's target of 2 % CPI 
inflation. 
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Constructing a price index to measure i1n1flation 

Fi ure 17.1 The annual UK inflaUon 
rate~ measured by changes in the 
retai I prrces index and the consumer 

prices index, 2000-2013 

Source: Offroe for National Statistics 

Two main tasks aFe undertaken in the construction of the CPI and th,e RPJ. These 
are the choice of a representative sample ,of goods. and the weighting of each good 
in the sample. 
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EXAM TIP 

The specificatton advises that, although a detailed technfcal knowledge is not expected of 
indices such as the retail prices tndex (RPI) and consumer prices index (CPI). candidates 
should have an awareness of the undertying femures of the index, such as the role of the 

Expenditure and Food Survey (EFS), the concept of the '1average family', the basket of goods 
and services, and the weighting .. (Note: the EFS has become the LCFS, see below.) 

Choice of sampl,e 
According to the Office for ational Statistics (01 

• S), the most useful way to think 
about both the CPI and RPI is to itnagine a shopping basket containing those 
goods and services on which people typically spend their n10,ney. As the prices 
of the various Uems in the baske't change ove·r ti .n1e) so do,es the total cost ,of the 
basket Moven1ents in the CPI and RPI indices represent the changing cost of this 
repre·sentative shopping baskel (see f jgure 17.2). 

Weig11hts 200 
(Iota I weights 

i g ure 17. ~ Weights for 
goods and services in the UK 
consumer prices index 
Srurce: Office k>r NaUanal 
StatisUcs 

= 1000) 

:===========:::::::-----:'.::==-----======== Cliotihing Furnirure 
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Communications 
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0----------------------------------
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Current].y, around 180,000 separate price quotations are used every 1nonth 1n 

co111piHng the indices,, covering nearly 700 representative consu1ner goods and 
services,. for which. prices are ,collected in around 150 areas throughout tl1e UK. 
The goods and servi.ces that figure in the representative sa1nple ar,e derived fro1n 
the annual Living Cos,ts and Food Survey (LCFSJ ,, in which 7 tOOO households 
througho,ut the country are a.sked to record ,:vhat they spent in a given I ortnjght 
and to give de'tails of big purchases over a longer period. Every year the, con tents 
of the sam.p ]e are revised to reflect changes in how the average family spends its 

There are some specific dif~erences in the cornmodity coverage ,of the CPI and 
RPI indic,es~ F,or example, the RPI basket includes a number of items chosen to 
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represent o\\rner-occupier l1ousing c,ostsJ including mortgage interest pay1nents and 
depreciat ion costs , a ]l of which are excluded from the CPL Other\.visf\ d1:e con~ents 
of the CP] and RPI baskets are very similar although the pr,ecise weights a ttached to 
the ind ivjdua] item s in each index do differ. 

Weighting the goad,s in th1e sample 
Each item in the san1ple is given a weight t10 refle,ct its relativ,e importance in the· 
expenditure pattern of a typical family. 

The contents of the RPI and CPI bas~ets of goods and services and their expenditure 
weights are updated each year .. 

CASE STUDY 17~r1 

C,hanges ·n the national shopp·ng basket 
Every March since 1947 the Office, for National Stati.stics 
has revised the aems in the nati,onal shopping baske1s 
from whi:ch the CPI and the RPI are constructed. However, 
because of a lag effeotJ ~he annual review has gained a 
reputa1ion for including an item just as it has gone ,out of 
fashton. Here are some of the details of the changes to the 
CPI Shopping basket made in 2013. 

E-readers are now 
in the national 
shopping basket 

Champagne, symbo1l o'f the banker's bonus culture 
and the pre-recession consumer boom, has fallen 
out of th,e natjonal shoppiing bas1ket. Falhng sales at 
restaurants" pubs and other outlets have left 'bubbly~ 
unrepresentati\u; of modern shopping habits. The 
ONS is replacing champagne wah wh~te rum, whlch 
is c.heaper and popular with young people. in other 
changes, e-books r&ad on digital readers such as 
Kjndles are in, while dig1ital te1evision recorders have 
replaced Freevtew sat-top boxes. As consumers 

abandon traditional photography in favour of digital 
cameras, charges for deve~oping and printing colour 
fi Im have been ejected from the basket. 

Follow- up question 
Why is it necessary to change each year the items ~n the, national shopping baskets used to construct the CPI and the 
RPI, and the weights attached to the different items? 

How theories of the causes of Inflation have 
changed over the yea s 
Tabte 17 ~ l provides a su n1ma ry of how theories o,f inflation have developed over 
the years, together with some key events in the recent h istory of inflation. The 
foUowing sections then explain in son1e detai] the main theories of the causes of 
inflation .. 
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Theories on the causes of Inflation 

Table ·7.1 A summary of how the main theories of inflaUon have changed over the years and recent inflation events 

" 

Eighteenth century to 
the 1930s 

1930s 

1940s 

1950s 

1950s-1960s 

1960s 

1968 

1970s 

1980s onward 

2008-2009 

The ofd, quantity theory of m aney is dominant. 

The problem of inflation disappears. Keynes·s Geneml Theoryexplains 
deflation in tenns of deficient aggregate demand. 

Keynes dev,elops his General Theoryto explain how, in conditions of full 
employment excess demand can pull up the, price level through demand­
pu II inflatio,n. 

The early monetarist theory of inflation beglns to deveJ,op when Milton 
Friedman revives the quantity theory of money (the modern quantity theory). 

Many Keynesians switch away from demand-pull to the cost-push theory of 
inflation. 

-
The Keynesian demand-pu II versus cost-push debate is conducted with the 
aid of the Phillips curve. 

The role of expectations in the inflationary process is incorporated into the 
monetafiist theory of inflation. lhe theory of adaptive expectations is built 
into Milton Friedman's theory of the expectations-augmented Phillips curve 
(or long-run Phil riips curve). 

The short-run PhiUips curve relationship breaks down. 

There ls controversy once again bet\,een cost-push and dem1and-pull 
explanations of inflation with New-Keynesian ex.planations versus monetarist 
and new-classical (rational expectations} explanations. 

For a short period the problem of inflation large.ly disappears, bejng 
replaced by the fear of deflatio1n or faUing prices. Howev,erl fears of the 
retu m of acceferati ng inflation remai1n . 

.................... -~ 
lnflatron r,eturns, fuelled by perjods ,of rapidly rising prices of imported 
energy, food, commodities and Chinese manufactured goods. Th1e rate of 
inflation ,exceeds the UK gov1emment's 2o/o CPI targ,et. 

EXAMI TIP 

As at AS. you must continue to understand the d ifference between demand-pull and 
cost-push inflation and be able to use AD/AS diagrams to illustrate both causes of inflation. 
,Questions set at A2 require more understanding, of the theories of inflation 1han those at AS. 

The old quantity theo,ry of m,on,ey 
The qua11tjty theory of n1one is the oldest 
theory 0 1f inflation1 dating back at least to 
the eighte,enth century. For two c,en.turies 
un.U] the 1930s, when it went out of fashio,n 
wilh tJ1e Keynesian r,evolution,, t hie quantity 
theory was the theory of in fl 'Lion. However 
MHton Friedman's revhral of the quantity 

KEV TERM 

quantity theo,ty of money: 
the theory that assumes i,nflation is 
caused by a prior increase in 'the 
money supply. 
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theory in n1odern form in the 1950s is usuaHy regarded as [narking the beginning, 
of the monetarist counter-revo,luHon. In recent years the quantity theory l1as 1011ce 
again eiccupied a central place in debate and cont rov,ersy about the causes of both 
innation and deflation. 

All versions of the qua nHty theory, o]d and new,. a re based on a specia [ case of 
demand-puU inflation, in which rising prices are caused by excess demand~ In the 
quantity theory,. the source of excess deniand is ]ocated in monetary rather than .real 
forces in an excess supply of n1oney created or condoned by the govern111ent. At its 
sin1plest,, the quantity theory is sometin1es described as too much n~oney chasing 
to,o few goods. The starting point for developing the theory is the Fis,ber equation of 
,exchange,: devised by an An1erican econon1ist, Irving FisherJ early in the twentieth 
century: 

money supp1ly velocity of . 
1 1 1 

· 
x . . = pnce eve x tota transactions 

(stock of money) c1rculat1on of money 

or: 

MV=PT 

[n the, Fisher equation,, for a particular time period say a year,. the sto,ck of 1n.oney 
in the economy (M) 1nu]HpHed by the velocity of circu la'tio,n of rnoney (V) equals 
the pric,e ]eve) (P) multiplied by tl11e total number of tr _ns c'Hons (n. A transaction 
occurs when a good or service, is bought+ T n1easures aU the purchases i0f goods and 
services in the economy. (These days the equahon is usually ,vritten as MV = Py, 
\Vhere y is real output.) 

To convert the equation of exchange (MV = PT) into a theory of inflation, it is 
necessary to 1nake three assun1ptions. The first tYlO are: 
• The velo,city of cir,culation nr speed at which rnoney is spent and total transactions 

(,,vhi.ch are deter1nined by th,e l1evel of real national output in the ecoino111y) are 
bot11 fixed, or at least stab]e. 

• In tl~e quantity theory,, money is medium_ of exchan,ge (means oif p,ay1nent), 
but not a stie_re of va lue~ This means that people quickly spend any money they 

. 
receive. 

Suppose the governn1ent allows the money supply to expand faster than the rate 
at which real national. output increases. As a result; households and firms possess 
money balances that are gi,eat:er than those they ivish to hold. According to the 
quantity theory" these excess 11.noney balances will quickly be spent. This brings us 
to the third assu]np lion in the quantity theory: c}1a11ges in the 1noney supply are 
assu1ned to bring about changes in the price lev,el (rather than vice versa). 

[n sur.ntnary, the n1ain elen1ents of the quantity theory th.at you need to know are: 
• InitiaHy the government creates or condones an expansion inf the rnoney supply 

greater than the· increase 1n rea L natiional output. 
• As a. r,esultt househo,]ds and firms ho]d ,excess money balances which1 tvhen spent, 

pull up the price level. U is assumed that real output cannot expand in line with 
the increase in spending power. 
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EX'TENSION MATERIAt 

Keynesian rejection of the quantity theory 
Keynesians gsneraJlly r~ject the quantity theo,ry of money as an explanatfon of inflation! or clafm that jt on~ provides 

an explanation of rising prices when a number of highly restrtc1ive assumptions hold. There are three ways in whtch 
Keynesians have attacked the quantity theory. 
• Much of the debate between Keynesians and monetarists about the quantity theory has centred on the issue of 

whether the v,elocity of circulation of money (V') is constant. In ordinary language. V represents how often mor,ey is 
spent. Monetarists believe that~ because money earns little or no interest1 it 1s rationaJ to spend quickly any extra 
money holdings, either on goods. or on non-:money financtal assets such as shares. For a monetarist, it is irrational to 

hold idle money bal'ances for any length of time. By contrast Keynesrans take the opposite view, arguing that under 
certain circumstances tparticularly when share and bond pri'ces are e)(pected to fall), It 'is perfectly sens:ibfe to hold 
idle money balances. In this situation, to avoid capital losses they expect to suffer from falling financiaJ asset prices. 
people decide to hofd money instead as an idle w,eaHh asset. They hang on to~ rather than spend, their extra money 
holdings. 

• Keynesians af.so attack the quantity theory by arguing that if there is spare capacity and unemployment in the 
economy~ an increase of the money supply may increase reall ~ncome and output (y and q) rather than the price 
level P. 

• The two Keynesian attacks on the quantity theory I have, so far examined accept the monetarist argument that 
changes in MV can cause c 1hanges in Py, but they argue that an increase in the money supply (M) does not 
necessarily result in inf~ation (an increase in P). Instead an increase in the money supply may be absorbed in 
a slowing down of the velocity of c.ircula1ion of money (V)~ or in a reflation of real income ,or output, which is a 
go,od thing ,, The third Keynes,fan attack on the quantity theory is more deep seat,ed. since it is based on the idea 
of reverse causation. Reverse causation means that~ instead of changes i1n the money suppl,y causing cha.ng,es 
in the prJce fevel, the true relationship 'is the opposi1:e, i~e. changes in the price level cause the money supply 
to change. In this interpretation., inflation is caused by cost-push institutionaj fac1ors in the real economy. The 
money supply then passively adapts expanding to the level required to finance the level of desired transaot;ions 
that the general public undertake at the new higher price level. In essence, the money supply accom1modates 
itself to (rather than determines) the price level. Keynesians agree wtth the monetarists over what they consider 
to be the rather trivial point that an incn~ese fn th& ,money supply is needed to finance a higher prfoe level and 
aHow inflation to continue. However, ttie reverse causation argument rejects the view that an increase in the 
money supp1ly is the cause of inflatron. 

Keynesians argue that if a government tightly restricts the,g1rowth of money to try to stem inflation. the 1main effects might 
be that the current tevel of transactions cannot be,financed, so real activity will fal l, resulting in higher unemployment This 
effect occurred in the credi1t crunch that started in 2007i though the cause of the credit crunch lay not in tight control of 
the money sup~y by the govem1ment, but in a sudden collapse in the supply of money or liquidity emanating from the 

banking system itself. 

The Keynesi,an deman 1d-pull theory of infl,ation 
The qua:ntity theory iof money and the l{eynesian deu1and-puH theory are both 
demand thieories of inflation wl1ich ]ocate the caus,e of inflation in excess de1nand 
for goods and S·ervices. After 1945> Keynesian economists accepted the argument 
that inflati.on resu]ts from excess de1nand pulling up the price level, but they 
.rejected the quantity theory view that the source of the excess demand Hes. solely in 
excess monetary growth. Instead1 Keynesi _ns located the cause of inflation firmly 
in the real economy,. in behavioural factors that cause the planned expenditure 
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of economic agents (households! firms, th.e government and the o,verseas sectors) 
to e·~ceed th,e quantity of output that the 1econo.my was capable of producing. In 
Keynesian theory~ inflation is 1explained by real forces determining J1ow people 
behave and not by 1noney. 

In the Keynesian era, fro1n the 19S0s to the 1970s, governinents w·ere co111mitted to 
achi1eving ful] en1ployment. Arguably this caused people to behave in an inflationary 
\Vay both as workers and as voters. Workers and their unions bargained! for n1oney 
vvage increases in excess of any productivity increase without fear of unemp[,oyn1ent. 
At the san1e time in the political arena, the electorate added to the pressure of 
demand by voting for increased public spending and budget deficits. As a result of 
thesie pressures,, excess demand for output en1erg1ed. 

Nonetheless, thie Keynesian demand-puH the·ory and the quantity theory 

KE.YTERM 
of inflation may not really be v 1ery different. In both the·ories,, the ulthnate 
cause of inflation may He \.Vith the gov1ern.men.t. In the quantity theory oif 
money, Lhe governn1enL's budget deficit and borrowing requirement cause 
monetary expansion, ,vhich first triggers and then sustains den1and-pull 
inflc1Hon. Jn the Keynesian de1nand-puU theory, a budget deficit ]eads to 
an injection of spending into the circu]ar flow of income that with full or 
near-full capacity3, results in excess den1and. 

dem a d-pul I inflation: 
caused by excess aggregate 
demand for output. 

----

EXAM TIP 

Students often fal I to appreciate tha1 the quantity theory of money and the monetarist theory 
of inflation assume that ~he price level is pulled up by excess demand. The main d tfference 
between monetarist and Keynesian demand-pun theories lies in their assumptions a.bout the 
underlying cause of excess demand. 

At A2 y1ou can use exactly the sam.e AD/AS diagrams ta Ulustrate 
inflation as you used last year at AS~ Figure 17.3 Hlustrates 
d.emand~puU inflation. Suppo1se a.ggregate demand and supply 
are initially repres,ented by the curves A.D1

1 and SRAS, \\Tith 
macroeconomic equilibrium at point X. Rea] n t1tional ,output 
is y1 and the price level is P1 .. There is sp re cap city in the 
econon1y, \Vhich 1neans that demand-deficient une·mploy111ent 
is also present. 

Price · 
level 

P2 

0 

SRAS 

LRAS 

Y1 YFe Real natlonal 
output 

[f aggregate de1nand increases to AD2, real output and the price 
[,eve] both increase re,specti ve[y to VFE and P2 . D,en1and-deficient 
unen1ployme·nt is eUminatedJ th,ough at the expense of so1ne 
inflation. Figure 7.3 Demand-puU inflation 

But once fuJll e1np]oyment arrives> real output cannot increase· any more·! at least 
in tl1e short run. Tile economy is now producing at its production potential on. 
the LRAS curve. Since there js no spare capacity, a further shift to the righL of the 
aggregate demand curve wnuld lead only to inflation with no increase in output. 
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EXAM TIP 

You learnt about cost­
p1us. pricing, coUective 
bargain[ ng and the 
general functioning of 
labour markets when 

studying the Unit 3 
specffication. 

The Keyn1esian cost-push theory of inflation 
During the· Keynesian era, creeping inflation continued even when there was no 
evidence of 1excess demand in the economy. 
Tow rds the end of the 1950s and during 
lhe 1960s and 1970s, this caused many 
Keynesians to switch away from the 
den1and-pull theory ,of inflation to a new 
theory: thie theory of cost-push infl< tion . 

KEY TERM 

cost-push inflation: caused by 
rising business costs of production. 

Cost theories of inflation locate the cause of inflation in structural and institutional 
conditi1ons on the supply side of the econon1y] particularly in the labour n1arket and 
the wage-bargaining process. Mosl cost-push theorie·s are ,essentia lly ,vage-push 
theo.ries., although 0 1ther variants include profits,push and import cos.t-push theories,. 
The rapid ,co,stapush inflation that oocurred in the UK in 2008 and in 20]1 was caused 
by rises in the price of imported oit g.as,. commodities such as copper,. and food. 

Wage-push th,eories generally argue that the growth of monopoly povv1er in 
both the labour 1narket and the goods market is responsible for inflation? They 
usually assu1ne that ,.vages ar,e detern1ined in the labour market through the 
process of collective bargaining, while in the goods n1arket, prices are formed 
by a cost-plus pricirig rule in \Vhich in1.perfecdy competitive firms add a. standard 
profit n1argin to1 average cost when setti.ng prices. In labour n1.arketsJ growing 
trade union strength in the Keynesian era ·enabled trade unions to ba.rgain for 
1noney ,vage increases in excess of any rise in labour productivity. Monopoly 
firms were pre·p~red to pay these wage increases, partly because of the costs 
of disrupting producti"on and partly because they believed that they could pass 
cost increases on to consumers 'through higher prices when output \\ras so]d. 

The question then arises as to why trade union n1ilitancy and p1ower grew in the 
Keynesian era. Th,e guarante,e of fuU employn1enl by the state and the provision of a 
satety net of labour protection legislation and we]fare benefits n1ay have sustained 
the inflationary process. In the cost~push theory this created the conditions in which 
trade unions could successf uBy be en ore 1nilitant. 

Cost-push inflation is iHustrated on an aggregate den1and and supply diagram in 
Fi gun~ ] 7.4. lnitiaUy,. macroecon,omic equilibrium is at point X1 with real output 
and the price l1eve'1 res.pecti.ve]y at y1 and P 1. Price 

Fir1ns' ]noney costs of production rise, for 
exa mp[e._ because money V1.r.ages or the price 
of imported raw materials increas,es. This 
causes the SRAS curv,e to1 move upward and 
to the left fro1n SRAS1 to SRAS2• The cost­
push inflationary process increases the price 
level to P21 but higher production cosls have 
reduced thie equilibr ium level of output that 
finns are wi.lling to produce to y2 • The ]1eW 

1nacroeco,no]nic equilibdu]n i.s at point Z. 

l,evel 

0 

Figure 17. 

SRAS2 .SRAS 1 

AD 

Y2 Y1 Real nattonall 
income or 

national OU:tput 

Cost-push inflation 
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lnfJation and the Phi'llips curve 

The riise of the Philllips curve 
KE,VTERM fifty y,ears or so ago, Ke}rnesians could be divided into demand-pul] and 

cost-push schoo]s in terms of the vie\\rS held by members of each schoo] on 

the causes of inflation . . After 1958J the debate between demand-puJl nd 
cost-push Keynesians l\ras conducted with tl1e aid of a statistical relationship, 
the Phillip~ curve, which is illustrated in Figure 17.5. 

When developing the Phillips curv,e fron1 his analysis of the role of 
aggregate de1nand in the ,economy~ Phil]ips argued that a stable inverse 
statistica] relationship existed betwe,en the rate of change of 

Phillips curve: based on 
evidenCQ ft"om the ec-onomy, 
sho\lVing the relations'hip 
between the rate of inflation and 
the level of unemployment. 

\vages (the rate of wag:e inflation) and tJ1e pereientage of the labour lrnflation 
force unernployed.. Later versions of the PhilHps curve1 such as the rate 
one iUus t rated in Figure 17. 5, 1n, asure the invers relationship 
between unemp.loyment and th.e rate of price j nftation . 

0 

Phmips 
curve 

Ttrade..,off and 
menu of cho,ice 

Unemployment 
rate 

The, Phillips curve is not a theory of inflation. bnt it does give 
support to both ·Keynesi3n theo1ries of inflation+ [n the den1and­
pul1 theory, falling unemploy1nent is associated with excess 
den1andJ which pul1s up money ·wages in the labour rnarkeL In 
the cost-push theory, falling unemp1oy1nent n1eans tha.t trade 
union po,;ver increases, ,enabling unions to use tl1eir monopoly 
po,wer to push for higher wages. Figure 17. 5 The Phrll ips curve 

Although the Phi1Hps curve illustrates the conflict between full elnplo,yment and 
control of inflation as policy ,objiectives,1 it also, suggests how the conflict can be· dea lt 

• 
\Vith. Suppose unemp]oyment initiaHy is U1 and the rate of inflation is P1 ,-vith the 

• economy at poi.nt A on the PhiUips curve. ( ,ote, I am. using the symbol P to show 
the rate of price inflation.) By increasing aggregate demand, the government can 
move the e'cono111y t10 point B+ Unemp]oyn1ent faUs to ,Uz; but al th,e cost of a highe·r 
rate of inflation at P2• By using den1and tnanagernent policies, it appears possible for 
governn1ents to trade off betwe,en increasing the nun1ber of jobs in the· economy and 
reducing inflation. Points such as A and B on the PhilJips curve represent a n1enu of 
choice for governn1enls when deciding an acceptable combination of unernployrnent 
and inflation. 

The monetarist theory of .inflati,on 
To understand the monetarist theory of inflation, it is useful to divide its development 
into three stages: 
• thie reviv ] in 1956 by Milton Fried1n t1n of the quantity theory of n1oney 
• the development; also, by Milton Fri,ed lnanJ of the theory of the expectations­

aug111e11ted Phillips, curve; ,;vhich gave rise to gradualist monetarism 
• th,e incorporation of the theory of rational expectatlons into the explanation of the 

inflationary process] which beca1ne kno\vn as new-classical 1nonetarisn1 

[n order to understand how the 1nonetarist theory of infl ation has developed through 
these three stages I need first ~o take a look at the breakdown of the Phillips curve 
relationship that occurred in the l 970s. 
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The breakdow n ,of th,e Phillips r1elationship 
In the ]970s, the Phillips relati.onship broke down whren accelerating inflation. 
and growi ng u nemployment occurred together~ The nicknames stagfJat i,on a nd 
slumpflation were given to the combinat[on of these two evils. Out of stagflation and 
the breakdown of the Phillips relationship developed the second and third stages in 
the monetarist explanation of inflation, in which theories on tl1e role of expectations in 
the inflationary process were tacked on to tbe quantity theory of money. In the second 
stage in 1968 Milton Fried1nan developed the theory of the expectations-aug1n.ented 
Phillips cur ve. Then) in the third stage. in the 1970s and 1980s,, the new-classical schoo,li 
of monetarists exp]ain.ed inflation in ter ms of the th.e,ory of rational expectations. 

The theory of the expectations-,augmente,d Phillips curve and the 
n,aturai rate 1of unemployment (INRU) 
The 1Nord augment means to add. The 
rather clumsy ·ter111 'ex pee ta lions­
augmented PhiHips curve'' reflects the 
fact th at expectations of future 
inflation came to be viewed as a 
deter1ninan t of cur.ren t infla tion. 

Econ o1nists no\\r generally recognise 
that the Ph jllips curve in Figure 17.5 
is a ho1·t-run Phil lip cu r,1e (SR'PC), 
representing the sh,ort-ru n relat ionship 
bet\veen infla tion and une1nployment. 
In Figure 17.6, a vertical long-run 
Phillips cu "Ve (LRPC) has been 
added to the diagran1J intersecting 
the short-run Phillips curve where the 
rate of inflation is zer,o. The rate of 
unen1ploy[nent at this point is cal]ed 
the natura I rate of une1nploy1ne11t 
i(NRU), depicted by the symbol UN. 

(As I explained in Chapter 16. when 
expressed as the nu1n ber of workers 
unemployed,, H is called the natural 
level of unemploy111ent.) 

Free-111arket econo11tists argue thal it 
is [n1possib le to reduce une1n p loyment 
below the NRU except at the cost 
of suffering an ever-accelerating 
unanticipated in flation . This is U kely 
to accelerate into a hyperinflation, 
·,\,hich in any case eventually destroys 
the economy. The explanation for 
this lies in the fact that the original 

KEY TERMS 

short-run Phillips curve: a 
downward-sloping Phillips curve 

showing a trade-off betwaen reducing' 
inflation and reducing unemployment. 

long-run PhiUips curve: a vertical 

Phillips curve along which trade­
offs between reducing inflation and 
reducing unemployment are not 

possible. 

natural rate of unemployment 
(NRU): the rate of unemployment 

when the aggregate labour market is 
in equilibrium. l1 is located where the 
long-run Phillips curve intersects the 
unemploym,ent ax1s on a Phillips curve 

d iagram. 

Inflation 
rate 

0 

Short-run Long-run 
IPihHUps curve Phillips curve 
(SRPQ (LRPiQ 

Unempfoyment 
rate 

igure 7.6 The long-run Phimips curve and the natural 
rate of unemployinent 
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Keynesian explanation of the (short-run) .Phillips curve wrongly took into account 
only the current rate of inflation and ignored the important in flu enc of the exp,ected 
ratie of inflation. 

The theory of fl1.e expectaUons-augn1ented Phillips curve brings to,gether two 
important theories supported by modern free-market econon1ists: 
• the free-n1arket theory of the labour n1arket 
• the theory of the role of expectations in the inflationary process 

The free-market theory of the labour n1arket assumes that the natural levels of 
e1nployn-ient and un:employn1ent are detern1ined at the equilibriu1n real ,vage at 
which workers voluntarily supply ,exactly the amount of labour that firms voluntarily 
employ. 

Inflation · 
rate 

• P, 

0 

lRPC 

Unemployment 
5RPC1 rate 

[ shaU no,~, use Figure 17. 7 to introduce the role of expectations 
into the inflationary process. As a si1np1ifica'tion,. I shaH 
assume tliat th ,e rate of grnwth of labour productivity is zero 
and that the rate of h1cr,ease of prices (pr.ice· inHation) equals 
the rate of increase ,of wages (wage inflation). The economy is 
initially at point A,. with unemployment at the natural rate UN. 
At point A, the rate of inflation is zero, as is the rate of increase 
of :money wages. I shall also assu1ne that people for1n 
expectations of future inflation in the next time period solely 
on the basis iof the current rate of inflation. Thus at point A, 
current inflaU,on i.s zero, so ·workers expect the future rate of 
inflation aJso to be z,er,o. Figure 17. 7 Long-nm and short-run Phillips curves 

EXAM TIP 

You must understand the difference betw,een, but also the relationship betweent short-run 
and long-run Phi,llips curves. Howeveri exam questions ane unltkely to ask for a detaHed 
explanation of how the long-n.Jn Phillips curve is derived from short-nJn Phillips curves. 

Suppos,e the governnient increases aggn:?gate demandt to trade off along PhiUips 
curve SRPC1 to a point such as B> where·unemployment at U1 is belo1w the natural rate) 
1UN. Inflation initially rises to F\ (let's say 5%]. But a point such as Bis unsustainab]e. 
For workers to supply n1ore labour, the re,al wage must rise, yet a rising real wa.ge 
causes ernployers to demand Jess labour. In the short run, more workers 1nay indeed 
enter the labour market in the false belie( that a 5% increase in ,money wages i.s a]so 
a real wage increase. (This false belief is an example of money illusio,n .) Sintilariy, 
f irn1s n1ay be ,viHing to en1ploy 1nore labour if they also suffer money illusion, 
falsely believing th.at rising prices n1ean that sales revenues are rising faster than 
labour costs. 

Tl1is 1neans that, to sustain an incr,ease in eJnp]oyment above the natural 
rate, ,vorkers and ernployers, n1ust suffer mon,ey illusion in e·qual but opposite 
directions> thereby ke,eplng expecta lions o [ inflaUon, formed in the previous lime 
period consistently below the actual rate to which Inflation has risen. However, 
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as workers c,ontinuously adjust their expectations of future in·flation to the rising 
actual rate and bargain for ever-higher 1noney wages to restore the real wage to 
the level ne·cessary to reduce une1nploy ment below UN the short-run Phi Hips 
curve shifts outward from SRPC1 to SRPC2 and so on+ There is indeed a separate 
short-run PhiUips curve for each expected rate of inflation. Further out short·run 
PhiUips curves such as SRPC2 and SRPC3 are associated with h igher ·expected rates 
of future inflation . Convers·ely, the short-run Phillips curve s11ifts inward when the 
expected rate of inf1.ation falls. 

Free-market econornists argue that in the long runJI tJ1e only \Vay to keep 
une1nployrnent below the NRU is to pern11it the n1oney supply to expand and 
Iinance an ever-accelerating inflation. Actual inflati1011 a[ ways has to be abov,e the 
expected rate tor workers and firms to be wining respectively to supply and to 
demand tnor,e ]abour. But1 as I no,tied earlier, accelerating inflation ·will ,eventually 
create a hyp,erinflaU.on1 which, in the resulting breakdown of economic activity,. is 
likely to increase the NRU. Any attempt to reduce une·mployment below the NRU is 
therefor,e foolhardy and irresponsibl1e. ln the short run it accelerates inflationJ v.rhi1e 
in the long run it perversely increasies the N RU to an unnecessarily high ]evet 

If the governn1ent realises it made a mistake when expanding the economy 
to point B, it can stabilise the rate of inflation at 5 % . Workers and e1nployers 
~see through' their n1oney illusion and realis·e that they have confused Inoney 
quanttHe.s with real quantities. As soon a.s this happens, they refuse respectiv,e.ly 
to supp]y and to den1and the labour necessary to keep unempl,oy1111ent below the 
NRU. The 1economy now n1oves to point C. Once point C is r ached, any further 
increase in aggregate demand .1noves the econo1n y to point D and an i.nfla t.ion 
rate of P2 and to a repeat of the process just described, but starting from a high 1er 
initial rate of inflation. 

Ratio,nal expectations 
The theory I have just described is based 
on the theory of ad pt ive e 'pectations, 
in which workers .and firms form 
expectations of \Vhat will happen in 
the future only on the basis 1of what is 
happening currently and upon \\,hat has 
happened in the recent pa.st. :Ho,vever, 
new-classical econom.ists favour an 
alternative theory of how expectations 
are f or1nedl. called th.e theory of raUonaJ 
e peclc lion . According to this theoryJI 
it is unrealistic to assu1ne that workers 
and! firms, acting rali1onally in their self­
interest, for1n expectations of future 
inflation solely on the basis of cur rent or 

recent inflation. 

KEY TERMS 

adapUve expectations: describe 
how economic agents adapt ~heir 

expectations of what is J ~kely to 
happen in the future on the basis of 

what: has happened In the recent past. 

rational expectations: explain how 
econom1c agents form expectations of 
what: is likely to happen in the future on 
the basis of the most up-to-date and 
r,elevant information that is available. 
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EXTENSION MATERl,AL 

The difference between adap ive expectations 
and rational expectation 
To understand the difference bs1ween the theories of adaptive and rational expectations~ constder the situation of a 
gambter deciding whether to place a bet on a parncular horse vvinning a race. Three races ago, the horse ended the 
race 1in fourth position, improv;ing to third pJace two races ago and to ,second place recently. Form,ing his expectations 
adaptive!y~ the gambler decides to bet on the horse, expecting it now to win. But gambl~ng on the basis of recent for,m 
al,one could be lass successful than a strategy that makes use of all the information available, including past form. 
Information about the quality of the jockeyt and about other matters such as the qualities of the other horaes and theiir 
jockeys, the length of the race~ the state of the track~ and perhaps 'inside informatton' provided by a stab1le boy1 m1ight 
lead to a mor:e ratlonal gambting1 decision. 

This story does no1 mean that a gambler. forming expectations rationally~ al,ways wins his bets. He may win or lose, 
just as bets made on decisions formed adaptively or by picking· a name out of a hat may be right or wrong. However, 
over a long sequence oif races, it rs likely that gamibling decisions fom,ed on the basi,s of rational expectations produce 
better outcomes than decisions formed adaptive,ly or irandomty,, The more 'perfect' the i1nformation on which rational 
expectations are formed, the more like.1y it is that the expectations prove correct. It js fess sensible to gamble on the· basis 
of limit,ed information when more up .. to .. date and relevant informa1fon is available. 

Returning to the causes of inflation, new-crassical economists argue that tt is unreaJ,stfc to assume that a rational 
economic agent, acting on seif-interest, forms expectations of future inflation solely on the·basis of past or experienced 
in11ation. Sett-interest requires, quick modification of economic behaviour in line with expectations formed on the basis ,of 
the most up-to-date information available. This means that :it is not in peop1l,e's interests to suffer money illlusion. 

As a result, new-classical economists reject the Jdea that ,econ,omic agents suffer money illusion for quite long periods. 
If expectations are formed rationaHy rather than adaptively people don't suffer from money iHusion and any attempt by a 
government to reduce unemployment below Its natural rate faits, leading solely to acceferating inflation. The correct way to 
reduce unemp~oyment is to reduce the natural ra1e itself, rather than to increase demand to try to reduce unemployment 
below the, NIAU., To do this1 the government should use appropriate free-market supply-side policies. 

The incorporation of the theory of rational expectations into the expfanation of the inflationary process, represents the 
third stage in the development of monetarfst and free-market theori,es of inflation. New-classical economists continue 
to accept the Friedmanite concept of the naiural ra1e ,of unemployment. But whereas Mitton Friedman believed that. in 
'the short run art least, governments can trade off along a short-run Phillips curve and reduce unemployment below the 
naturaJ rate,, the theory of rational expectations rejects 1th is poss,bility. 

In new~classical thinking, irt is in workers' and employers' interests to rea'lise instant~Y any mistakes made when forming 
expectations, and to sea through any attempt by an 'irresponsible' government to reflate the economy beyond the fuH­
empbyment level. New-cl'assicaJ economists believe that in this situatton, attempts by government to increase aggregate 
demand to stJ1mul1ate output and emp1loyment are anticipated fully by pr~vate econom1ic agents. Workers and firms 'modify 
their behaviour to offset or neutraUse the effects intended by the governmentr so the increase in aggregate demand has 
no 1effect upon reaf activity and employment. In extreme new-classfcal1 economics thjs is the case in both the short run 
and the long run because output and employrnent are al1ways assumed to be at their natural or equ]llibrium lever:s. 

An important difference separating the adaptive and ratfonaJ expectations of free-market economi:cs is the, Jer,gth of time 
unemployment must remain above its natural rate as the, cost or pena1ty of an attempt to reduce unemployment below 
the natural rate. lin Friedman~te theory. the economy experiences a leng,tliy period of unemp!oyment a'bove its natural 
rate~ to 'bleed' the system of inflationary expectations built up during the perJod of fiscal1 or monetary expansion. 
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In contrast to this gradualist theory~ new-classicall theory assum,es that economic agents imm,ed lately reduce ,expectations 

of future inf1lation, providing they beli:eve in the cred~bility of a tough free-'market government's commitment to reducing 
inflation. BeHev,ing that the government means business in pursuing ttg1t1t fiscal and monetary policies to cantro1l infflati.on, 
workers and firms immediately build a lower expected rate of inflation into their wage-barga,n~ng and price-setting 
behaviour. h1flation falls quickly and painlessly, without the need for a lengthy period of unemployment above its natural 
level. In effect,, a firmly free--'marke1 government reduces inflation by 'talking down' inflatton. However, if credibility in 
government poltcy were to disappear. its ability to control inflation woultl also be lbst. People would now expect higher 

prices, and woutd alter behaviour according~. Expactatfons of higher prices woutd become self-fulfiUing. 

Inflation psychology1 
H is now widely agreed by Keynes i.ans as \\teH as by· free-n1arket econon1jsts that 
\vhat has made inflation particularly difficult to control in th·e UK has been the 
existence1 built up over decades of an inflation psychology. Over the years; n1any 

groups in UK society including house 1ol:vners and wage earners in strong bargaining 
positions, did extrerne]y wen out of inflation. For exarnple1 house owners with large 
1nortgages had a vested interest in a]lo\ving inf lati.on to continue, in order to reduce 
the rea] ·\ralue of their p ,ersonal debt. [ndeed, house owners d id even bette,r when 
hnuse price innation exceeded the general rate 0 1f inflation. ln this situation .. Ute real 
value of houses incn.~ased while the real value of 1nortgages felL 

Between the late 1990s and 2007, the ·uK government and the Bank of England 
succeeded in reducing people 1s expectations of infhiHon (except ,;vith regard to 
hous,e price inflation). Therefore because of the benign effect on peop]e's behaviour., 
it became ntuch easier to contro] inflation~ The authorities had successfully fta]ked 

down' the rate of inflation. However1 as recent bursts of cost-push inflation have 
shown" circu1nstances can quickly change for the worse and \ivhHe inflation can be 
dormant, it is never dead. 

The possible prob,lem of pric.e deflation 
In the late l990s and early 2000s, when the UK inflation rate .fell toward l % , some 
economists argued that inflation would soon be replaced \lVith deflation (i.e. a 
continuous]y falli ng price level). The fear of deflaHon resurfaced in 2008 and 2009~ 
For a few months the inflation rate, measured by changes in the RPL ,vas negative. 
This was really too short a period for the supposed dis.advantages of falling prices to 
en1erge. Extended price deflation may bring its o\>\rn prob[e1lls. When peop]e beHeve 
prices are gojng to fall,, they postpone big ticket consun1ption decisions, for exa111ple 
replacing their cars. This may erod,e business confidence and trigger recession or 
deepen and length.en an already existing r,ecession. However,. this assumes fl1at 
f a.l] i ng prices a re the result 10f a bad deflation rather than - good deflation. 

The dHfe.rence betwe,en the two is illustrated in Figure 17*8. A good or ~benign' 
deflationl sho,~ n in panel (a) of Figure 17.8 n:,sulls from improvements i. n the 
econo111y 1s supply side \-vh[ch reduces business costs of production. Both the SRAS 

curve and the LRAS curve shift to the right and assuming the AD1 curve does not 

AOA A2 Economics 



lnfJation and the Phi'llips curve 

itself shift, tl.1,e price level falls but outp ut and etnploy1nent r ise. However, in the 
recessionary conditions existent i n the UK econo1ny in 2009 it \>Vas, mucl1. more likely 
that a falling pr ice level would signal a bad defla.Hon. A bad or imaHgn' d,eflaHon, 

sho\-V n in pane[ (b) of the diagram, is caused by a coHapse of ggregate demand,, 
negative n1.ultipUer effects, and possibly a credit crunch. 

(1) A good defJli1tlon (b) A bad deffat1on 

Price 
level 

P1 

0 

CASE STUDY 17~,2: 

Yfe1 YFE2 Real 
national output 

Pirle-e 
level 

0 

SRAS 

LRAS 

YFe Real 
national output 

Fi u re 7. Good and 
bad deflations 

Are lower prices are a good thing? Not really 
Deflation - if it gets out of control - can lbe just as 
bad as inflation. Liiks infla1ion defla1ton fs a form of 
monetary instability. It di,srupts the price mechanism so 
paople, become contused about the true value of things. 
Consumers see prioes are going to fall, so they defer 
purchases arid even procrastinate on other decisions1 such 
as getting married, in fha expectation 1it will be cheaper 
later. Pay rises al\3 few and far between. Economic 1growth 
is almost non-existent. 

In a deflation interest rates may appear to be low, but 
may actuaJ ly be high. This is expl a.i ned by the difference 
between nom1inal interest rates and real ones. For example, 

F,ollow-up quest.ions 
1 Who may benefit from deflation in an economy? 

2 What is a [deflationary spiral'? 

1if the Bank of England1s base rate is 2 o/o, and prices are 
falling at 3%~ real interest rates are actually 5%. The cost of 

borrowing is! therefore,, actually higher than people think. 
o ,wing £10 is a heavier burden at the end of the year than 
it was at ~he beginning:. A factory must sell more widgets, 
a farmer more milk and a shop more goods to, meet those 

monthly interest pay1ments. 
When people wake up to this, they mi·ght take st,eps to 

remedy the situation quickiy. For individuals, the key is the 
housing market. lf it cracks and those wrnh huge mortgages 
- secured on a dwind ling asset - suddenly put ·the~r 
homes up for sal,e1 a deft ationary spiral could erupt. 

The costs and benefits of inflatl1on 
Everybody agrees that inflation can have serious a dverse effec ts or costs . H,ow1ever, 
the sieriousness of the adverse effects depends on w]1ether inflation i.s anticipatedl o,r 
unanticipated. If :inflation. could be n tircipa.ted. with ci0i1nplet.e cer tainty, it would pose 
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few proble1ns. Households and fir1ns would shnp[ y build the expected rate of inflation 
into their e1co11omic decisions, which nrould not he distorted by wrong guesses~ 

Wh.en inflation is relativ,ely low, with little variation from year to, year, it is relatively 
easy Lo anticipate next year 1s inflation rate~ In.deed, creepi ng inflation, tvh.ich. is 
associated with growing markets,, healthy profits and a genera.I ctimate of business 
optin1ism,, greases the w heels of the econon1y* Viewed in this \\ray a low rate of 
inflation - but not absolute price stability - may be a neoessary side-ef~ect of 
expansionary policies to reduce unemployment. 

A low .. but stable inflation rate may also be necessary to n1ake labour ni.arkets 
function efficiently. Even if average reaJ ,vage rates are rising, ther,e \Vill be so1ne 
labour markets in which real wages 111ust fa]l in order to 1naintain a low rate of 
unemployn1ent To save jobs, workers may be willing to accept faUing real 'Wages 
caused by no,m.inal \.vage rates] rising at a slower rate than inflation~ Howev,er) work!ers 
are much less \Villing lo accept .absolute cuts in nominal wage rates. Thus with zero 
inflation> the changes required in real wage rates to make labour markets function 
efficiently fail to take place. Labour markets function best when inflation is low, but 
also stable. By contrast1 absolute price stability produces real wage stickiness~ which 
then results in unnecessarily high unen1ployn~ent. 

Hovvever tl1e adverse effects of inflation begin to exceed the benefits as soon as 
inflation beco111es difficult to anticipate. An inflat1on rate that varies unpredictably 
fro1n year to year is difficult for people to anticipat1e fully. Additionally, an inflation 
.rate that is both high and difficult to anticipate creates distortions, which increasingly 
destabiHse norinaJ economic activity. Free-market econo1njsts generaUy a.rgue that 
'1Vhen inflation creeps upward all too soon it acts as sand thrown in the wheels 
of the economy, 1naking n1arkets less efficient and competitive. When the sand in 
the wheels ef feet beco1nes stronger than the greasing the 1vlzeels ef feet, the costs of 
inflation exceed the benefits. The costs of inHation are described below. 

Distributi1on,al effects 
One cost of inflation is that weaker socia] groups in society, such as pensioners on 
fixed incomes, lose while others in strong bargaining positions gain. Moreove·r, in 
times of rapid i.nflaUon, rea]. .rates of intere·st are of ten negative. In this situation1 

lenders are .really paying borrowers for the doubtful pri.vilege of lending to them and 
inflation acts as a hidden tax .. _r,edistributing wealth from creditors to, debtors~ 

Distortion of norm.al econom1i,c b,ehaviour 
Inflation actua Uy distorts consumer behaviour by causing households lo bring 
forwa rd purchases and ho 3:rd the goods they buy if they expect the rate of i nflatjon 
to accelerate. Similarly firms may divert funds out of productive investment in fixed 
investment projects into unproduct]ve con1modity hoarding and speculation. Pe·ople 
are· af£ected by inflationary noise1 which occurs when changes in relative prices a re 
confused with a chan,ge in the general price ]evel. 
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EXAM TIP 

Exam essay questions may ask for explanation of the costs and benefits of inflation, 
foHowed by an assessment of whether1he costs exceed the benefits. 

B,r,eakdown in the functi 1o·ns of mo1ney 
[n a time of severe infl tion, money becomes l1ess useful and efficient as a 
tnedium of ex.change and a store of value. Rapidly changing prices also er,ode 
n1oney 1s .functions as a unit of account and st ndard of deferred payn1ent. In a 
hype1·inflatio11, in which the inflation rate may accelerate to several hundred per 
cent a year or even higher] less efficient bartering replaces money and in1poses 
extra costs on n1ost transactions. 

lnternatio,nal un,com11petiltiveness 
When the inflation rate is higher than in co11npetitor countries, exports increase in 
price, making then1 unco1npetitive. This puts pressur,e on a fixed 1exchange rate. 
With a flo,ating exchange rat1e, th.e rate, falls to restore competiUv1eness) but rising 
import prices may fuel a further bout 10f inflation. 

Shoe leather and menu co,sts 
With rapid inflation consumers incur shoe leather costsj spending time and effort 
shopping around to check ·which prices have or have not risen. By contrast n1enu 
costs are incurred by firn1s having t 10 adjust price lists and vending n1achines 
more often. 
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Control of infiatfon i:s a major macroeconomic objective. 
~nflation can be defined as a persistent or continuous rise in the price level or as a continuing 
fall in the value of money. 
Deflation can be, described a persistent or continuous fall in the price level or as a continuing 
increase in the value of money. 
The price level is measured by a price ·index and the rate of 'inflation is measured by annual 
ohanges ~n the level of the index. 
The consumer prices index (CPI) and the retail prices Index (RPI) measure consumer price 
inflation in the UK. 
The construction of a price index requires choice of a sample (the national shopping basket) 
and the weighting of all items i,n the sample. 
Theories of inflation can be divided into demand-pull and cost-push theories. 
The quantity theory of money, which is the oldest theory of inflation, is a demand theory of 
inflation. 
Cost-push theories came into fashion in the Keynesian .era in the 1960s and 1970s. 
A short-run Phillips curve illustrates the confl ict between controlling, infl:ation and reducing 
unemployment, but is not itself a theory of inflation. 

The monetarist theory of inflation stems from the modern quantity theory of money, but also 
incorporates tihe role of expectations in the ~nflationary process. 
Monetarist and free-market econom.ists argue that the, long-run Phinips curve is vertical! 
located at the economy's natural level of unemployment. 
Around 2009 many economists feared that the problems of deflation might repJace the 
probfems of inflation. 
At low and stable inflation rat,es the benefits of inflation may exceed the costs! but at higher 
and more variable inflation rates the reverse is true. 

Exam--slyle questions 
1 Explain the differences between inflation, defiatfon and reflation. 

2 Explain the Phillips curve relationship. 

3 Do you agree that as the economy approaches fu'll employment, inflation inevitably results? Justify your 
answer. 

4 Evaluate the view that the avoidance of inflation should ah,vays be the major macroec-onomic objective. 

Extra resources o help you revise are available· on1ine at www.hodderplus.co.ukJphilipallan 

(15 mar s) 

(15 mar s) 

(25 marks) 

(25 mar s) 

AOA A2 Economics 



Besides being a mixed economy, the economy we live in ~s a monetary economyl in 
vvhich most of the goods and services produced are traded or exchanged vra the 
intermedi:ary of money. This chapter describes the nature and functions of· money in a 
modern eoonomy, before explaining how bank deposits, which are created by the private 
enterprise and commercia[ banking system1, form the largest part of modem money. The 
second half of the chapter surveys the changes that have taken place in monetary policy 
in the UK, showing how the main fea~ures of current monetary policy developed ou1 of 

the monetary polic ies implemented by UK governments and the Bank of England over 
the last 20-30 years. The chapter concludes by explaining how a significant sea change 
may be taking place in the nature of monetary policy, in response to recent recessionary 
conditions and subsequent d~fficulties in bringing about economic recovery and faster 
growth . 
••• ••••••••••••••••••••••••••••••• ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• 

This chapter will: 
describe the nature and functions of money 
emphasise how the priv.ate enterprise banking system creates the lion's share of modern 
money 
develop your understanding o,f monetary polfcyi focusing on the use of Interest rates to try 
to control inflation 
evaluate the success of monetary poHcy before 2008 
discuss Whe·therr with the ~ntroduction of quantitative easing, the nature of monetary 
policy has changed since the 2008 recession 

At AS you learnt that in the UK monetary policy is implemented by the Monetary Policy 
Committee (MPC) of the Bank of England, which raises or rowers Bank Rate to try to 
achieve the government's target rate of 1nf~ation. You also learnt how monetary policy can 

involve the use of the money supply and 1exchange rates. However, Bank Rate set by the 
Bank of England has been the main instrument of monetary policy affecting other Jnterest 
rates and thence the level of aggregate demand in the economy. Essentially, monetary 
policy is a demand-side policyj whtch shifts the, aggregate demand curve in the AO/AS 
macroeconomic model. 
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The nature and fu1nctions of money 
Mon y is best defined by focusing on th,e two 
pr incipal fu nctions money perforrns in the 
economy. Money fu11ctions as: 

KEY TERM 

money: a medium of exchange 
and a store of value. • A n1tedi uni of exchange (1neans of payinent). 

The economy we live in i.s a 1nonetary 
econon1.y in wl1ich n1ost of the goods and 
services produced are traded or exchanged via the internl!ediary of money, rather 
than through barter (i .e. sirvapping goods). Whenever n1oney is used to pay for 
goods or services~ or for the purpose of sett1ing transactions and the payment of 
debts it performs thi.s funct ion. 

• A store of value (wealth). [ns tead of being spent, money m.ay be stored as a lveahh 
asset in preference to holding other financial assets,. such as stocks and shares. 
When stored rather than spent, money's purchasing pow,er is transferred to the 
future althoug.h inflation may er1ode money's future purchasing. po\\rer. 

CASE STUD1Y 18.1 

The development of modern money 

Barter 
Before the development of money, exchange and trade 
took place in simple and primit've viflage economies, 
based on barter: the swappjng of goods and services. 
However, barter ls inaffici,ent and impractical i'n a more 
c-omprex eoonomic system. Successful barter requires 
a double coincidence of wants; which means that a 
person wishing· to 1rade a television sat for a refrigerator 
must not only estabHsh contact with someone with equal! 
but opposfte wants (that is, an individual possessing a 
refrigerator who wi:shes to exchang,e it for a. television sat); 

they must also agree that the televis1on set and reirigerator 
are of equal value. 

Barter is inefficient because the· time and energy 
spent searching 1he market to establish the, double 

coincidence of wants results in unnecessary search costs, 
shoe-leather costs and transaction costs. These. iri turn. 
promote a much greater inefficiency: namely. preventing 
the devefopme111 of specialisation, division of labour and 
larg:eeSC9Jle production. 

Commodity mo1ney 
Figure 18.1 shows the tjhree main forms of money that have 
developed since money repiaoed barter. The earliest form 
of money was .commodity m,oney. Commodmes that 

functioned as money had an intrinsic value of their own: 

Barter 
Requires t he double co~ncmdence of wants 

t 
Commodity money 

Shellls, beadsj sharks' teeth, caitde, ~laves, 
the precious metals: go Id and silver 

t 
Representative money 

Banknoites ba eked by gold 

Token money 

tL' 
State mon,ey 
( Usually legal 
tender) 
Cash (banknotes 
and coins) 

Bankmo1ney 
(Cus toma1ry money} 
Sight deposits {or 
demand depostts or 
chequing depos.rts) 
and time deposits 

F"gure 8.1 Barter and ttle diffrerent forms of money 

they yielded utility and consumer services to their owners. 
Beads, shells~ sharks' teeth and other commodmes oould 
be used for decorativ,e purposes wrrile being stored as 
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wealth. Some oo,mmodities used as money. such as cattle, 
oould ba slaughtered and eaten. 

Representative money 
As money evol,ved, gold arid s1tver gradually replaced other 

forms of commodity money because they possessed, to 
a greater degreei the desirable characteristics necessary 
tor a commodity to function as money: relative scarcity, 
uniformity~ durability, portability and dfvrsibillty. Alll of these 
help to create confidence in money, which is necessary 
for Its acoeptabH ity. Nevertheless, gold and silver are 

vulnerable to theft and are dlfficult to store, safely. 
Eventual l1y, weailthy i ndividua1 s deposited the precrous 
metals they owned with goldsmiths for safekeeping. 

At the next stage. the goldsmiths developed into banks, 
and the receipts they i·ssued in return for deposits of gold. 
became the first banknotes or paper money. These notes 
·were re,presentative money, representing ownership 

of 1QOld. Earfy banknotes were acceptable as a means of 
payment because they ooufd be ,exchanged for gold: on 

demand. They were issued by privatety owned banks 
rather than by the state~ although the state continued 
to issue gdd and silver coinage. A1l~hough worthless in 
themseives, bar:tknotes functioned as money because 
peopl'e were willing to accept them as long as there was 
confidence that notes could be changed into gold. which 

do-es have an intrlnsic value. 

Follow-up questions 

Gold has Ion gr been considered a form of money 

~oken money 
Modern mon,ey ~s almost aHr token money with no 
intrinsic value of irts own. It takes 1wo main forms: cash 
and bank deposits. In the UK. the sta1e,r or rather tts 
agent, the Bank of England, has a monopoly over the 

l ssue of cash (althoug'h, Scottish and Northern lrel and 
banks also have a limi,ted ability to issue banknotes)i. 
Howeve~ cash is literaHy the small change of the 

mone,tary system; bank deposits form by far the largest 
part of modern money. Most modern money takes the 
form of bank depos1its created by the private re nterp:rise 
banl<Jng system. 

1 Why does money provide a more efficient means of payment than barter? 
2 What are the acwantages and disadvantages of usjng cash as the main form of personal weaJth? 

Banks and bank depos,its KEYT'ER1M 

A bank is n ins'titutioin that: 
• ccepts d,eposi ts from lhe general public 'that can be transferred 

by rcheque 0 1f debit card 

bank! an institution tha:t accepts deposits 
and creates deposits when lendfng ·to 
customers who wish to borrow. 

• creates deposits when H lends to the general public 

EXAM TIP 

You should understand that bank deposits are the main form of money and tha1 cash is a 

relatively small part of total money. 

Almo,st ~11 banks in ·the UK are commercia] compa nies. Most banks aim to, 1nake 
a profit for their owners. The Bank of England is an exception, since its aims are 
pri111 rHy to oversee the financi 1 1 systen1 and to imp]ement the country's 1n,onetary 
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Barclays is a 
retail bankJ 
though It has an 
1 nvestment arm 

p,oHcy. Co1n1ne.rcial banks divide into retail banks such as HSBC and Barclays:, whose 
mai.n business is with the g,eneral public, and wbolesale banks, which deal \I itl1 
each other and \\rilh other financ ial institutions largely lo,cated in the CUy of London~ 
Wh.olesa]e hanks are often caJled investment hanks although untH re,cently they 
\J\r,ere generally known as merchant banks. 

In contrast to cash, which is tangible and can be seen and touched bank deposits 
are intangible. ,Customers only see' a bank deposit when reading the state1nent 
of a bank account, or when viewing tl1e electronic display in a cash-dispensing 
ma.chine. Ba.nk deposits are the 111ain for1n of money because banks possess the 
abi]ity to cr,eate new deposits, a]most out of thin air, n,here none previously existed. 
I 1explain th,e essential features of the deposi t-creating process in the Extension 
mal,eria] that follows. 

EXTEN·SION MATERIAL 

How ban create money 
Bank deposits make up by far the largest part of modern money, between about two-thirds and 90% depend~ng on how 
money is defined. 

Many students are completely mystified as to how bank depos~ts are created. A good starting point for devel'oping an 

understanding is provided by the foHowi ng story: 

Suppose I w rite my signature on a scrap of paper, together with the w,ords I owe, the bearer £100'. I then g1ive you the 
scrap of paper and ask you to go to a shop and buy £100 worth of goods. Then, when the Ume comes to pay, you must 

gjva the scrap of paper to the shop assistant. In real life, we all know that shops refiuse to accept such an 'I owe you;. 
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But just suppose the shop did accept my scrap of papar, believing it could then use the note to buy goods from its 

suppliers. My ~, owe you' note would have become money. 

Now whi~,e ordinary ind~viduals can't generally create money in the manner in which I have described; banks can. 
Bank deposits ar1e the ma,in form of money because banks possass the ability to create loans or credit. Every t~me 

a bank grants a new loan to a customer, new m,oney is created. Banks ·wish to create new loans because loans are 
profitable. Think of a bank as an institution which makes much of its profit by borrow1ing from the general, public 
and then l1endJnig a greater amount to other members of the general pubJio. However, a bank's abmty to create, new 

loans is liim1ted by the fac:t that it must possess sufficient liquid assets or reserve assets to ~backm the new credit 
it cr,eates. Cash, or notes issued by the Bank of England, is, a reserve asset. To make sure that the general public 

remains confident that it will not run out of cash: and ~crash'~ a bank cho,oses to mainta~n a prudential ratio between 
the 1otal deposiits iit creates and lends to customers; and the liquid or reserve assets it possesses. For example. a 
prudentfal ratio of 5 means that a bank can create total deposits whJch a.re five times, the size of its 1r,eserve asset 
base. As a result , bank deposits form a much tar.ger part of modern money than cash. Think of cash as the 'small 
change' of modern money. 

CASE STUDY 18.2 

A brief history of banking 
To understand how a bank such as Barclays operate,s, it 
is use~ul to divide the bank's customers lnto two different 
groups~ those in credit and those ~n debit. Members of the 

·former group deposit cash in the bank, while members of 
the latter group borrow from the bank. The bank makes a 
profit by charging borrowers a higher interest rate than it 
pays to attract deposits. 

Before the middle of the nineteenth century banks 
printed their own banknotes. Some of these were given to 

customers depositing goJd in the banks, but the rest were 
lent 1o customers borrowing from the banks. By printing 
and tending notes in thi:s way, the banks note issue grew 

to exceed the gold deposits held by the banks. Prudent 
banking requi'res a bank to keep sufficient reserve assets 
On this case, gold) to meet all likely calls by customers on 
·the bank's lrabmties. 

Howsveir~ greedy or imprudent banks were often 
tempted, Jn pursuit of profit to over-extend their note 
issue by printing and landing banknote,s. greatly in excess 
of the gold they owned. In these circumstances, the 
bank.s holdings of gold might prove insufficlent to meet 

the demand by custo'mers to convert banknotes {the 
banks liabilities) Jnto gold. Imprudent over-extensron 
of the note issue thus led to bank crashes., which 
occurred period[cally when banks ran out of Q'Old. The 
large number of bank crashes that occurred in the early 
nineteenth century led to the 1844 Bank Charter Act, 
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whtch larg,ely removed the rfght of British banks, to issue 
1heir own notes. 

However, the 1-844 Bank Charter Act enc-0uraged 

a new monetary deve:lopment, namely the creation of 
deposit money, which is now the main form of modem 
1money. Apart worn Scon1sh and Northern ·1rish banks 
(whidh have to deposit an equivalent amount of gold at ~he 
Bank of England), banks can no longer print and issue their 
own notes. However, banks g,et round this inconven,ience 
by simply crediting a deposit to the account of a customer 
1o whom a loan i.s given. Whenever loans are made, bank 
deposits are created. 

S ight depo,sits or demand dep1os:i1ts, whrich in the 
UK are known as 1current ,acco,unt deposits, upon 
Which cheques can be drawnJ are money because they 
are both a store of value and a medium of exchange. 

Nate that the deposit is money and not 11he cheque. 
The cheque is just an instruction to make a cash 

·withdrawal or to shift ownership of ,a bank depos•t from 
one person to another. Howeve.r~ uhe fact ~hat cheques 
are customarily acceptable as a means of payment turns 

bank deposits into money. These days; 1debit cards are 
1increas·ingly used instead of cheques to make pay1ments 
and to transfer ownership of bank deposits. 

Cash became mare token moneyr rather than 
irepl'i9sentative money, when the sta.t1e wjthdrew the 
promise to convert its notes and coins :into gold on 



demand: that is, when the currency came off the gold 
standard. Cash is also usually legail tender - fiat 
money made fegall by government decree - which must 
be accep1ed as a medium of exchange and In settlement 
of debts.. Like cash, bank deposits created by the priivata 
enterprise banking system are token rnonsyi but they are 

Fr0lllow-up questions 

also customary money rather than legal tender. This 
means tMat bank deposits are generaHy accep1ed because 
of people's confidence In the banke and in the monetary 
system. Howev,e~ people can refuse to accept payment 
by cheque, or debit card demanding instead payment in 
legal tender. 

1 Explain 1he difference between a bank1-s customer be~ng· in credit or in debit. 
2 What is the difference betwQen legal tender and customary ·money? 

EXAM TI.P 

You must understand the money suppty as wHII a.s int,erest rates. However, detailed 
knowl'Eadge ~snot required of ttie financial assets that function: as money~ the money supplyj 
or the structure of fnterest rates. 

EXTEN'SIDN MATERIAL 

The problem of d fining th money upply 
Before the advent of monetarism, few economists gave much attention 1o the precise definition of the money supply 
or s1:ock of money ~n the economy. This reflected the Keynesan view that money did not matter in the macr;oeoonom1ic 
management of the economy. How1ever, when monetarism replaced Keynesiantsm as the new prevailing orthodoxy in 
the 1970s, money did begin to matter - particularly in the years before monetarism ltseft drifted from favour around 
1985. For a few years from the mid-il910s to the mid-1980s, during the 'monetarjst era'. control of the money supp!y 
became an important part of monetarist economic management in general and monetary potlcy in particular. During this 
period, monetarist economists devoted consk:lerabfe attention to the problem of deciding which assets 1o include and 

exclude Viklan defining the money supply. 

A significant problem that faced the monetarists stemmed from what has become known as Goodhart's Law. This is named 
after Charles Goodhart formerly a professor at 1he London School of Economics and a member of 1he Bank of England's 
Monetary PtJHcy Comm1ttee (MPC). ,Goodhart argued that, as soon as a government 1ries to con1rol the ,growth of a particular 
measure of the money supply, any previously stable relationship between the targeted 'measure of money and the economy 
breaks dov,m. The more successrul the Bank .of 6ngland appears to be in controlling the rate of growth of the financial assets 
defined as the money supply, 1he more lfkeJy it is that other financial assets~ regarded previously as near money" outside Uie 
existing definition and system of oontrol, will take on 1he function of a medium of exchange and become money. 

In this way attempting to control the money supply is ra'ther fike a man tryiing to catch his ,own shadow. As soon as he 
moves~ his shadow also moves .. Although what is defined as money may be controlled. 'Nhen other financial1 assets 
become moneyl this becomes irrelevant. The difficulties of first defining the money supplyl and secondi exerting control 
over its rate 1of growth, contributed to the downfaH of monetarfsm after 1985. 

Over the years, the Bank of Eng1land has used more than one definition of the money supply. These divide into measures of 
narrow money and broad money. Narrow money, which restricts the measure of money to cash and bank and building 
society sight deposits, reflects the medium of exchange funcUon of money, name.1y money functioning as a means of 
payment. Broad money also measures time depos~ts, which are a store of value rather than a medium of exchange . 

.. --
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The Bank of England and monetary policy 
As already 11oted1 1n1ost banks are com1nercial banks> whose· 
main ai1n is to m.ake a prof it for their owners. A ].though it 
tnakes a considerable profit the n1ost signifi,cant exception 
is the Bank of England1 which is the UK~s centr l bank. 
For most of the period since its forn1ation in 1694) the Bank 
of England \Vas a privat,e enterprise company. Tbe Bank is 
now a nationalised industry and its surplus profit goes to 
the state. Tl1e Bank of England~s principal function (beside·s 
overseeing and trying to n1ainta.in confid,ence in the whole 
of th,e fina ncia 1 syste1n) is to, ilnplemient monetai~y polic11 on 
behalf of the UK government. 

KEYTE,RMS 

cent ra I bank: the bank that implements 

monetary poUcy and also issues and controls 
·f1at money or cash. 

monetary policy~ the part of 

m,acroeoonomic policy tliat uses monetary 
instruments, e.g. interest rates, 10 achieve 
policy ob jectiv,es ~ e. g. the control of rnfte.tion. 

Monetary policy is the part of economic poHcy Lhat attempts to achieve the 
gov,ernment's macroeconomic objectives using monetary instru111ents, su,ch as 
co,ntrol s over bank lending and the rate of interes'tt. Before 1997, n1onetary policy 
\Vas in1pJ.en1ented n1ore or less jointly by the Treasury (a p.a rt of central governn1en tJ 
and the Bank of England, which w 1ere kno1vvn as the monetary authorities. But 
the Treasury abandoned its hands-on role in itnpletnenting monetary policy in 
1997 W'hen the govern1nent n1ade the Bank of England operationally indep,endent. 
u·n ],ess the Bank is put under pressure by the Treasury~ there js, now only 1011e 
monetary authority: the Bank of England. 

Object·ves and instruments of monetary policy 
To understand monetary policy, it is useful to distinguish between policy ,object.iv'es 
and policy instruments. A policy objective is the target that the Bank of England 
ainris to hit. By contrast a policy instrun1ent is the tooJ of control used to try to 
achieve the objective. 

Monetary policy objectives a.nd i.nstru1nents can be classified in different ways. 
Policy 1obje·ctives can b1e divided into ultimate and int,erm.ediate· ,objectives. 
Policy instruments separate into those that affect the· supply of new deposits 
that the commercial banks can cr,eate and those· tha.t affe.ct the demand for 
[oa ns or credit. 

Monetary, policy o,b.jectlves 
For over 30 years,, control of inflation has beea the n1ain objective of UK monetary 
policy. The government needs lo con tro] inflation in order to create conditions in 
\Vhich the ultirnate policy objective of irnproved econon-1ic welfare can be attained. 
However:. at various thnes, the Bank of England has tried to control inflation by first 
11.neeting an intermediate n1onetary policy objective. In the monetarist years of th,e, 
early 1980s this ivas the money supply and fro,m the mid-1.980s until 1992, when 
intermediate poHcy 1objectives were abandoned, it was the exchange rate. Since· 
1992, monetary policy has targeted the control of inflation djre·ctly, without Hu.~· use· 
of any intermediate poHcy objectives. 
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EXAM TIP 

You must understand ~hat control of inflation is the ,main objective of tnonetary policy, but 
tl1at there can be other o bjectiives. 

onetaris and monetary 1policy 
Monetarist economists believe that inflation is caused by a prror 1increase in the quantity of money in the economy. The 
quantity theory predicts that if tha quantity of money increases and people and up lloiding money balances larger than 
those they wish to holdJ the 1excess money holdings will be spent. Thls creates excess demand ·for real1 goods and 
services in the economy, which in turn pulls up the price ~evel in a demand-pull inflation. 

From the !ate 1970s until the m~d-1980s1 monetary poHcy was based on announcing, frrst a target rate of growth of 
the money supply and second, that policy would then be impfemented to achieve the announced target. Suppose, for 
exampfe. growth of real GDP is 2% and the government aims for a maximum ~nftation rate of 3%. Under these conditions, 
the target rate of growth of the money supply should be set at a ,maximum rate of 5%1 to enable goods and servioes to 
be purchased at pric&s up to 3~ higher than last year's prices. 

The monetarist period in UK monetary policy ended in 1985 when Thatcher's ConservaUve government abandoned 
setting formal money supply targ'e,ts. There were two main reasons for ths collapse of monetaris.m, both suggested by 
Goodhart1s Law. First, the, growth of the money supply proved difficu It if not fmpossi ble, to control Second, the refatlonship 
between the growth of the money supply and the rate of inflation,, which had seemed stable, before monetarist policles 
were imp1emented, broke down after the attempt was made to control the growth of the money supply. 

Monetary rpollicy instruments 
As you ]earnt at AS, policy instrun1ents are the tools used ·to achieve policy objectives. 
There are t\vo categories of n1onetary policy instru1n ent those that af feet the genera] 
public's demand for bank loans and those that affect the retail bankst ability to supply 
credit and to create bank deposits. Betore 2009:, UK n1onetary policy relied ahnost 
exclusively on the use of Bank Rate\ which is the Bank of England's k1ey interest rate·J 
to manage the demand for bank loans. In 2009 ho, ever., the Bank of England began 
to llse qua.ntitative easing (QE) to influence co1111nercial bank1s abHity to supply new 
loans to their customers. I shall no,;v look at each of these in turn. 

Managing the deman,d for credit thro,ugh the us,e of Banik Rate 
As mentioned Bank Rate is a key interest rate used by the Bank iof England in 
the operation of n1onetary policy. Bank ·Rate is the rate of interest charged when 
th e Bank of England lends rnoney to the con1mercia[ ba11ks to enable the banks to 
1naintain their liquidity or reserve assets ra tios .. An increase in Bank Rate makes it 
1nore expensive for banks to borrow frorn the Bank of England and] i11 theory at 
least, the banks then have to increase the interest rat,es they charge when lending 
these funds on to the general public. Likewise a. cut in B.ank Rate leads to a f al] 

in the interest rates charged by th-e banks. In this way,, ch anges in Bank rate cause 
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changes in other short-term interest rates (though less so in long-tenn interest rates 
such as th 1e yield on government bo1nds or gi1ts)~ 

Two factors affecting interest ratit~s are tiine and risk .. As a general rul 1e, long~term 
interest rates are higher than short-ter.m intere·st rates , because· lender-s a.re sacrificing 
for [,onger periods their ability to spend their own n1oney. However, there are 
exceptions to this rul 1eJ partly explained by the second facto1r: risk. The riskjer the 
loan1 the higher the rate of interest. Thus short-tern1 risky and unsecured credit card 
loans carry 111uch higher rates than long-tenn mortgage lo.ans, secured by the value 
of the house being purchased. 

For s1everal decades before 2009, 1J1odern UK 1nonetary policy 
operated almost solely through changes in Bank Rate [i.e. 
through interest rate policy). 1b influence the quantity of bank 
deposits being created (and a[s10 tJ1e leve] of aggregate demand 
in the economy) tbe Bank of England ra.Uonedl de1nand f1or 
credit by .raising or [o\vering Bank Rate. To exp]ain how th[s was 
done a good starting point .is the .aggregate de1nand equation I 
exptainedl in Chapter 15, and \Vhich you learnt at AS: 

AD=C+l+G+(X-M) 

Price 
level 

0 

SRAS 

Y1 Y2 Rea1 na11onall 
output Whereas fiscal policy can affect ,aggregate dem nd by changing 

the ·1eve] of government spending (G),. monetary policy affects 

the other components of aggreg te demand~ Ct I aind (X - M). 
A cut in interest rates causes the AD curv1e illustrated in Figure 

Figu e 18., How a decrease in interest rates 
causes the AD curve to shift to the right 

18.2 to shift to the right from AD1 to ADi. 

There are three main ways in v.rhich a cut in interest rates> brought about by a change 
in Bank Rate, increases aggregate deniand+ These are: 
• Lo,ver interest rates increase household consun1ption (C)~ First lo'\rver interest 

rates discourage saving, ,vhich 111eans that more incon1e is available for 
consun1phon. Second, the cost of household borro,ving falls, which cuts 'the cos t 
of servicing a 1nortgage and credU~ca rd debt. Borrowe·rs have moire money t,o spend 
on consum.ption because less of their income is used for interest payments. Third ,. 
lower interest rates may cause asset prices to1 increase, e.g. the pri.ces of houses 
and shares. Hig,her house and share prices increase persona] wealth,, which in turn 
increases consun1p t ion. Fourth,. rising house nd share prices lead 'to an increase 
in consu1ner c 1onfidence, which further boosts consun1ption~ 

• Lower interest rates increase business investment (/)i. Business inv1es tn11ent 
1neans the purchase 1of c.apHal goods such a.s 1nach.ines by f[.rn1s. Businesses 
bring forward investment praijects they ivould have cancelled 1or postponed al a 
higher cost oif borro,:v-i.ng , be] ieving thaL new capital goods can no,v be profitably 
used. A rise in business confidence is also likely to boost investment. 

• Lo,iver interest rales have an effect on net export demand (X - M). Lo\-ver UK interest 

rates l1ead to the selling of pounds or sterling, as owners of ·international capital 
decide to1 hold other currencies inst1ead+ This causes the pound,s exchang,e rate to 
fall , which increases the price competitiveness of UK exports in world 1narkets. At 
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the sa1ne time, the prices of it11ports rise and they beco1ne less 1c,01npetitive in the 
UK market. The UK's balance 01f payn1ents on current account iinproves wit11 the 
increase in net export de1nand. shi.fting the AD cu rve to the right 

EXAM T ll ,P 
----

Sterling is a word often used when describing the roih; of the pound rin the in1ernational 
economy. For example; economists write about the demand tor sterling or for the pound 
sterl1ing. 

By contrast, a rise in interest rates triggers a capital inflow in the bala nce of 
payn1ents. \\rhich increases the exchange rate~ Exports Jose their co1npetit iveness, 
and the current account of the balance of payn1en ts deteriorates. Aggregate demand 
fa. Us and the AD cu rve shifts to the left. 

The tran mi sion mechani m of 1ntere t rate 1policy 
The Bank of England believes that iinterest rate pdHcy 
affects aggr,egate demand and inflation through a number 
of channels, whfch form the transmission mechanism of 
monetary policy. The flow chart in Figure 18.3 shows the 
routes ttirough which changes in Bank Rate (the, instrument 
of monetary policy)., shown at point 1 in the diagram, 
eventually affect inflation {the obj,ective of monetary policy), 
shown at po~nt 11. 

Official' Bank Rate decisions {point I in Figure 18.3) 
affect market interest rates (point 2)t such as mortgage 
rates and bank depos~t rates set by commercial1 banks and 
financial rnstitutions. At the same time, policy acti,ons and 
announcements affect expectations about the future 
coLu-se of the economy and the ,confidence, with which 
these exPQctations are held (poi1nt 4). They also affect 
ass et prices (point 3} and the ,exc:ha nge, r.ate, (point 5). 

These changes in tum affect aggregate demand 

i(2) Market raite.s 
0 1f interest 

{3)Asset prices 

[&) Domestic 
demand 

in the eoonomy {point 8~. This comprises domesticalllly 
generated demand (point 16) and net external demand 
(point 7), which is detennined by export and import demand. 

Domesti'c demand results from the spending, saving 
and investment behav~our of individuals and finns witt1in the 
economy. Lower market interest rates increase domestic 

demand by enoouraging consumption rather than savrng by 
househo:lds and investment spending by finns. Conversely, 

higher market interest rates depress domestic spending. ~f 
the officiat interest rate falls, asset prices rise and people 
fee! wealthier and generaUy more confident about the 
future. As a result, consumption increases. A lower official 
interest rate causes. financial capital 'to flow out of the 
pound and into other currencras. \Nhich in turn causes the 
exchange rate· to fal l. A falling exchange rate reduces UK 
export prices, while raising the price of imports. Demand 
for UK-prod'uced goods increases. 

(8)Tot al 
demand ( 1 ) Change in 

Bank Rat,e 
(4') Expectations/ 

confidence 

(7) N,et extema I 
demand 

( 9} Domestic 
Inf lationary 
pressure 

,(1 1) Inflation 

, (5) Exchange 
rate 

-------------1:) (10) Import 
pric,es. 

Figure 18.3 The transmission mechanism of interest rate policy 
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Changes in aggfegate demand (rel1ative to the 

economy's abll irty to supply output) affect do mastic 
inflationary pressures in the econo,my (point 9). Changes 
in aggregate demand affect demand-pu 11 ~ nflattonary 
pressures. However, 1here are also oost .. push pressures 
from ~e effects of changes in aggregate demand on 
domestic wage rates. Changes in import prices (point 
10) broug1ht about by changes in 1he exchange rate affect 
inflation in ·two ways. Ohanges in the prices of imported 
·food and consumer goods affect inflation di~ectfYm while 

Follow-up questions 

chang:es in ~he prices of imporied raw materials affect 
cost-push inflationary pressures. 

The Bank of England estimates a t ime lag of up to 2 years 
between an inlttal change in the Bank1s official1 rate of interest 
(point 1) and the resulting change in the rate of inflation (point 
11). Output is a.ffectsd within 1 year. but the fullest effect on 
infl'ation occurs after a fag of 2 years. In terms of the s~ze 
of the effect, the Bank believes a 1 % change in its official 
interest rate affects output by about o.~0.35% after about a 
year and inflation by around 0.2-0.4% per year after 2 years. 

1 What is meant by an •asset price'? Explain how an increase in interest rates affects asset prices. 
2 How does a faU in inte,rest rates affect import prices in the UK? 

CASE STUDY 18.4 

Libor and Bank Rate 
Until quite recently, high-street banking was a boring form 

of bustness. For each borrower~ a bank had to have around 
ten savers to provide the, funds being ~ent. The need to 

7 
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1 - Bank Rate 

attract savers was a significant constrSJint on the banks, 

ability to provfde new loans or credit. 

0 4- ____.....____.....____....."""""""'____..... .................................................................................................. ~---------------------------~------------------~~~ 
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Figure 18.4 Ubor and Bank Rate, 2007 to 2013 

Source: Bank of EngJa11d 

All this changed in the der;egulated and Hberalised 
·financial world created in the 11980s and 1990s. The 
traditional business of boring1 banking went out 0 1f the 
window as high-street banks moved onto a 1much more 
interesting business pJan. Out went househotd savings 

as the banks1 principal source of liquidity and in came the 
borrowing of funds 011 the London interbank wholesale 
money market. 

The rate of interest at which banks lend to each other 
is call1ed the Libor, which is the acronym for the London 
interbank offered rate of interest. Unlike Bank Rate, 
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which 1is set monthly by the Bank of England, the Libor 
ratei is determined on a daily basis ,by the demand and 

supply for funds as banks lend to each other to balance 
their books. 

In normal times, the 3-month Libor rate trades at a 

s,mall premium o1 ar:ound 0.15% above where 11ie market 
·thinks Bank Rate wiill be in 3 months' Ume. However! when 
the credit crunch spread from Amerlca in 20071 Libor shot 
up to around 1.5% above Bank Rate.As Figure 18.4 shows, 
for most of the time,, Libo,r remained well above Bank Rate 
during the period n-om 2007 to 2012, ,especiaHy in 2008. 

. . 
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In 2013 the two ra.tes were converging at the 0.5% Bank 

Rate set by the Bank of England. The convergence was 
partl.y the result of the break-up of a ·ubor-fixing' scam 
operated by the banks to lkeep Libor above Bank Rate. 

Dfvergenoe between Bank Rate and Ubor makes 1it 
difficult for the Bank of England to operate monetary 

Folllow ... up questi1ons 

policy effecti1vely. When Libor is significantlry aJbove 

Bank Rate, a cut in Bank Rate ai:med at reducing the 
interest rates that the general public have to pay when 
borrowing ·from high-street banks is ineffectiv1e if the 
rat,es the banks charge is determined by Libor rather 

than by Bank !R.ate. 

1 How ar,e changes in Bank Rate expected to affect mortgage interest rates'? 
2 What bas happened to Bank 'Rate and Libor in the months or years since 2013? 

The 2007 credit crunch and he 2008 recession 
Over 80 years ago, the 192Q Wall Street 1Crash led into 
the Great Depression which devastated many of the 
wor1d's economies. Several generations later a rather 

similar financial crisis,, the 2007 credit crunch, became 
the precursor of the 2008 recession. In both casesi the 
financial crisis destroyed personal w&alth and consumer 
and business confidence., thereby creating the condjtions 

for a massive collapse, of aggregate demand. 
A cred~t crunch is defined as a severe shortage of 

money or credit. The crunch foll owed on from the sub­
pr~me mortgage cri,sis in the USA. In America, interest 
rates had risen between 2004 and 2006 from 1% to 
5.35%, which triggerred a slowdown rn US ho1using1 
markets. House, buyers.I many of whom could on~y 
barely afford their mortgag,e payments when interest 
rates were1 low. began to default on their mortgages. 
The mortgages granted by American banks to these 
customers became known as sub-prime mortgages. 
They were high-risk lloans to clie,nts w1ith poor or no 
credit histo ri e:s. 

The ~mpact of these defaults was felt across financi1all 
systems~ not only in the USA but also in Europe, as many 
of the mortgag,es. had been bundled up and soild on to 

FoUow-up questions 

banks and jnr,Jestors. These bundled-up mortgages 
became known as 'toxlc deb1'. In the USA, New Century 
Financial, which specialised in sub-prime mortg:ages, 

coJtapsed. As New Century Financial had sold much of 
its toxic debt to other banks. the sub-prime mortgage 
market beg:an to unravel. Banks retus,ed to trade with 
each otlier because they didn1 know w1hether o,the,r 
banks were in dang,er of collapsing. On 1 October 
20071 Swiss bank UBS became, the wand's first top 
bank to announce losses caused 'by sub-prime re!ated 
investments. Banklng giant Citigroup then unveUed a 
sub-prime, rela1ed loss of $3.1 biUion, rising wlrthin six 
months to $40 billl f on. 

During the followirng year, a succession of banks 
announced massiv,e sub~prjme related losses. cuJminating 
in Lehman Brothers becoming the first major bank to Q'O 

bust since the start of the credit crisis. Agigregate demand 
collapsed and on 24 October 2008, the UK wa1s said to 
be 1 n recession. The 10ffice for National! Statistics stated 
that the economy had shrunk for the first time in 16 years 
between J u~y and September 2008. in a later revision. the 
recession was said to have started rather earlier in the 
second quarter of 2008. 

1 Explain the difference between a 1prime! mortgage and a ~sub-prime'' mo,rtgage. 

2 Name a British bank which collapsed during the credit crunch. 
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Quantitative easing (OE) 

Background to the introductii1on 0 1f QE 
Between l 992 and 2009)i UK n1onetary poHcy was directed explicitly at a published 
inflation rate target and~ as previous]y notedt Bank Rate was dllmost the sole monetuy 
policy instrun1ent At the titne monetary policy was pre-eniptive. This means that the 
Bank of England ,vas prepared to raise Bank Ra te even when there \Vas no immediate 
sign of accelera ting inflation1 in order to anticipate and head off a rise in the inflation 
rate that nlight otherwise occur 1nany n1onths in the future. The Bank esthnated 
,vhat the inflation rate would be 18 months to 2 years ahead (the n1ediun1 tern1), if 
policy (that is> Bank Rate) remained unchanged. If the [orecast rate of inflation \Vas 

different from. the targe't rate set by the government the Bank was prepared to change 
Bank Rate, to prevent the fo recast inflation rate becoming a reality in the fut u re. Bank 
Rate ,vas a lso raised or lovif1ered to pre-e·mpt any likely adverse ef feet upon the 
inflation rate of an adverse outsid1e shock hitting the econon1y~ 

[ n 1997 the inflation rate target was made symmetrical. This means that the Bank 
of England must sti1nulate aggregate demand, which will generally raise the rate 
of inflation, whenever actual infl ation is beLo\v the target rate, just as the Bank 
must try to reduce the rate of inflation whenever actual inflation is above the target 
rate. The La hour gov1er11111ent in power at the tim1e stated that al though the p ri1nary 
objective of 1nonetary poHcy is pr ice stabili ty, th e Bank of England mus l a]so 
suppo1r t the government's econo.mic policy objecti.ves .. inc]ud i:ng those for growth 
and employment_ 

The fact th t th e Bank of England no\-v h as a duty lo use monetary 
policy to protect economic groY.r th and en1ployment helps to explain 
,vhy UK monetary policy changed so radicaUy in 2009 when the 
Bank of Eng.land added quanti alive ea ing (QEJ to Bank Rate as a 
monetary policy instrun1enL 

The introduction of QE ,vas a response to recession. To try to end 
the recession, as Figure 18 .. 4 shows,. the Bank of England slashed 
Bank Rate Iro1n 5% to 0.5% ~, where it has ren1ained ever since (at 
L1east until the tin,e of writing this book in July 2013). The policy was 
ineffective, par tly because as Bank Rate gets claiser nd closer t10 zero 
(the so-called zero-bound), the possibility di1n in .ishes of sHrnulating 

KEY TERM 

quantitative easing (QE): the 

introduction of new money into the 

mone,y supp1y by a central bank 
such as the Bank of England. The 
opposite policy of quantitative 
tightening {which might be used 
in the future) involves 'clawing back' 
new money previously released into 
the money supply. 

the econon1y by further cuts in Bank Rate. With the inflation rate also c]ose to 
zero in 2009, recession rather 1th n inflation was the problem of the day. QE was 
introduced as a new 111onetary policy instrun1ent to stiinulate economic growth. 

S10 what is quant itativ,e easing? 
As l stated earlier, n1onetary policy can operate in two contras ting ways: on the 
de,ma nd for money,, or on the supply of m.oney. Unlike Bank Rate, \\rh i,ch attempts 
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to influencie the deinand for n1oney and thence aggregate den1and,, QE is a 1nethod 
of increasing tJ\e money supply. At the time QE was started in 2009, the Bank of 
England hoped that the general public ,:vouid sp,end the, neur money pu1nped into the 
economyj which would revive, cionsumer spending ind economic growth. 

People of ten think that QE tnvolves increasing the 1noney supply by printing new 
banknotes. Indeed., when 1QE started in 2009, the metaphor was used of a central 
bank filHng a helicopter ,vith ne,v.ly printed banknotes before dropping the 
~helicopter n1oney on tlhe general public~ HoweverJ QE \.Vas not as simple as this. 
To understand why, you 111ust rerne1nber that bank deposits, and not cash;i, n1ake up 
the Ho1is share of the n10111ey supply. 1QE increased the deposits comn1ercial banks 
h1eld at the Bank of England. This i11creased the banks 1 ability to lend to tbe genera] 
public. If the g1eneral public to,ok up these ne,vly available ]oa11s1 their desire Lo hold 
cash would praibably have increased. Sjnce the· Bank of England operates what is 
called an 'accommodating m.onetary policy' His always wining t,o supply m.ore cash 
to meet th,e general pubHc11s wish to hold more banknotes. [n this way,. increased note 
issue was a result of ,Q,EJ but it was not its cause~ · ,everthel1ess;p QE had the sa n1e effect 
as printing 1nore money. 

Q1E is formally known as the Bank of England's asset purchase sche1ne. The Bank 
buys financial assets, 111ostly long-dated government bonds tgilt st previously held 
by con1mercial banks and otl1er financia ] institutions such as insurance companies. 
The Ban.k purchased bonds using electr101tlc n1oney it had shnply created out of thin 
air (i.e. by crediting its own account at the Bank of England \.Vith a ne'V\1 d1eposit 
\Vhich it then used to puichase bonds). The 1nstitutions selling those bonds to the 
Bank then had 'new money in their accounts which increased the m.oney supply. 

The purchase by the Bank o.f government bonds pushed up bond values, thereby 
making the bonds more expensive to buy+ As a result bonds became a less attractive 
investment for commercial banks and other financial institutions. Instead of buying 
more bonds to replenish those they had sold to the Bank of England comn1ercial 
banks used the deposits they now held to invest in other companies or to lend to 
individuals .. The Bank of England hoped that the interest rates banks charge their 
custo11lers would faH, thereby boosting the econo111y. 

Has QE been su 1ccess.ful? 
You m.ay notice that the last two paragraphs were written in the past tense. This 
is becauset at the lime of writing in July 2013, QE is no longer being actively used 
at ]east in the ·uK. B,etween 2009 and 2012 there \v:ere three bouts of quantitative 
easing: first in March 2009 (Q'El) then in 10 1ctober 2011 (QE2) and finally in February 
2012 (QE3). In the three bouts, first £200 billion1 then £75 billion and finally 
£100 billion of 'new money; ,vas unleashed into the banking systen1 n1aking a tota] 
of .£375 billion. 

Q,E 1nay be used a.gain in the future. Th1e 1nain argun1.ent that has been put for\\rard 
in favour of QE is that in 2009 it stopped economies sucl1 as the UK from falling into 
a deep recession. Bllt the argu1n1ents against 1QE include: 
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• QE has been not been effective in stimu]a.ting recovery fro11.n rec·essio1n and 
e,cono]nic growth. ]n a sense, 1QE has suffered fr,01n dilninishing .returns: QEI 
was quite successful but less so QE2 and QE3. H.oweverJ continuing quantitative 
easing in the USA has been successful in pro]noting econo]nic recovery. 

• By pumping 'ne,v 1noney' into the econon1y, QE is potentially inflationary. So 
fa.r, QE has not been responsib]e £or accelerating inflation, but the fact that the 
inflation rate re1nains stubborruy above the government's 2% target rate n1ay be, 
largely the resu]t of quantitativ,e easing. 

• Con1bined wilh very low interest rates) QE is bla1ned for seri1ous advers1e effe·cts on 
tbe distribution of $ncome. Savers,. who are moistly tbe elderly, have s,een the value 
of their pensions fall, while borrowe'fs~ who include fl1e go1vernment and people 
with mortgages, have benefited from negaU ve or very ]ow rea[ interest rates. 

• Whereas the Bank of Eng]aind hoped that the ~new money' created by Q,E would 
be directed into productive inveshnent. 1nuch has actuaHy gone into unproductive 
speculation. Share, bond and house prices have risen rapidly, prompting fears 
of speculative bubbles similar to those before the 2008 recession+ The eventual 
ipricking' of such bubbl1es, possibly because of rising interest rates and quantitative 
'tightening) replacing quantitative 4easing':, 1nay lead again into anotl1er recession. 

Recent changes in mon,etary pot·cy 
Forwar,d g11uidance 
In August 2013j Mark Carney, the new governor of the Bank of En.gland, introduced 
a new policy of forward guidance. Forward guidance is used to send signaJs to 
financial n1arkets, businesses and individuals about the Bank~s interest rate poHcy in 
the ]nonths and years ahead. At the tin1e of tl1e po]icy1s launch, Carney 
said that the Bank 'Would not consider raising Bank Rate Iron, its low 
of 0. 5% untn the une.mploy1nent rate faUs to 7% or be]ow \V hic11 in the 
.Bank !s vl,ew could be in 2016. 

If financial n1arkets believe what Carney and the MPC sa.y,. the hope 
i.s that 1na.rkets .remai.n cal.m and orderJyi and behave in a way that is 
consistent with the· forward guidance strategy. There are, however, two 
dangers~ First, the strategy may be knocked off course by an event such 
as a house price bubble hit ting the UK econon1y. Second~ and related 
to this financia[ n1arkets n1ay forn1 their o,vn expectations of what is 
going to happen in the future~ If 111arkets b·eheve that a bubble is going 
to occur, then, whateve,r the Bank1s official policy, n1arket operators may 
ignore th.e forivard guidance strategy and raise interest rales anyway~ 

1n late 2013 the jury is thus out on the issue of \Vhether Jorward guidance 
\.Vill \Vork. For,;va rd guidance should be seen as a policy which tries 
increase the credibility of 111onetary policy. However, if market operators 
perceive the strategy to be '\vishful thinking, forv.rard guidance eou]d 
destroy rather than increase the credibility of the Bank of England in its 
manage1nent of the UK economy. 

Mark Carney. who replaced Mervyn King 
as governor of the Bank of England tn 
July' 2013 
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Funding for Lending 
Launched in 2012, the Funding ior Lending Scben1e (FLS) aHo\vs banks and other 
lenders to1 borrow money cheaply fron1 the Bank of England. The FLS is designed to 
1nakeit easier tor banks to pass money on to borrowers at a time \\1hen the banks might 
otherwise be reducing [ending because of their need to shore up batteredl ba]ance 
sheets. By he]ping to cut mortgage rates for hou.se buyers, the FlS has promoted 
recovery in UK housing n1arkets. However;, the FLS has generally failed to increase 
lending to UK businesses,. particularly to s1nall- and n11edium-size con1panies. 

Money is best defined by its two principal functions, as a medium of iexchange and a store 

of value or wealth. 
Virtually all modern money is token money with no intrinsic value. 
Cash (notes and coins) is fiat money, issued by the stat1e. 
Cash is the •s 1mall change' of the system and bank deposits are by far the rargest part of 

n1odenn money. 
Banks can crea1e deposits, which in total form a 1multiple of the cash or monetary base the, 
banks possess. 

TI1e main function of the1 Bank of England is to rmph301ent the govemm,enfs monetary 
policy. 
Under monetarisn11i monetary policy aimed to control the rate, of growth of the money 
supply. 
~n recent decades, the rate of interest has been "the ma.in monetary policy instrument! 
aimed at targeting the rate of inflation. 

~ n an AD/AS diagram, monetary policy is illustrated by shifts of the AD cu rva to the right 
(expansionary monetary policy) and to the left (contrectionary monetary policy). 

UK monetary policy was successful in controlling inflation from 1992 until 2008. 

Monetary policy became much less successful 'With the onset of recession in 2008. Rrst 
there was a fear of deflation! ·followed by the rate of inflation remaining persistentlry abov,e 
the government's target rate of 2%. 
fin 2009, monetary policy switched away from reliying solely on inter1est rat1e changes to a 
policy of quantitative easing, through which the Bank of England cr1eates more money for 
peopJ,e to spend. 
The Jury is out on wl1 ether quantitative easf ng has been successfu I. 

• Forward Guidance is a policy introduced in 2013 to try to influence long-term interest rates. 

Exam-style questions 
1 Explain how changes 1n Bank Rate affect bank !lending and the 1economy. (15 mar' s) 

2 Explain how quantitative easing operates. (15 marks) 

3 Evaluate ths effectiveness of monetary policy in controlling the rate of inflation in the UK in recent years. (25 marks) 

4 Do you agree that, in recent years~ UK mone1ary poJ~cy has been used solely to stimulate economic 
growth, and not to control inflatio11? Justify your answer. (25 mar s) 

Extra resourices to help you revise a e available online at www.hodderplus .. eo .. uk/phiUpallam 
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Fiscal policy is the part of economic policy in vvhich the government attempts to achieve 
policy objectives using the fiscal, instruments of government spending. taxation and the 
government's budgetary position (balanced budget. budget deficit or budget sut1Jlus). 

In this chapter I explain how the 1main thrust of UK fiscal poJicy changed over the years 
from 'sound finance' and balanced budgets to the management of aggregate demand 
in the Keynesian era running from the 1950s to the 11970s. 

Thenm in the 1980s and 1990s, fiscal policy oocame an important part of supply-side 
economic policy, which itself was part of the anti-Keyneslan free-market revival. Supply­
side economics sncompasses more than just fiscal poJicyJ but tax cuts and red uctions 

in pubUc spending. which aim to increase personal incent1ives and to free resoorces for 
the private sector to use. lie at the heart of supply~side economic pollcies. 

\/iery recently, between 2008 and 2010, and in response to recession, fisca1l policy 
switched back to the Keynesian-style 1Tianagement of aggregate demand. This was the 
short-lived rfisca~ stimulus\ which ended in 2010 when replaced by the current policy of 
1fiscal austerity'. 

This chapter will: 
provide, a br1ief !history of UK fiscal poJicy 
describe the structure of public finance in the UK 
outline the main features of Keynes1an or demand-side fiscal policy 

• explain automatic stabilisers, crowding out and the structural and cyclical components of 
a budget d e'ficit 
use AD/AS diagrams to analyse dirfferent types of fiscal policy 

• explain supply-side fiscal policy and relate it to the current programme of ffscal austerity 
remjnd you of the wider meaning of supply"""side1 economics 
introduce you to European Union ·fiscal policy 

At AS, you learnt the meaning of fisc-al policy and about how fiscal poUcy is both similar to, 
and different from, monetary policy. At the start of theA2 course. you shoufd understand 
how fiscal policy has both macroeconomic and microeconomic functions, influencing 
both aggregate demand and ag.g regate supply. and how. through the fiscal instruments of 

government spending and taxation, fiscal poltcy affects the pattern of economic acUvity. 
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EXAM TIP 

Exam questions may 
ask you to describe 
the main UK taxes 
and/or forms of 
publtc spend,ng, or to 
describe the pattern of 
publtc spendjng. 

A brief history of UK fiscal policy 
From ·the 1850s onward, until the birth of Keynesian ec1ono111ics just before the Second 
Wodd War UK gove·.rnments generally foUo\ved the principles of 'sound finance' 
(fiscal orthodoxy). This ·tradition is asso1ciated \ivith the nineteenth-century pri1ne 
minister Willian11 1Gladstone who in his earlier ro]e as chancellor of the exchequer 
ain1ed to balance the governn1ent ts budget and to ke1ep both government spending 
and taxation as low as possible. 

For three decades fro1n the l 950s to tl1e end of the 1970s, Keynesian econo·mics 
fundamentaUy changed the nature of UK fiscal policy. In his General Theory,, 
published in 1936, Maynard Keynes ]egitin1ised the use of fiscal policy as a n1eans 
of n1anaging the level of aggregate de1nand in the eci0111on1y. ln the Keynesian era, 
deficit financing became respectable and part of the neu, Keynesian airthodoxy. 

Hnwever, under Margar1et Thatcher in the 1980s, de.mand managetnent was rejected 
and there was a return to the principles of 'sound finance~, though ba]anced budgets 
·\vere seldon1. achieved. During the free-market revival and the relatively short-Hved 
1nonetarist years of the early 19'80s, there was of course sti11 a fiscal policy but now 
used in a supply-side way to in1prove tl1e econon1y ·s abi1ity to produce. [n these 
years income ta.x rates were cut, not to stimulate aggregate demand but to improve 
p 1ersonal mcenti ves to work harder, save~ invest and be entrepreneuriaL 

In the 1990sJ although de111.and n1anage111.ent policies were reintroduced, tnonetary 
poUcy and not fiscal poHcy w·as us 1ed to influence de1nand, \Vith control of inflation 
as the poUcy objective. Fisca] policy continued t,o be used in a supply-side way and 
also to promote .macroeconomic stability. 

In 2008, there was again. a significant U-turn i.n UK fiscal policy. To try to prevent the 
col]apse of aggregate de1nand from turning the rece_ssion into a de·ep depression . the 
Labour government introduced a fiscal stimu1us to, manage aggregate demand. 
The fiscal stilnulus; which contributed to the growth of a huge budget deficit, 
was abandoned in 2010. This was partly· due to the election of th 1e Conservative­
don1inated CoaHtio1n govern1nent, bul also partly due to the e1nergence of a 
con1plet,ely new problem; lhe sovereign debt problem. F'iscaJ austerity (fiscal 
restrain.tor fiscal consolidation) replaced the fiscal stiit1ulus. ln 2013 fiscal policy 
is no longer used to rnanage aggregate demand. The supply-side elements of fiscal 
policy have once ag,ajn becoine d1orninant and chanc,eHor George Osborne now 
aims for a budget surplus in the next par1iament. 

The structu1re of public f'"nance in the UK 

Taxatiion and other ·sour1ces of 
government revenue 
A tax is a compulsory levy charged by 
governn1ent or by a public authority to pay for 
its expenditure. Ta,. ation is the principal source 
of government r1evenue for 111ost economies. 

KEY TERM 

taxation: compulsory levies 
ch:arged by the government 
to raise revenue. primarily to 
finance government spending. 
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ln the UK ab1out 89% of total taxation is levied by centraJ government ,;vith loca l 
g,overnment taxation (currently the ,council tax and business rates) accounting for 
the remaining 11 % of taxation levied by govern me.nt. 

Pra,gressiv1e, proportionate an,d regressive taxation 
[n a p1·ogres ive tax system,, the proporti,on of a pers,onJs income paid in tax 
increases as income rises, while in a regressive tax systen1 the proporH,on 

paid in tax falls as income increases. A tax is proportionate (a flat lax) if 
exactly the sa1ne proportion of income is paid in tax at aB levels of income. 
Progressivity can be defined for a single tax. or for the tax syste1n as a whole. 

The word progressive is value-neutral,, implying nothing about how the 
revenue raised by the govern1nent is spent. Nevertli1eless, progressive 
taxation has been used by governments" particular]y during the Keynesian 
era to achieve th,e sociaJ airn of a 'fairer' distribution of incoine. But 
pri0gressiv1e taxation cannot by Use]f redistribute inco111e - a po1icy of 
transfers in the governmient's pubHc expenditu re programme is required for 
this. Progressive taxation used on its ov,rn :n1erely reduces post-tax incoine 
differentials co1npared to pre-tax differentials. 

Average and marginal r:ates of income tax 

KEY TERMS 

progressive tax: a tax for 
which the proportion of a 
person's income paid in tax 
rises as 1inoome increases. 

regressive tax: a tax for which 
the proportion of a personj s 
income paid in tax falls as 
income increases. 

proportionate tax or flat tax: 
a tax 'for which tile proportion 
of a. person's income paid in 
tax stays the same as income 
increases. 

For particular taxes such as incon1e tax or inheritance tax, \Ve can identify whether the 
tax is progressive, regressive or proportionate by examining the relationship between 
the average rate at which the tax is levied and the marginal rate. In a progressive 
inconlle tax systen1, the n1arginal tax rate is higher than the average tax rate although 
the average rate, whicb n11easures the proportion of incon1e paid in tax rises as income 
increases. Conv,ersely,, in a regressive income ta.x system, the inargina.l tax is less than 
the average rate, while· the tivo are eiqual in the cas,e 1of a proportironate, tax or flat tax. 

For inconie ttax, the average tax rate is calculated a.s total tax paid divid.ed by total 
income. By c1ontrast, the 1narginal tax rate is calcu]ated as the change in total tax 
p~id divided by the change in total income. 

total tax paid 
averag1e tax rate :;;;; · 

total income 
T 

or~ y 

AT 
or: 

t!Y 
marginal tax rate = change in total tax paid 

change in total income 

As a general rule, the average tax rate indicates the overall burden of the tax upon 
the taxpayer but the marginal rate may significantly afiect e,conomic choice and 
decision rnaking. ]n the case of an incot11e tax, it influences the choice between work 
.nd leisure· when deciding how much labour to supp]y. The marginal rate1 of income, 

tax also influences de1cisions on whether to spend incon1e on conswnption or to, save. 

The principles of taxatio,n 
Taxpayers commonly view aU taxes as 'bad'. in the sense that they do not enjoy 
paying then1, although most realise that taxation is necessary in order to provide 
for the useful goods and services provided by the government. A starting point for 
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analysing and evaluating w hetl1e,r a tax 
is [good' or 'bad' is Adam Smi tl1's four 
principle (or canons) of taxation~ Ada1n 
Smith suggested th .t taxatiion shou]d be 
equitable, econoinical, convenient and 
certain, and to these I n1ay add the canons 
of efficiency and fl1exibility .. A ~good' tax 

KEY TERM 

principle (or ea non) of taxation: 
a criter~on for judging whether a tax 
is a good tax or a bad tax. 

1neets as n1any of these canons as possible,. although because of conflicts and Lrade­
offsJ it is usuaUy iinpossible for a Lax to n1e,et the1n an at the same time. A 'bad' 
tax meets few if any ,of the gui.ding pri.ncip]es of taxatl,on. Economy means a tax 
should be cheap to collect in relation to the revenue it yields. Equity means. a tax 
system should be fair. although there may be different and possibly conflicting 
interpretations of what is fair or equitable. Specifically1 a particular tax should be 
based on the taxpayer's ability to pay. This principle is one of the justifications of 
progressive taxation, since the rich have a greater ability to pay than the poor. A 
tax is efficient if it achieves its desired objective(s) ivith n1inin1un1 undesired side 
effects or unintend,ed consequences. A tax is flexible if it can easily be changed to 
1neet new circumstances. Peop]e n1ust be reasonably certain of the a1nount of tax 
they 1nust pay and the 111ethod of paytnent should be co.nveni.ent to the, taxpa.y1er., 

Pub,li1c expenditure 
The n1easuren1ent of public expenditure is usually restricted to, spending by central 
,governn1ent and ]oca] govern1nent. Tak.en together this is called general government 
ex pendit w·e. 

The n-ieasurement of public spending can also include spending on net investment 
in new capital by nationalised industries. HoweverJ n-iost spending by nationalised 
industries i.s ,excluded on the grounds that it i.s financed by revenue raised from the 
sale of the industries]! 1out_put and is not depende,nt on finance frotn. the taxpayeL 
In any· easel prjvatisation of most of fl1e former nationalised i,ndustries means tl1at 
spending by the few enterprises that reinain in the state sector js very smaU, though 
recent bank nationalisations have eh nged this. 

Perhaps more significant than the absolute totals of public expenditure is the ratio 
of public expendihtre to national inco1ne, which indicates the share of the nation"s 
resou__rces taken by the government Apart from the, periods 1914-18 and 1939-45, 
which saw rapid, but temporary, increases in government spending to pay for 
the First and Second World Wm:s, the twentieth century witnessed a steady but 
rela.tively slo\-\-'" increase in gov1ernn1 nt expenditure f ron1 around 10% to over 40% 
of GDP reaching 46.75% in 1982/83. The rati,o fans in a period of nati1onal prosperity 
but rises r -pidly in ti1nes of recession,, being clos,ely related to what is. happening to 
employment and unemployment In tl1e 2008 recession the ratio peaked at 47.7% in 
the financia] year 2009/10, faUing to 44.4% in 2013/]4. The Coalition governn1enl 
hopes to r1educe the ratio to less than 40% in 2017/18+ 

Spending on social security,, which includes unemp]oy n1ent-related benefits is by far 
the largest single category of public spending~ Before the 2008 recession, the main 
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unemploy1nenL benefit the jobseeker1s allowance (now being 1nerged into universal 
credit) . only arnounted to about 5% of total \\Tel fare benefits~ The inco.me-support 
benefit (also being merged .into universal cred it) claimed by poor families and the 
state pens ion \i\lere much m 1ore .important. When the ec1onomy boo1ms. u nemployment 
falls,, so spending on social security also falls . The reverse is true in a recession. I 
revisit this issue later in the chapter when explaining the cyclical and structural 
con1ponents of the governn1ent"s budget deficit and borrowing require111entJ and the, 
role of auton1atic stabilisers in the economy. 

The ratio of pub1i1c spending to GDP is an accurate n1easure of the share of the nat ion's 
total financial resources under the con11nand of the governnlent. HoweverJ because 
a. large part of government exp,enditure is on transfers, such as the u.nen1ployn1ent­
re]ated benefits just described, it is a misl,eading indicator of the share of national 
output produced by the governn1ent itself. Transfers do n.,ot 1nvolve a ,cla1m by t]1e 

government on national output t or a di\1ersion of resources by the gov,er nment .away 
f r1on1 the private sector. Rather, spending on transfers merely r,edistributes income 
and spending po\Yer from one part of the private sector to another: frotn taxpayers 
to recipients of state benefits and pensions. 

When transfers are excluded j government spending falls from over 40°/o or more of 
1GDP to between only 20 and 30%. This figure is a 1nore accurate measure of the share 
of national output directly commanded by the sta te (and thus unavailable for use in 
the private s,ector) t,o produce the l1ospitals, roads and o,ther goods and services that 
the governn1ent coHectively provides and finances, mosfly out ,of taxation~ 

[n 2013/14, inter1est pay1-nents on the nationa l debt. we·re exp,ected to be £51 billion) 
or nearly 14% of public spending. For a n obvious reason, this Uen1 of pub]ic 
spending increases when interest rates rise. However.. total in terest payments are 
also affrected by the governnr1ent's budgetary position. A budg.et deficit generally 
increases interest payments because it increases the tota l stock of governn1ent debt 
,Conversely, a budget surplus allows the govern1nent to reduce the national debt by 
paying back past borrowing. As a result total interest payments fall. In the early 
2000s" low interest rates and a budget surplus both reduced debt repayments as a 
proportion of public sp,ending and of GDP. By 2005,J hiov.reverJ a budget deficit was 
once again increasing debt .repaymentsJ although to son1e e·x tent this was ,offset by 
interest rates re1nai.ning 1.ow. Fro1n 2008 un.Hl 2013> the govern1nent1's b udget defici t 
grew even large·r. (For more i.nfo1r1nation read Case Study 19.2 late.r in th is chapter 
on the sovereign debt problen1J 

The aims of taxat ion an,d pu·blic spending 
An obvious aim of taxation is to raise the revenue required to finance government 
spending. In ad,d:ition, you learnt when studying microecono1n ics at AS that,, taxes 
and subsidies can be used to alter the relative prices of goods a.nd services in order 
to change consu1nption patt,erns. 

Ultimately, the aiJns of both taxation and public spending depend on the underlying 
philosophy and ideology of the gover n1nent in power. They differ significantly> for 
example , bet\ve,en K,eynesi.an and free-market or su pply-side inspired govern Lnents. 
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Taxes are used to finance 
the provrsion of public 
goods, such as defence, 
police and roads 

I shall divide the ain1s or objectives of public spendi ng a.nd taxation into three 1nain 
categories: allocation., ctistribution and economjc management. 

E.XAM TIIP 

The aims of taxation should not be confused with the principles of taxation, though an aim 
might be to organise the tax system 1in accordance with the principles of taxation as much 
as possible. 

Allocation 
As I have just noted taxes are used to alter relative prices and patt,erns of consun1ption. 
D1e1nerit goods, such as alcohol and tobacco,J are taxed in order to discornage 
consu1nption, whHe 1nerit goods, such as museums, are untaxed and subsidised 
and sometimes directly provided by U1e state. Taxes are also, used to finance the 
provision of public goods such as de.fence> police and roads. A]so, llnder the ' poUuter 
must pay' princ1ple, taxes are used to discourage and reduce the production and 
consu111ption of negative externalities, such as po]lution and congestion. Likewise·, 
subsidies ,are used to encourage the production or provision of external benefits or 
positive externalities. Taxation can be used to deter n1onopoly by taxing monop,oly 
profit through removing d1:e ,vindfaH gain accruing to a monopolist as a result of 
barriers lo e ntry and inelastic supply. 

Distribution 
The price 1nechanism is value-neutral with regard to the equity or social fairness of 
the distributions of inco1ne and wealth resulting, fron1 1narket fo,rces i.n the econotn},., 
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If the g,over n1nent de,cides that the distribution s 1of inco1ne and wealth produced 
by free,-market forc,es are undesirabh~1 taxation and transfers. in its publi.c spending 
pr,ogramlne can be used to modi fy tbese distributions and reduce the alleged market 
failure resulting fr,om inequity~ 

Befiore 1979, ·uK govern1nents of all poHtica[ com.plexions used progressive taxation 
and a policy of transfers of inco1ne to the less weH off in a deliberate aUe1npt -

albeit with limited success - to reduce inequalities in the distribution of inco1ne. 
Governn1ents also extended the provision of merit goods such as free state education 
and healthcare, in order to in1prove the social ,vage of lower-incon1e groups. The 
social wage is the part of a worker's standard of living received as goods and services 
pr1ovided at zero price or as incoine in kind by the state, being f1inatlced col1ectively 
out of taxation. 

Between 1979 and 1997, Conservative governments changed the structure of 
both taxation a.nd public spending to widen rather than reduce inequalities in 
the distributions of jncon1e and ·wealth. The reason for th.is change re]ates to the 
conflict between tu10 oC the principles or canons of taxation T 111entioned earHer: 
equity and efficiency. The Conservatives believed that greater incentives for ~rork 
and enterprise were necessary in order to increase the UK''s g,rowth rate. For free­
rnarket economj s ts and poHticians progressive taxation and transfers to the poor 
meant that people had less incentive to work hard and to engage in entrepreneurial 
risk* M1oreover, the ease with which the poor could claim \\relf are benefits and the 
l,evel at which they \.Vere availabh! created a situation in \V hich the poor rationally 
chose unemployn1ent and state benefits in preference to L,ow \vages and work. In 
this so-,ca]led dependency ,cultur,e, the unwaged were 1effectiv,ely 'marri,ed to the 
state\ but son1e of the poor, obviously not enjoying this marriage, drifted into 
antisocial behaviour, attacking bus shelte·rs and other public property, as weH as 
private]y owned property. 

The Conservatives argued that income tax rates and benefit rates should b,oth be 
reduced. They believed that tax and benefit cuts ·would alter the labour/leisure 
choice in favour of supplying labour, particula.rly for benefit claimants who lack the 
skills necessary for high-paid jo1bs. T'h,ey also believed that to n1ake everyone 
eventuaU y better off, the poor must first be made \Vorsie off. Incr,eased ineq uaUty 
,vas necessary to facilitate, economic growth from wh.ich an \ ould eventually 
benefit Through a trickle· down effec L. the poior ,Nould end up better off in absolute 
terms, but because inequalities had widened they would stHl be re]ativ,ely worse 
off co1npared to the rich. 

After 1997, policy was again reversed, particularly in the late 1990s+ Using 
initiatives such as thie New Deal. ew Labour governn1ents tried to reduce income 
inequalities~ But although the real incorr1es of 111ost of the poor increasedJ income 
inequalities continue to gro\v, largely because high incon1es have grown at a n1.uch 
faster rate than ]ow incon1es. Honr1ever, recent Coalition governn1enl fiscal policy 
has one again \V idened income in.equalities.,, though fe\ver lo iv-income families 
now have to pay income tax. 
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Make sure you don't 
confuse fiscal and 

monetary po1Ucy,, but 
understand the links 
between the tvvo. 



Economic management and fiscal policy 
Everything I have· \~"ritte·n when discussing the a1locative and distributional aims ,of 
taxation and government spending broadly relates to, fiscal policy. However the 
term ·fis,cal policy' is norinally used in relation to the economic 111anagem·ent of the 
econo1ny, usually though not ahvays, at a n1acro leveL 

Before proceeding further I sha]l remind you of the definition of fiscal policy 
previously learnt at AST F" seal policy is used to achieve the govern1nent's econon1ic 
objectives through tbe nse of the fiscal instru1nents of taxation, public spending and 
the goverm11enfs budgetary position. As an economic term, fiscal policy is often 
associated with Keynesian econon1i,c 
theory and policy . .I 11,oted ear Her how, in the 
1950s and 1960s> Keynesian governments 
abandoned the fiscal neutraHty of sound 
finance and balanced budgets; preferring 
an active fiscal policy based on 111anaging 
the tevel of aggregate demand .. 

Ho,vever it is Inisleading to associate fiscal 
policy exclusively '1Vith Keynesianisnir. 
Until recently, 'the Keynesian fiscal policy 
implemented in the UK in the thre,e 
decades before ] 979 was replaceti by a 
very dif f,erent supp]y-sid·e fiscal po Hey. l 
shall now exp]ain fi rst Key n sian fiscal 
policy and then supply-side fi cal policy. 

Keynes.ian fiscal policy 

KEY TERMS 

f iscal po Hey: the use of government 
spending. taxation and the 

government's budgetary positton 
to achieve, the government's policy 

objectives. 

Keynesian fiscal policy: policy used 
to manag·e aggregate demand, named 
after John Maynard Keynes. 

supply-side fiscal policy: po.llcy 
used to increase personaJ ~ ncf:lntives~ 
favoured by firee-market economists. 

During the Keynesian era fisca] policy took on a meaning more narroih., and specific 
than the rather general definition I gave earlier. In the Keynesian era, fiscal policy 
canlle to mean th e use of the overaU levels of public spending, taxation and the 
budget deficit to manage the level of aggregate d.en1and in the econo1ny. The ain1 
was to achieve fuU employrnent and to stabilise the economic cycle, without at the 
same time creating excessive inflationary pressures. Keynesian fiscal policy \~as 
irnple1nented with varying degr1ees of su cciess in the decades befo,re 1979 .. Some of 
the Keynesia.n views \Yhich striongJy influenced fiscal p,olicy at the thne were: 
• Left to, itselt an unregulated 1narket econo1ny resu]ts in unnecessarily low 

economic growth, high une1nployment and volatile business cycles. 
• A lack of aggregate den1and, caused by a tendency for the· privat,e sector to save too 

much and invest too little, can 1nean that the ,econo1ny settles into an under-{ ull 
e1nplo,yment ,eq uilibriu111 characterised by demand-deficient unen1ploy1nent. 

• By deUberate deficit financing .. the governtnent canJ using fiscal policy as a 
d n1.and manag,em,ent instrutn,ent, inje·c t demand and sp,ending po,wer into the 
economy t,o eHmi nate, deficient demand and achieve ful] employment. 

• Having achieved fun employment, the governn1enl ca.n th en use fiscal policy in 
a discretionary way fthat isj changing, tax rates and ]evels of public spending to 
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meet new circu1nstances) to fine-tune the level of aggregate de.man.d. For 1n uch 
of the Keynesian era,, governments be]lit~ved that fiscal policy cou ld achieve fuH 
employment and stabilise the economic cycle, while avoid ing a.n unacceptable 
increase jn the rate of in n ation~ 

• The overall stance 0 1f fiscal policy and, indeed, of economic policy in general, was 
orientated towards the den1,and side of the economy. The 1n ore m icroeconon1ic 
elen1ents of fis,ca1 policy:, such as tra nsfers to industry, were aimed at in1proving: 
economic performance on U1e supply sid,e. But on the whole, supply-side fiscal 
policy was treated as subordinat,e to the macroeconomic man age1n e11t of aggr1egate 
delnand. and to the assumption that out put would respond to den1a.nd stimulation. 
In any case the, micr oeconomic ,elements of Keynesian fiscal policy were genera Hy 
interven tion ist rath er than non-interven tionist ex tend ing rath er th a n reducing the 

state~s role in the mixed economy. 
• Central to Keynesian fiscal poJicy was the assumption that the government 

spending multiplier has a high value. At this stage you should refer back to 
Chapter 15 and refresh your knowledge of the nationa] income multiplier in the 
context of shifts of the economy's aggregate den1and curve. If the nat ional 
inco1ne 1nultiplier is large with respect to r ,eaJ outputJ for example 8, an increase 
in governm.ent spending of £10 billion increases aggregate den1and and n1011iey 

national in come· by 1.80 biHio.n* A large 1nulHplier m.eans that changing the 
levels of government spending, t xation 1nd the budget deficit {or surplus) can 
be extremely effective in managing aggregate demand. Ho,vever for the reasons 
explained jn Chapter 15"' rea]-world governn1ent spending multipliers are sn1aU, 
not sign[ficantly dif feren.t fro1n unity (1). 

The goverinment,s budgetary posiition 
Using the symbols G for government spending and T for taxation and other sou rces 
of revenue'.I the three possible budgetary posit i.ons of the governmen.t (and of th e 
whole of th e public sector) are! 

KEY TERMS 

IEXAM 'TIP 

Students often define 
fiscal poltcy too 
narrowly, simp!y in 
terms of Keynesian 
fiscal policy and 

demand management. 

G = T (baJanc d budg tJ 

G > T (budg t deficit) 

G < T (budg t u1·plus) 

A go rnme nl budget deficit occurs when public spending exceeds 
revenue fro1n taxation and other sources of revenue. A budget deJicit 
can be eliminated by cutting p ublic spen djng or rai.sin g taxaHon 1 

bo1th of wl ich can balance thie bu dget or move the budget in to su rplus. 
Hr0v,.rever~ assuming that a deficit persists~ the exten t to which 
spending exceeds revenue must be financed by public sector 
bo,rrowing,~ The Treasury has used various official tern1s for public 
sector borrowing; including the public secto1· net ca s,h re,qui rement 
(PSNCR) and public sector ne t bor:rowing (PS · B). However, because 
the Treasury fr,eque.nUy changes its official terminology, the n1ost 
important thing to learn is that public sector borrowing represents 
' the other side of the coin' to the budget deficit. W]1enever there is a 

bala need budget: total government 

spending equats 1otal government 
revenue in a particular time period. 
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budget deficit: total government 
spending exceeds total governm,ent 

revenue in a parti:cular time period. 

budget surplus: total gov,emment 
spending js fess than 1otal government 
raven ue in a particular time period. 

government budget: total 

government spending minus total 
government revenue in a particular 
Urns period. e.g . a year. 



·budget deficit there is a positive borro 1ing 
r qui1· menL Con versely,. a budget surplus 
means that the go,v,erntn.ent can use the tax 
revenues that it is oat spending to repay 
previous borrowing. In this ,case, the 
borro,ving requirement is negative. 

KEY TERM 

borrowing requirement! the amount 
the government or public sector must 
borrow to finance a budget deficit. 

Sound finance and balanced budgets 
,,he passage befow is an extract from a budget speech 
delivered by Conservatwe chancellor Nigel Lawson 
during a period known as 1he ·Lawson boom·. The 
budg,et followed nearly 16 years of economic growth. 
During these years the public financ-es moved ·from deficit 
into surplus. Margaret Thatcher. the prime minister. 
hoped that the budget would remain in ba~ance or in 
surplus and tha1 budget deficits were a thing1 of the past. 
This was not to be. The severe recession that foHowed 
the Lawson boom in the, early 1990s I eel to the return of 
a budg.et defjciit. Thatcher probably hadn't understood 

the cyclical nature of budget surpluses and deficits. 

At one time, It was regarded as the halrmark of ,good 

government to maintain a ba1 anced budget; to ensure 

tnat government spending was fuUy flna need by revenues 
from taxatfon. w.1h no need for government borrow-ing. 

Over the years, this simple and beneficent ru le was 

increasingly disregarded. Profligacy not only brought 
economic d isaster and the national humiliatton of a ball out 

by the IMF; it also adclad massively to tha burden of debt 

interest. not merery now but for a generation to come. 

Thus, one of our main objectives, when we first took 
office in 1 Q,79. was to bring down government borrowing. 

F,olllow- up questions 
1 Explain 1he meaning of a balanced budget. 

In 1987-881 the year now endh1g! we are set to secure 
something prev~ous,y achieved on~ on one lsotated 

occasion sinoe the beginning of the. 1950s: a balanced 

budget. 

Indeed, we have gone even further. It looks as ff t he final 

outtum for 1987-88 wm be a budget surplus of £3 bill ion. 

Instead of a PSBR~ a PSDR: not a public sector bo rr:ow~ng 

requiremen1, but a public sector debt repayment. 

some two 1hlrrds of this substantial undershoot of the 
PSBR I set at the time 0 1f I a.st year's 8 udget i,s the result 

of t he increased tax revenues that have flowed from a 

buoyant economy; white the remaining thftd ts due 

to lower than expected public expenditure. again the 

outoo me of a buoyant economy: tess in 'benefits for the 

unemployed. 

A balanc,ad budget Is a valuable d~oipline for the 

medium term~ 1t represents secu,r:ity for the present and 

an investment for the future. Having achieved lti I ~ntend 

to stlc'k to It rn other words. henceforth a zero PSBR wm 
be the norm. This provides a clear and simple rule, with, a 

good hlstorfcal pedigree. 

So1Jrce: Nigel Lawsoo 's budget speech. 15 Maltl'I 1988 

2 Relate the two tenns PSBR and PSDR to the sta1Je of the public finances. 
3 ·Research the changes that have taken place in the state of the public flnances fro·m 1988 to the present day, In 

which years was there a budget surpJus? How has the 2008 recession and subsequent recovery affected the pubJ1ic 
finances? 

Automatic stabilisers 
The pr,evious s,ections mjght indicate that the· fiscal poHcy choice racing a govern ment 
lies between Keynesian-style discretionary demand lllanagemenl and balancing the 
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budget as advocated by many supply-side 1econo1nists. But jn reality, tbere 
is an alternative approach that Ues between these extremes,, in which a 
government bases fiscal poHcy on the operation of auton1atic stabilisers. 
These dampen or reduc,e the multiplier effects resulting from an y change in 
aggregate detnand ,vithin the econoiny. 

Suppose, for exan1ple, that a collapse of confidence or expor t orders 
causes aggregate den1and to fall. ational income then also begins to faU., 
decUning by the initia 1 f aU in den1and+ But as national income fans and 
unernployn1ent rises1 demand-led pu.blic spending on unen1ploym1ent pay 

KEY' TERM 

automatic stabiliser; a factor 
that changes in such a way 
as to automaticaJly stabilise 
aggregate demand and the 
economic cycle. ExampJes 

are progressive taxation and 
unemp1oyment benefits. 

and welfare benefits als10 rises. If the income tax syste111 is progressive> the 
govern1nent1's tax revenues faH fas ter than national incom,e. In this \Vay increased 
public spending on traJ1sfers and declining tax re·venues inject de1nand back into 
the economy then~by stabilising and dan1pening tbe deflationary .impact of Ul,e 
initial fa]l in aggregate demand, and reducing the overaH size of the contractionary 
multiplier eJ f ec t. 

Auton1atic stabHisers a lso operate in the opposite direction to dampen the 
expansionary effect of an increase in aggregate demand~ As incon1-es and 
e1nployment rise,. the take-up of 1neans-tested \velfa.re benefits and unen1plioy1nent­
re1ated benefits auton1alically f allsJ while at the san1e tin1e tax revenues rise faster 
than incon--ie. By taking demand out of the econon1y and reducing the size of the 
expansionary n1uitiplier., automatic stabiU.sers reduce overheating tn the boon1 
phase of the economic cycle. 

It is now widely agreed that automatic stabilisers such as progressive ta.xation and 
incom1e-related transfers contributed to milder economic cycles expe,rienced by the· 
UK prior to 1979 at least. Before the Second World War) economic cycl1es - or trade 
cycles, as they were then known - were 111uch n1ore volatUe, displaying greater 
fluctuations between boom and slump than in the years between the Second Wodd 
War and ]979~ Keynesians claimed that recent relatively 1nild economic cycles prior 
to 1979 ,vere evtdence of the success of Keynesian den1and management policies in 
stabilising cyclical fluctuations. 

Ho\vever, the econo1nic cycle was relatively n1ild both in the, UK and in countries 
sucb as Ger1nany,, whtch did not usie fiscal perlicy to ]nanage aggregate demand 
in a discreUonary way. This suggests that the auto1natic stabHisers of progressive 
taxaUon and the safety net provided by welfar1e benefits for the poor - both of 
,vhich 1,vere introduced widely in western indus trialised econo1nies after 1945 -
\Vere more significant than discretionary fiscal policy in reducing fluctuations in 
the economic cyc]e. Either way, economists now generaHy agree that a deficit shollld 
grow in the downswing of the economic cycle,. provided the deficit is matched by a 
surplus in the subsequent upsvving. Ther1e is some doubt however~ as to whether the 

chancellor George 0 1sborne accepted this view when taking drastic action to cut the 
budget deficit in the depressed UK econo1ny in 2010 and 2011. 
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The cyclical a.nd the ·structural] bu 1dget d,efi1cit an,d borr,owing 
requir,ement 
To understand fully the ]ink s between the governn1ent>s budgetary position and the 
\v-ider eco11on1y, it is useful to distinguish between the· ,cyclical and the structura] 
con1ponents of th e budget deficit and borrowing requ[ren1ent. As the previous 
paragraphs indicateJ the cyclical b odget deficit is the part of the overall budget 
deficit that rises and falls with Lhe do,wnswings and upslvings of Lhe e·cononlic 
cycle as auto1natic stabilisers ki,ck .in . ln the downs\~.ring of tbe economic cycle~ tax 
revenues faU but pubHc spending on unemploylnent and paiverty-r, lated weHare 
benefits increases. As , result, the governmenfs finances dete.riorale. Conversely 
in th e recovery and boom periods, tax revenues rise and spending on benefits 
faHs. 

If aU the growth of the budget deficit and the related borrowing requiren1ent ·were 
cyclical, the problem of a growing budget deficit would disappear when ,economic 
growth occurredJ providing growth was sufficiently buoyant and sustained. But this 
does not happen if the cyclic a 1 changes are overridden by n1ore power! ul structura.] 
changes operating in tl1e reverse direction. As the nan1e suggestsJ growth in the 
.stractural component ,of the budget d.·eficit and borrowing require1nent relat,es to 
the changing structure of the UK economy. In recent y,ea rs, a nu1n.ber of factors and 
trends, ranging from deindustrialisation and globalisation eroding the tax base 
via tJ,e t11ovemen'l of industries to eastern Europe a nd Asia, through to an ageing 

popul hon and the growth of single-parent f imilies dependent on welfare benefitsi 
have contributed to the growth o,f the structural budget deficit. 

The growing structural deficit carries the rather dispiriting mess.age that a government 
that seriously wishes to impr,ove pub] ic sector finances will need to introduce 
significant tax increases or public spending cutsJ or po1ssib]y both. 

Using ADfAS 1diagrams to illlustirate· !Keynesian ,and supp,ly-sidle 
fiscal p1ol icy 
I sha]] first remind you of th.e aggr,egate demand ,equation or identity you ]ea.rnt 

\vhen studying Unit 2 last year: 

AD .=C+l+G+(X- M) 

Gover11nJent spending (1G) is one of the 
co1nponents of aggregate deru.and. An 
increase in government spiending and/or 
a ,cut in taxation increases lhe size of the 
budget deficit (ior reduces the size, oI the 
budget surplus). Either way; an injection 
into the· circular now of income occurs 
and the effect on aggregate demand is 

. 
expansionary. 

Figure 19.1 illustrates the effect of such an 
expansionary or reflationary fiscal po] icy. 

IPnce 
level 

0 

LRAS 

y.1 y2 YFe Real na1tional 
ilncomeor 

nadonal 10U1put 

Figure 19.1 Keynesian or demand-side fiscal policy 
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l nitially, with the aggregate demand curve in pos1t1on AD1 macroecono1nic 
equiHbrium o,ccurs at point X. Real incon1e or output is yi, and the price level is P1. 

To eliminate the demand-deficient un,employment) t]le go,v1ern.ment increases the 
b udget deficit by .raising lhe level of govern1nent s.pending and/or by cu tting taxes. 
The ex.pansion,1.ry fL cal policy shifts the· AD curve to the right from AD1 to AD2, 

and the economy n1oves to a new macro,econon1ic equHibriu1n at point Z. 

HoiArever, the extent to which expansionary fiscal policy reflates real output (in 
this case from y1 to y2) or creates excess demand that leads to den1and-pu]l 
inflation (in this case an increase in the price level from P1 to P2t depends on the 
shape of the AS curve_ .. which in turn depends on ho,v close the econo1ny was to 
full e1nploy1nent. The nearer the e·cono1n.y gets lo full employment,, the gni?at,er the 
inflationary effect of expansionary fiscal policy and the· s1naUe.r the reflationa.ry 
e.f:fe,ct. Ouc1e the fuH- 1employ1nent level of real incom,e is reached on the long-run 
aggregale supply curve at YFE a further increase in governm.ent spending or a. tax 
cut inflates. the price level. l n this situation real output ea n not grow (except 

possibly ternporarily}. because there is no spare capacity. The econon1y is 
producing on its production possibility frontier. 

KEY TERMS 

EXAM TIIP 

Ma~e sure you don't 
confuse demand-side 
and supply-side fiscal 
policy:, but can analyse 
both using AD/AS 
diagrams. 

Figure 19~1 can be adapted to illustrate the ef feet of a contr clionary 
(deflationary) iisc J policy* In this case a cut in governn1ent 
spending and/or an increase in taxation shi fts the AD curve to the 
left. The extent to which tlle den1and deflation results in the price 
l1eve] or real inco1ne faHing once again depends on the shape and 
slope of the SRAS curve. 

expansionary fiscal policy: uses fiscal 
policy to increase aggregate demand and 
to shift the AD curve to ttie right. 

Along with other supply-side policies., which. I mentio,n briefly later 
in this ch apter. su pply~side fiscal policy is used to try and shift the 
economy's long-run aggregate supply (LRAS) curve to the right, 
thereby increasing the economy's potential level of output. The 
effect of successful supply-side fiscal policy on the LRAS curve 
is shown in Figure 19.2. (Note that an outward moven1ent of the 
e,cono1ny 's production possibility frontier can .also illustrate the 
intended effect of supply-side policies.) 

Crowding o,ut 
Many supp]y-side economists beUevre that government spending 
and taxati,on crowds out private sector spending and output. There 
are two forms of cro\Vding out: .resource crov,ding out .a.nd fi na ncial 
crowding out 

R,es,ource crowding, out is associated \\1 i'lh two b 1sic econo.mic 
conc,epts: scarcity and opportunity cost+ Because it is in1prossible to 
employ real resources si n1ultaneously in both the private and public 
sectors,, the opportunity cost of en1ploying n1ore capital and labour 
in the public sector inevitably involves sacrificing the opportunity 
to use tbe same resources in private en1ployment. 
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contractionary fiscal policy: uses 
fiscal policy to decrease aggregate 

demand and to shift '&ie AD curve to the 
left. 

cro ding out: a process through which 
private sector spending and out put ts 
displaced by the growth of public sector 
spending and output 

Price · 
leve1 

0 

LRAS1 

Real 
national 
o~put 

•g ure 9. The intended effect of supply-side 
fiscaf policy 



Financial cro,vding out results from t11e inethod of financing an increase in public 
spending., As I have rex.plained public spending can hie financed by taxation or 
borro,ving. Taxation obviously reduces the spending power of the private individuaJs 
and. firms paying the taxes. Note, however that if extra tax revenues paid by hjgh 
incon1e earners with a relatively low marginal propensity to c-onsu1ne are transfe,rred 
as ,velfare benefits to poorer peop[e with higher mar,ginal propensities to consun1ej 
higher taxation n1ay increase private sector spending]l although at the probable cost 
of reduced personal i.ncenti ves. 

However suppose, for example that the govern1nent increases public spending 
by .£40 bHJionJI financing the resulting budget deficit with a sale of new gHt­
edged seclllrities (giHsl on the capital 1narket. In. ord,er to persuade insurance 
con1panies, pension funds and the other financial institutions in tl1te market 
for gi Its co buy the extra debt, the guaranteed annual interest rate off,en:~d on 
ne\\1 gilt is.sues inust increase~ But the resulting general r is,e in i.nterest .rates 
makes it more expensive for firms to borrow and to raise capital. Private sector 
inv,es tment thus falls. 

Resource cro,wding out versus Keynesi,an crowding1 in 
Resource crowding out assu1Ties full emp[oyn1ent of all resources including labour. 
But when spare ea.pa.city and une1nployed labour exist in the econo1ny:, increased 
public spending does not nec,essarHy reduce the private sect,or's use of resources. 
Instead, by using previo,usly idle resourc,es,. increased govern1nent spendtng 
1nerely takes up the slack in the economy .. Indeed, \Vith unemp]oyed reso,urces, 
incre-a.sed public spending financed by a budget deficit .1nay> via the multipHer 
process I explained in Chapter lS1 stim.u]ate or cnowd in the private sector. For 
example increased spending on a public works r,oad-building pro grain me· creates 
orders for private sector construction firms that through their o,~;,rn spending in 
the subsequenl stages of the 111ultipher process, g.enerate further business for the 
private· sector. 

Resource cro\vding out and Keynesian crowding in are illustrated in panel (a) 
of Figur,e 19.3. The production possibility frontier drawn in the diagram sho\vs 
maximu1n levels of output that can be produced with various combinations 
of puhHc sector and private secto,r spending and output. Assuming there is 
fu.U employ1nenl and the economy js initially at point A, an increase in public 
sector spending fro1n Pu1 to Pu2 cro\.vds ouL or displaces private sector spending, 
,vhich faUs from Pr1 to Pr2~ shown at point B. Thie size of the multiplier vtith 
respect to real output is therefore zero .. [ ndeedj extren1e free -111.arket econo111ists 
go furlher, arguing that the 111u]tipli,er n1ay be negative because in their vtew., 
~\veaHh-consuming' public se-ctor spending displaces ·'wealth-creating' private 
se,c tor spending, thereby sh.i f ting inward the economy's production possibility 
frontier. In the extre1ne this argument is rather sil]y, si.nce :it hnplies that all 
_private sector spending> such , s gambling> .is '\vealth-prod.ucing', while all public 
sector spending, for examp]e on roads or hospitals is 'weaUh-consumjng' or 
unproductive. 

AOA A2 Economics 



Fiscal poliicy and supply-side poHcy 

Keynesians agr,ee that crowding o,ut occurs if the econo1ny is initially fully 
e1nployed w·ith. .no, spare capa.city. But suppoS,e that to begin with the economy is 
producing inside the fronti,er) at a point such as C in panel (a) of Figure 19.3 . In 
this situation,. cro,\vding in rather than crowding out m.ay occur. An increase in 
public spending from C to D stimulates private sector output, which is shown by 
the 1nove1nent along the horizontal arrow from D to pojnt Eon the production 
possibility frontier. If the siz·e of the n1ult iplier exceeds unity (1) n1ost of the 
increase in output takes place in the private sector ratl1er than .in the public sector. 
The initial increase in governn1e11t spendling sti.1nulales ra the.r than d isp]aces t11e 
private sector. 

Whether an increase in public sector spending cro,r\rds out or cro,.vds in fl1e 
private s,ect,or shouldl depend on w hether th,e economy is .initiaUy ,an its pro,duction 
possibility frontier,. at a position such as A,. o,r insid,e the frontier , such as at C. 
Keynesians .argue, that the size of u11iemploym1ent indicates wh.ether or not the 
e,cono1ny is on or inside the production possibility frontier; and that in periods 
of recession, the econon1y "is definitely inside its frontier. Free ~market ,economists 
respond by arguing that une1np]oym,ent figures provide a misleading indicator 
of whether the econoin1y is on its production possibility frontier. The correct 
indicator is the existence of spare a.nd compietitive capacity capable of producing 
goods and services of a quaHty that pe,ople actuaUy want. According, to this 
vie\\, increased pu bUc spiendj n.g can crowd out the private sector even when 
unemplo,yment is high. ff the required supply-side production capacity is not 
i.n pl. ce to respond to the stimulus of extra government spending, ithe economy 
behaves 'as if, it j s fully employed. 

{a) ,crowding out and crowding in 
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ig ure 19.3 Crowding out and crowding int and expansionary fiscal contractronism 

Ex1pansii,on.ary fis1cal 1contractionis,m 
Panel (b) of Figure 19.3 illustrat,es ho,rv chancellor George 10sborne in1plernented 
fiscal poUcy after M·ay 2010. Osborne beUeved that seve·re cuts in governm,ent 
spending would free resour,ces for the private sector to, use~ and that the private 
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sector would mak1e b 1etter use of these riesources than the governn1ent. If this is the 
case 1' \.\rorker.s who lose their jobs in the public sector hrunediately become employed 
mo,r.e productively tn the pri vat,e sector. This view of how fiscal policy should 
operate has been caned expansionary f iscal con tractionisn1. Needless to say, many 
econo1nists don't a,ccept Osborne>s idea of how the economy works. Christina Romer 
at the University of Ca]ifornia con1n1ented: 

0 1espite what I feel is overwhelming and compeHing evidence rthat fiscal stimulus 
is expansionary. and fiscal contractio11 is, we]t contracUonary~ tnany poHUcians 
claiin the opposite is true . ... But even 111ore striking are the number who assert 
forcefully Lhat fiscal aust,erUy - geUjng ithe budget de1ficit down i mn1ediately -

would be good for une1nployn1ent and grov..1th. 

The ~iink b·etween fiscal p,olicy and mo1netary policy 
Recent UK gov1ernn1ents [and the Bank of England) have reahs1ed that] because 
monetary and fiscal policy are interdependent rather than independent of each othier., 
the sucoess of n1onetary po]icy depends on the fiscal policy implemented by the 
Treasur1r. As I have explained) whenever the Treasury runs a budget deficit the 
government has to borrow to finance the difference bet\~een spending and revenue~ 
Converse]y, a budget surplus enables repayn1ent of past borrowing and a fall in the 
national debt. 

The go1v 1ernment borrovvs in two n--iain ·ways: by selling short~dtated debt or 'Treasury 
bills and by borrowing long ter1n by selling governinent bonds or gilt-,edged 
securitiesJ comn1on]y known as gilts. New issues of gilts are largely sold to non­
bank finan,ciai institutions such as pension funds and insurance co1npanies. To 
p 1ersuade these institutions to .financ1e a growing budget deficit, the· govern1nent may 
have to raise· l1le r.ate of interest offe·red on new gHt issues. Ho,~ever,, higher inte1rest 
rates discourage investment in capital goods by private sect.or firms. This is the 
financia] crowding out process I referred to ea rHer~ 

Sup,plly-side fisc:a! polli,cy 
Fiscal policy is a major element, perh.aps ,even the don1inant element, of supply-side 
policy. Thre,e n1ain features of supply-sid1e fiscal poHcy l1ave be,en: 
• Abandoning the use of taxation and public spending as discretionary instrw-nents 

of den1and management. Supply-siders argue that using fiscal policy to stilnulate 
or reflate aggregate demand to, achieve· g.rovl th an.d ful] e.mp]oy1nent i.s .in the 
J.ong run at best ineffe,ctJve and at 1.,vorst damaging. T1h1ey argue that any growth 
of output and emp]oyinent resuhing from. an expans[onary fisca.[ policy is 

t best short-Hved and that in the long term the main effect of such a policy is 
inflation which quickly destroys the conditions necessary for satisfactory market 
performance and wealth creation. 

• Adopting 1nedium-ter1u policy ' rules' (in place of demand n1anagement) to reduce 
public spendi11g, taxation and gover111nent borrowing as proportions of national 
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output. In 20]0J, chanc,ell,or ,George Osb.orne introduced two n1edium-term fiscal 
rules. These w,ere the deficit rule and the debt rule \Ar hich I explain later in tl1is 
chapter.. 

• Using fiscal policy in a microeconomic \!\ray to create supply-side incentives 
in the econo1ny. Supply-side influenced governments subordinat,ed the more 
macroeconon1ic ,elen1ents of fiscal policy, which wer,e dominant during the 
Keynesian eraJ to a much 111ore miieroecono1nic fiscal poHcyJ intended to con1bine· 
an overall reduction in the ]eve ls of 'taxati.on and public spending with tl1e creatio11 
of incentives aimed at iinproving econo1nic perfor1nance on the supply side ,of t h_,e, 
e,cono]ny. 

!Furthermore, the macroecono1nic elemnents of fiscal policy becam,e subservient to 
the needs of monetary· p,oli1cy. Control over public spending and borrowing was seen 
as a precondition f,or su,ccessful control of monetary growth and inflation., Again, [ 
explain th.is later in the chapter. 

CASE STUD1Y 19.2 

he sovereign debt problem 
'Whtie exam questions wi1II not requir1e you to know about 

sovereign debt; your understanding of current economic 
pr,ablems will be weak and superficial if you don't know 
what sovereign debt is, andl its impHcations for eoono1mic 
po,licy. Sovereign debt does not refer to the amount of 
money the Queen has borriowed (though when the 1Queen. 
Mother died at the ag'e .of 101 in 2002~ she allegedly left 
debts of £7 million for UK taxpayers to pay). l nstead. 
soversign debt is the part of the national debt that is the 

debt of UK central government. (StriotJy. sovereign debt 
is the part of the national debt owined outside the UK.) 
In contrast to the annual central ,government borrowing 

requirement, which is the flow of net new borrowing which 
finances the g'overnment's budget deficit, the national 
debt is the accu1mu lated stock of pest borrowing whlch 
1he ,government has not paid back. In 2013 . the natfonar 
d.eb1 stock was estimat,ed to be around £1.6 trillion~ while 
th,s, flow of central government borrowing in financial year 

2012/13 was approximatelly £120 billion ~gnormng, the effect 
of r,evenue received trom one-off events). 

Follow ... up questions 

So V+Jhy does the si~e of sovereign debt create problems 

for UK economic polfcy? SeveraJ decades ago~ UK 
governments financed budget deficits largely by borrowing 
tom their ,own ojtizens. This ,is no longer the case. These days, 
1muoh UK government borrowing· takes place ·On intemaUonaJ 
finanoiaJ markets. Large UK budget deficits and borrauving 
requirements, together with the additional borrow.ng that has 
to take place to renew or 'roa over the nattonaJ1 debt, require 
the rest of the world to fend huge amounts of money to the 
UK government. In this situation, international financiers may 
lbe reluctant to lend to Britain~ except at ever-hig'her interest 
rates which the country cannot afford. 

Overseas !enders are also influenced by the credit 
rating granted to UK government borrowing by credit­
rating agenctes such as Standard and Poor's and Moody's. 
Before 20131 the UK government enjoyed' a 'Triple AJ rating, 
which indicated "that overseas .investors had a high degree 
of confidence i 11 the government's ability to repay its debt. 
However, in February 2013, Moocty'·s cut the UK's rating 

from AAA. to Aa1 on the ground that UK growth would 
•remain sluggish over the next few years•. 

1 To what extent if ,any;! has the removal of the UK's ~Tripfe A' rating affected the UK government's ability to borrow? 
2 Do you agree that the emergence· of the sovereign debt problem has been the sole cause of chancellor George 

Osbomets fiscal austerity prog1ramme? Justify your answer. 
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Figure 9. Compar1ng mone·tary 
policy and supply-side fis.cal policy on 
a flow-Hne diagram 
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The 110\v chart I lilave set out in Figure 19.4 aUows us to compare importanl aspects 

o( monetary po]icy and supply-side fiscal poHcy. 

The left-hand side of the flow chart shows the instruments and objectives ,of 
monetary policy. The, monetary policy How-lines assu1n,e that contriol of inflaLjon 
is the principal nl'onetary policy objective. However, even if this is true~ control ,of 
inflation is best viewed as a penulti1nate policy objective sinc,e in1proving 1ecoinomic 
\velfar1e (sho,wn at the top of the flow chart) shou]d be regard,ed .as the true ultimate 
policy objective. The two 1nonetary policy instrun1ents on the flo,v chart a.re Bank 
Rate and quantitative easing. At th.is stag.e, you 111ighl refer back to Cl1apter 18 to 
re111ind yourself of how tnonetary policy \\rorks and of the fact that recent tnonetary 
_policy has focused more on stimulating recovery from recession rather than on 
contro1Hng inflation. Remember also that. monetary policy and not fiscal policy is 

used to n1a nage aggregate den1and though 3JS I have noted, fisca l poHcy ,vas used to 
manage demand in the 2008-10 fiscal stimulus. 

The macroeconon1ic element of supply-side fiscal policy fo1cuses not on 
den1and n1anagen1ent but on creating conditions of 1"J1acroecono,n"1ic stability. 
Macroeconomic stability , which is a rath e·r vague tern1, can be taken to1 mean 
a national economy in which the macroeconomic environment is conducive 
to sustained growth and attaining other objectives such as a stable price leve] 
and lo,v unempJoyn1ent. Supply-side econo1nists believe· that a. prerequisit,e for 
macroeconomic stability is a r ,educ'tio n in the size .of the pub] ire sector so as to free 

resources for the private sector to use. (See my earJier description of expansionary 
fiscal contractionism.) By contrast the microeconomic e]ement of fiscal policy 
ain1s at creating the personal incentives deemed necessary to create con1petitive 
and efficient 1narkets. 
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The Laffer curve KEY TERM 
Supply-side ,econam[sts beHev,e that high rates of income tax and the 
overall burden nn taxpayers create djs incenlives th at> by reducing 

national income as taxation increases, also reduce the govern111ent's tota l 
tax revenue~ This effect is iHustrated by the Laffer curve in Figure 19.5. 

Laffer 1c urve: shows tax 
revenue first rising and then 
falling as tax rates ,increase. 

The Laffer curve is na111,ed a her the leading supply-side 
econo111ist:a Arthur Laffer. Laffer's curve shows ho\iV the 
govern111ent s total tax revenue changes as the average 
tax rate increases fron1 0% to 100%. Tax revenue n1ust 

be zero when the average tax .ra~ is 0%, but tl1e 
diagra1n also sh,ows that total tax revenue is again zer,o 
\,vhen the tax rate is 100%. With the average tax rate set 
a.t 100%, aU jncome must be paid as tax lo the 
government. In th is situation, there is no incentive to 

pr,oduce output other than for subsistence> so wi'th no 
output produced]' the government ends up collecting no 
tax revenue. 

Total tax 
revenue 

Tax revenue 
irnaxi 1111 i sed 

0 

Figure 9.r: The Latfor curve 

EXAM TIP' 

50 100 
Averag,e tax rate, 

covering all taxes(%) 

Bet1Are,en the Hnuting tax rates of 0% and 100%, the 
Laffer curve shows tax revenue first r ising and then 
fa11ing as the average rate of taxation increases. Tax 
rev,enue is maximised at the highest poin t on the Laffer 
curve, wh1ch in Fig ur,e 19.5 occurs at an average tax rate 
(for all ta.xes) of 50% . Beyond this point,, any further 
increase in the average tax rate becomes counter-

While the Laffer curve is not mentioned in the Unjt 4 
specific-ation ~ it is very useful when discussing the 
incentive and disincentive effects of taxation. 

pr1oductive, causing totaJ tax revenue to falt 

Supply-side economis'Ls argue that the incr1ease, in the tax burden in the Keynesia n 
era., needled to finance the gro\ving size of the governn1,ent and public s,ectorsJ raised 
the average tax rate to,vards or beyond the critical point ,on the Laffer curve at which 
tax revenue is maximised. As noted ,. in this situation any fu rther tax increase ]1as 
the perverse ef f;ect of reducing the govern111ent1s total tax revenu e. This n1eans that if 
the government ·wishes to increase total tax r evenuejl it 1nust cut tax rates rat her fl1an 
increasie them. A re duction in tax rates c.re,a tes. the inc,entives ne·eded to stimulat,e 
economic gro\vth . Faster ,gro\.vth means that total tax rrevenu.e increases despite the 
fact that tax rates are lo\-ve.r. Arguab1y, the effect is reinforced by a decline in tax 
evasion and avoidanoe, as the incentive to engage in these activities reduces at lov,er 
margina] tax rates+ 

The Office for Budgetary Respo·nsibillty (OBR) 
10n coining into of flee in 1997, tl1e then Labour government ]nade th e Bank of 
England operaUonaHy independent fron1 the Treasury. Over the next few years, 
many poUticians, and economists argued t.h at fiscal policy shou]d b e 'treated in a 
sin1ilar way. Although this has not happened (the Treasury remai ns firmly in cont rol 
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of fiscal policy), in 2010 George O·sborne, the in coming Conservative chanceUor1 

creat1ed the Office f10,r Budget Respons ibility (OBR) tn provide independent analysis 
of the UK 1s pub] ic sector fina nces. The OBR produces forecas ts for the economy and 
p ublic fi na nces. The Treasu ry still produces the b ulk of the forecasting. But instead 
of the chanceHor 1naking judgen1ents based on these data.1 the OBR rules on whetl1,er 
the govern1n enfs policy has a better than 50% chance of meeting fiscal targetsT 
(Cynics say tbat the OBR's n1ain fu nction is to act as a pane] of expert econo1J1ists 
\Vhom the chancellor can blan1e 'when things go ivrong'). 

An1ongst its oth er functions:, the OBR judges progress b eing n1a.de toward achieving 
the two fiscal rules vvhich the governn1ent aitns to 1neet in the medium tern1., i.e. up 
to about S years ahead . These are explained in the next section. 

George Osborne's two1 fiscal ru1Les 
As a ]ready mentionedj since 20]0 chanceHor Ge1orge Osborne has abandoned 
den1and-side fisca] poUcy and reverted to supply-side fisca l po]icy. Instead of using 
fiscal policy to n1anage or ' tweak1 aggregate dellland, 10sborne s n1acro policy is 
ru le-based'. The chancellor has set out two fiscal rules which he aims to meet and 
which are n1eant to con strain fiscal policy at the macro '[,evel. These are the deficit 
r ule and the debt rule. 
• The deficit rule~ According t 10 the OBR, the· deficit r ule is to: "Balance the cyclically 

adjusted current .budget (CACB} by the end of a rolling, five-year period~" Cutting 
through this gobbledygook this means tak ing action to get r id of the structu ral 
part of the budget deficit within 5 years, but not s tati 11g when the S years begin. 
Osborne~s opponents have interpreted this as n1eaning eliminating the structural 
deficit beiore the end 1of the 2010 parlia1nent; i e+ by May 2015,, but this is not the 
case. The definition of the deficit rule is in fact so vvooHy that it is ilnpossible for 
Osborne to break the r ule. But by the saine token,, as it does not bind tJ1e chancellor 
to a definite deficit-reduction progranu11e ~ this largely reduces the rule's usefulness. 

• The debt rule. Th is is lnore straightfiorward than the deficit rule, since the debt 
rule doesn' t involve rolling forecast horizons and tricky defin itiions. The debt r ule 
(relating to the national debit or debt of central govern men t) is to 'Ensure that debt 
is falling as a share of GDP by 2015~16~. 

11We're paying down Britain's debts.' David Cameron, 24 January 2013 
It's not just the politicians who are in a muddle about the 
econo.my. Only a tiny proportion of Britons understand the 
difference batw,een debt and deficit - or know whioh one 
the government is trying to reduce. According to e Centre 
for Po:iicy studies (CPS) report ~ Distorted DebateJ I only 
10% of Britons know that the govemm.ent's cuts package 

is, projected to, incfiease the national debt by around £:600 
billion by 2015. Many more (47%) assume - inco:rrect~ 
- that the government wants to reduce ths debt by this 
amount The think-tank report sham that the prime minister. 

his deputy and the chancellor have all fed this confusion by 
making 'misleading' clai1ms about their financial plans. 
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The con1usion stems from tdebt' and ldeficit' being 

used interchangeably. In fact, the uK·s debt is the "total 
amount the country owes historicalfy1 whife1 the deficit is 
what is added to that debt each year. 

According ·to the ,CP8 report 'The Government has often 
said that it wants to pay off the nation's credit card. But if tt 
wants to use that analogy correctly~ ~ should be saying that it 
wants to reduce the amount that is added to the, credit card 
debt each year - that is, reduce new borrowing.' 

Fo'llow-up questions 
1 Explain why the nationaJ debt must alwa'.Ys rise when there is a budget deficit. 
2 Find out what has happened to the budget deficit and the nationa~ debt since 2013. Has the government 1met its 

fiscaf rules? 

The wider meaning of supply-s·de economic policy 
Supply-side econonlic policy no,v enco1npasses n1ore than just fiscal 
policy. [n a rather broad1er interpretation, supply-side economic policy 
can be defined as the set of governnitent initiatives that ain1 to1 change 
the underlying structure of the econon1y and improve t11e econo1nic 
perforn1ance of m.arkets and industries and of ind1 vidual firm.s and 
\Vorkers within markets. For the most part supply~side poHcies are a [so 
microeconomic rather tha.n simply macroeconomic,, since they act on 
the motivation and efficiency of jndividual economic .agents \-V ithin the 
econo1ny to improve general econornic perfor1nance. 

Supply-siders) along with other members of the free-n1arket revivaL 
believe that the econon1y is usually close to its natural levels of output 

KEY TERM 

supply~s ide policies: 
aim to make markets, more 

competitive and' eff1ioient, 
Increase production potential, 

and shift the LRAS curve to the 
rrgtit. Supply-side fiscal policy 
is arguably the most important 
type of supply-side policy. 

and employ1nent. How,ever, due to distortions and inefficiencies resulting fr1on1 
Key.nesian neglect of the supply side, towards the end of the K1eynesi.an era the 
natural levels of output and eulploy1nent became unnecessarHy low,, \.\d1ich meant 
that th.e natural rat1e of une1nploy1n.ent (NRU') became unnecessarUy high. To 
increase th e natural levels of output a nd en1ploym1ent and t,o re,duc,e RU, supply­
side econo1nists recon1mend the use of appropriate m .. icroeconornic policies to 

rem.ove distortions improve incentives and generaHy make markets more 
co1npetit.itve. 

During the Keynesian era of the 1960s and 1970s, governn1ent microeconomic policy 
in the UK was generally interventionist, extending the roles of the state and of the 
planning rnecl1anism. The policy becan1e known as industrial policy~ Aspects of 
industrial policy, such as regional policy, competition policy and industrial relations 
policy, generally increas,ed the role of tl1e state and lin1Ued the role of 1narkets. By 
contrast, supply-side rnicro,economic poUcy is a11ti-int1erventionist attempting to roJl 
back government interference in the activities of markets and of private economic 
ag.ents and to change the economic function of government fron1 pr-ouider to enabler. 
The fiscal. po1icy e.lements of supply-side economic policy includ e: tax cuts lo create 
incentives to1 work, save and investJ and cuts in welfare benefits to reduce the 
incentive to choose unen1ploy1nent rather than a low-pa.id work alternative. There 
are 1nany odH?r supply-side policies in addition to fiscal policies. These include· 
poHcies of pr.ivaUsalion, rnarkeHsa.tion (co1n1nercialisation) and d regulation which 
[ described in Chapter 9. 
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You must know about 
a range of supply-side 
policies. including 
supply-side fiscal policy. 

In essencel the supply-siders1 together \Vith the ,other free-tnarket econo1nists1 
wish to 1Cr·eate an ,enterprise economy .. . [n this broad interpretation~ supply-side 
policies aim to prom,ote ,entrepreneurship and popu]ar capitalism and to replace 
the d,ependency culture and statis]n. lndeedt fo,r free-1narket economis,ts in 
general, the Keynesian mixed eco1w1ny could perhaps best be described as a 
1n:ixed-up economy. 

The European Union fiscal policy 
Tbe European Union (EU) does not as yet have a co1nm,on fiscal policy. Ho\v1e·ver .. 
jf the EU ,eve.r achieves full ,economic union, me.mber countries liviH have to 
dispense with la.rge elements of national fis,cal poiUcies. The,y would have lo 

have si]ni]ar tax structures and t.ax rates and w1ould lose the freedo.m to use 
budget deficits and surpluses toi m nage den1and 1Arithi n their countries. Buti 
so far this has not happened, and many argue it never will, at least in the 
foreseeable future. 

The EU's co1nmon monetary policy and the single currency (the euro) within the 
eurozone 1nean that countries such as Ireland and Greece can no longer use n1onetary 
policy to manage den1and within their borders. As a result 1ne·mber stat,es try to use 
fiscal poHcy for this purpose,. This freedon1 is lilnited hecaus,e,, in an increasingly 
globaHsed e,conomy, financial markets exert discipline ,over any government that 
imple1nents an irr,esponsible national fiscal poHicy. Pinancial tnarkets simply refuse 
to supply the funds to fina nc,e the go1v1ernment's budget deficit, except at a much 
higher interest rate tha n before. 

EU tax harmonisatio,n 
Currently, the EU in1poses two n1ain Hn1its on a tnember state,•s fisca l freedom. 
These result fron1 tax harm onisatio1n and the Stability and Gro,vth Pact. The 
logic behind tax harn1onisa lion is as follo,vs. Although trade barriers have been 
e'1bninate,d in the EU's single n1arket, the co1n1non 1narket i.s inco,n1ple·te. A genuine 
com1n1on. 1narket alsai require·s that indirect tax.es atnong the mernber countries are 
brought closely into Hne or harmonised. For 1eventual cono1nic union to1 occur,. 
tax har1noni.sation is indispensable though th is does not necessarily imply the 
complete equalisation of tax rates. 

The European Union r,equire·s an new men1ber states to introduce value added tax. 
i(VAT). Ho,vever, the rate .at \Vhich VAT is Levied varies between states. Ahhou.gh 
some progress has been made in harmonising VAT rates by agreeing maximum and 
minimum rates:, it has been harder to persuade 1ne1nber states to end zero-rating of 
certain items (e~g. ne,vspapers and books ,vithin the UK) . Harnlonisation of excise 
duties has been ev,en less successful and the big difference in duties between n1ember 
sta.te,s leads to phenomena such as the ibooze-cruises' that transport alcoholic drink 
and cigar,ettes between France and Britain. 
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Fiscal poliicy and supply-side poHcy 

The Stabiliity ,and 1Gr,owth !Pact 
[n the, 1990s, the Stability and Groll lh Pacl (SGP) was 
estabHshed as an agr1eement to HmH budget deficits in countries 
that are rnembers of the eurozone. Establishing the eurozone 
meant that control of interest rates passed f rotn member state 
gave rnments to the European Central Bank, whose task is 
to keep inflation under control. At the tin1e) Gern1any and 
france feared that so-called 'club-n1ed~ countrie,s in southern 
Eur,ope \vould try to escape tbe d,eflationary impact of the 
ECB's t,oug,h monetary policy by increasing public spending 

KEYTER:M 

StabiUty and Growth Pact: an 
agreemerrt by EU countries to limit 
budget deficits in order to promote 

economic convergence among the 
member states of tha European Union. 

and by running large budge't deficits. The eurozone 's northern n1ember s ta b~s 

therefore insisted that all member countries agreed to lin1H their budget deficits 
as a proportion of GDP+ 

The, basi.c principle o.f the SGP w s si1nple .. [n normal times aH members of the 
European Union (and not only the eurozone members) ,vere 1neanl to aim for 
governn1ent budgets that are 'close to balance or in surplus'. 1Govern111ents that run 
fiscal deficits bigger than 3% of GDP had to take swift corrective action. 

[n the outcon1e,J the recession suffered by aln1osl aU eurozone countries since 2008, 
and the accon1panying financial a.nd fiscal crises, have 111eant that the 'club-med' 
countries, aJ.ong \\rith Ireland, have far exceeded the 3% budg1el deficit rule. In the 
crisis,, the av,erage deficit increased by more than 5 percentage points1 reaching 6% 
of 1G:DP in 2010. lre]and 's record deficit of 32.4% (which included oneeoff support for 
the ban king sector) d\.va.rfed the, next three ]argest deficits, which stoaid at around 
10% of GDP. In 20]0, average national debts .reached 85% of GDP in 'the euro area, 
almost 20 percentage points above the pre-crisis level Five countries had debt ratios 
approaching or 1exceeding 100%. These countries \Vere forced to seek financial 
support. In order to establish an institutional framework for such operations, the 
European Financial StabiHty Facility (EFSF) was set up in 2010 and tasked with 
pr1oviding e1nergency financing until 2013. Thereat ter the European Stability 
Mechanisrn (ESM) takes 1over this role. The agreed increase in deficits abo1ve the 3% 
HmH ]neant that th,e re,quiren1ents laid do\vn in th.e Stability and Growth Pact had 
be co.me meaningless. 

Many economists 11:ow b,eHeve that .for the eurozone to survive, member countries 
must adopt a common fiscal po,]icy that goes far beyond fhe requirements of the 
Stability and Growth Pact. Achieving this \-ViU be difficult, but what is cerlain is that 
the UK ,vill never decide to, adopl the euro and join the eurozonet given thie Joss of 
fiscal sovereignty this would inevitably invo]ve. 
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. ·ISJJMI.lf A..R'i?: 
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Over more than a century1 UK fiscal policy developed from balanced budgets and ~sound 
finance1 to Keynesian demand management, to supply-side fiscal policy., arnd in 2008 back 
to, Keynesian demand management. 
Taxes can be progressiveJ reg:ressive or proportionate. 
The principles or canons of taxation are used to judge Whether a tax is good or bad. 
Pubiic spending is usedl to provide eoonom~o services, totrans.fer income from rich to poor 
and to pay rnterest on past gave rn ment borrowing. 
Taxatlon and public spending have allocative, distributiona1 and economlc managisrnent 

aims. 
Keynesaan fiscal pol'icy centres on using tlhe budget deficit to manage aggregate demand, 
'through shifts ,of the aggregate· demand (AD) CL-1rve. 
Suppl)'-side fiscal policy focuses on shifting the long-run aggregate supply {LRAS) curve to 

the right via incrieases in personal incentives. 
Progress~ve taxation and means .. tested welfare benefits function as automatic stabilisers. 

Supply-stde economists beUeve that increased public spending crowds out the privat1e 

sector,, whereas Keynesians believe rt crowds in or stimulates private spendtng-. 
The Laffer curve is used to justify supply-side, tax cuts. 

Current UK fiscal policy aims to meet two fiscal rules: 'the deficit rule and the debt rule. 
Financial and ftsca~ crisis in the European Union has made the European Union's Stability 
and Growth Pact mon~ or less meaningless. 

Exam-style questio s 

1 Explain the difference between the cyclica~ and the structural components of a budget deficit. 

2 Explain how automat:rc stabilisers operate. 

3 Evaluate the view that budget denclts and government borroV!Jing are a cause for concern. 

4 Do you agree that supply-sjde polfcies on their ,own are sufficient 10 he!p the economy achieve 
a sustainable and satisfactory rate 0 1f economic growth? Justify your answer. 

Extra resources o help you revise are available online at w w.hodderplus.co.uk/phjJipaHart 

(15 ma s) 

{1r.:mar s) 

(25 ma s) 

(25 marks) 
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This chapter explains the case for international speciaJisation and trade, the benefits 
of the international division of labour and the principle of comparaTive ad~antage, and 
weighs up counter-arguments to justify import controls or protectionism. This section of 
the dhapter is followed by an analysis of the vVelfare gains resulting from free trade and 
of the welfare losses caused by tartf fs. 

The chapter goes on to explain changes in the patterns of world trade and UK trade. The 
main changes have been a switch from a !North-South pattern to a N'orth-North pattern 
of trade and the growth of exports of manufactured goods produced in nawly 
industrialis1ing1 countries (NICs), particularly China. I develop the chapter by linking trade 
theory, in part via the role of the World Trade Organization (\f\/TO), to globalisation. 
However, globalisation covers much more than lust trade liberaUsation. including the 
effects of increased capital and labour mobility and the growrng ability of multinational 
corporations (MNCs) to exert power over the nationaJ economies in which they operate. 
I survey these and other features of globalisation in the oonclud ing sections of the 
chapter . 
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• 

This chapter w i II: 
explain the case for free trade. 
describe d ifferen1 forms of protectionism 

survey patterns of tradet both for global trade and for the UK 
d iscuss the meaning of globalisation 
examine the mSJin elements of globalisation 
describe the role of the World Trade Organization (WTO) 

At AS you cam,e, across the concepts of specialisation and the div1ision of labour and 
exchang,e, but you learnt little about international trada. What you did1 team was in the1 
context of the current account of the balance of payments and exchange rates; For 
exampfe, you learnt about the meaning of the balance of trade in goods and the ba~ance 
of trade in services and how changes in ,exchange rates can affect these balances. 

International trade is best regarded as a compfetely new topic at A2, which you must learn 
from scratch. 
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International trade 
improves consumer choice 

The case for International trade 
'Widening choice 
hnagine a sn1aH country such as Iceland 
in a world without internationa[ trade. As 
a ,closed econo1ny Iceland's production 
possibilities are limited to the goods and 
services that its narrow resource base 
can produce. This 111eans that Ice]and 's 
av,erage costs of production are likely to 
he h.igh because the scnall population and 
the absence of export 1narkets mean that 
economies of scale and long producri.on 

runs cannot be achieved. At the same 

KEY TERMS 

closed economy: an economy that 
undertakes no trade with the rest of 
the world. 

open economy· an economy 
completely open to 'trade w,ith the rest 
of the world. 

time, the consun1ption possibilities of Iceland'"s inhabitants are restricted to the 
goods that the country can produce. 

Con1pare this ,,dth Iceland's position in a world compl 1etely open to jnte.rnationa] 
trade. In an open ec no111y1, in1ports of raw 1naterials .and energy greatly boost 
lce.land1s production possibilities. In theory at least, Iceland can now produce a 
n1uch wider range of goods. [n practice, however Iceland produces the relatively few 
gnods and services that i.t is good a.t producing, and imports an the rest. By gaining 
access to the much larger world market, Iceland's industries benefit fro1n economies 
of sca]e and long production runs* Ljkewise, imports of food and other consumer 
goods present Ice]and"s inhabitants with a vast array of choice and the possibility of 
a 111uch higher Hving standard and level of economic we] fare than are possible in a 
\\rorld without trade. 
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lnternat~onal trade and globalisation 

CASE STUDY 20.1 

The collapse of celand's economy 
Sinc,e first writing1 the abov,e section about fce!1and's 

economy several years ago 1the country has become a 
case study, first of the benefits of opening up its economy 
·to firee trade, but more rece~y of the disadvantages of 
such openness. However! since 2010 Iceland has been 
praised for its 'handling of the financial crisis. Unirke in 
eurozone countri,es such as Greece. a ne,wly elected 

government allowed banks to fai I, ratlier than bailing them 
out. {In 2013 the ~rescue-government' was voted out of 
office and rep~ced by the, pollticians responsjble for the 
crisis in the first pfaoel) 

jn Britain. lcefand began to 'export' financial serv1ices 
and accumulated assets in the rest of the world equal 
1o about tern tirmes the country's GDP: In return~ i1 
imported luxury goods to ma~ntain the lifestyles of 
lce1and's newly r ich population. Before the crash of 
2008~ [celand was ranked first in the United Nation's 
Human Development ~ndex. 

lceJand has ,a population just larger than 300.000, 
wh1ich is rough 1ly equal to the population of ,Cardiff. 
Following the deregulation of the country's financial 
system in 2000. ~celand's banks grew to 1become 
t ihe naUon's largest industry. Because of the small 
size of ~celand's economy1 this growth could only 
happen ~f the banks expanded overseas. particularly 

But lt aJI ended in tears. lceland'1s banks had grown to 
be far larger than the domestic 1economy cou1d sustain. 
They owned 1toxic' assets and were allegedly riddled 

with fraud. The financral syste,m collapsed in 2008, the 
economy shrank. the exchange rate lost most o,f its value 
and unemployment grew very rapidty. Although other 
factors were .invoived, much of this debacle resulted from 
over-exposur1e to free trade and to ~he free movement 
of capital in little-regulated and ~ncrQasingly globalised 
financial markets.. 

Follow ... up questions 
1 For Iceland financial services have been an invisible export. What does this mean? 
2 What is meant by financ~ deregulation? 

Speciialisation and the, di·vision of labo,ur 
Before explaining the benefits of .internali.on al trade, 1 mu st first jn troduce you 
to two hn portant economic principles: the divis i.on of labour and the principle 
of ,con1parativ,e advantage. 

EXAM TIP 

Over 200 years ago, the great classical economist, Adam Sn1ith, first explained 
hov,, ,vithin a single production unit or fir1n (he took the exan1ple of a pin factory), 
outpnt can increase if workers specialise in different tasks in a n1anufacturing 
process. Smith established one of the 1nost fundamental of all econon1ic principles: 
the benefits o,f specialisation and the division of labour. According t 10 Ada1TI 
S1nith there are t]'lre1e 1nain r,easons \vhy specialisation increases total output: 
• Workers d,on1 t need to s,vitch between tasksJ so Ume is saved. 
• More and bet ter machinery or capital is emp]oyed. Increasing capital at the same· 

rate at which the labour force is increasing is called capita] widening. fncreasing 
tbe a mount 1of capital per worker is called capital deepening~ 

• Practice· makes \;vorkers inore efficient and productive when perforn1ing specialised 
tasks (ahhough because of 1deskilhng''J boredon1 and tbe creation of aJienatio11 
to\vards en1ployers, th is can easily become a disadvantage). 
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You must appreciate 
the different contexts 
in which ths division 
of labour occurs: 
locally, regionally and 
internationally. 
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The principle of the division of labour nnt only 1explains specialisation between 
w1orkers within a factory: it can also be extended to explain the specia lisati.on 
b 1etween plants or fact 1ories withjn a firm; specialisation between separate firms; 
and lastly1 geographical ,or spatia] specialisation both internally \i\dthin a country 
and ,externally between countries. Such international specialisation is the main 
subject of this chapter. 

Absolute, advantage 
The benefits of the intern ion l d iv·ision 
of labour suggest that if each of th1e \.Vorld's 
countries) with its own endowment or 
natura] resources suc11 as soil, climat1e 
andl minera]s,, and of 1nan ~1nad,e r 1esourc1es 
such ,3S c pita], know .. how and labour 
skills~ specialises in \Vhat it does best, 
total world output or production can 
increase con1pared to the outcome without 
specialisatio1L Being 'better af producing 
a good or serv'ice 1neans that a country 
can produce the good at the lowest cost 

KEY TER,MS 

-ntemational division of labour: 
describes different countries 
a,pecial~ ing in producing different 
goods. 

absolute advantage: occurs when 
a country is absolutely best (or 
more technically efficient) than other 

countrtes irn a particular industry. 

in t,enJ1s, of resources used. Using microecono1nic terminologyJ the country is 

technicaUy and productively efficient in producing the good. We can also say that a 
country that is absolute[ y 'best at . or n1ost technically efficient at • . 11roduci ng a good 
or service possesses an absolu e ~ d,,antacre in the good's production. ,conversely , if it 
is not the best the country suffers an absolute disadvantage compared to other more 
technfcal]y efficient producers. 

To explain abso1lule advantage; I shall assun1e just two countries in the ~vorld 
econon1yJ Atlantis and Pac.ifica. Each country has only 2 units of resource. Only 
two goods can be produced: guns and butter. Each Wlil of resource] or indeed a 
f racUon of each unit (because I shall assu1ne that resources iar inputs are divisibt,e)J 
can be switched from one industry to another, if so, desired in each country. In each 
country the production possibilities are such that ] unit ,of resource can produce: 

• in At]antis: 4 guns or .2 tonnes of butter 
• in Pacifica: 1 gun or 6 tonnes of butter 

Quite clearly, in terms of techn ical effi,ciency Atlantis is 'best aC - or has an abso]ute 
advantage in - producing guns. It is four hm1es more techn icaUy ,efficient in gun 
production than Pacifica~ Ho\v 1ever~ this is not the case for butter production. Pacifica. 
is three ti1nes lnore t 1echnicaHy efficient i.n butter production and so possesses an 
absolute advantag,e in this good. 

Suppose that both countries devote half their tota] resources to each activity (that isJ 
1 unit of resource out of the 2 units available· for each country). Atlantis produces 4 

guns and Paci fica produc1es l gun;, which m,eans that 5 guns are produced in total. 
Like\vise,, total butter production is 8 to1me·s. Atlantis producies 2 tonnes and Pacifica 
produces 6 tonnes. 
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lnternat~onal trade and globalisation 

Now let's s,ee what happens when each country produces ,only the good in which 
it has an absolute advantage. Atlantis devotes bot11 its resource units to guns,. 
pr,oducing 8 guns. LikeiN.ise, Paci Uca complete]y speciaHses,, producing 12 tonnes of 
butter with its 2 units of .resource~ 

• Without specialisation,, outputs are 5 guns and 8 tonne's of bu·tter. 
• With specialisation, outputs beco1ne 8 guns and 12 tonnes of butter. 

[ n this exan1plet specia]isation produces a net output gain of 3 guns and 4 tonnes 
of butter. 

But for output gains to translate into gains from trade1 tv,.,ro further factors have to be 
tak,en into account. First1 adn1inistration and transport costs occur ,Nhen.e,v,er trade 
takes place. As a result, tJ1e output gains fron1 trade are: 

(3 guns + 4 tonnes of butter) - transport and adtninistralion costs 

1Clearly" sp1eciali.sation and trade are not worthwhile jf transport and administration 
ciosts exceed. the output gains resulting f ron1 speciaUsation. 

Second~ assu1ning it hat only t,vo countries trade w itl-1 each other, for output gains to 
transfer into welfa-re· gains for the inhabitants of both countries~ the g,oods being 
traded must be in demand in the hnporting country. Given this assumption about 
demand, I sha]] further assume that each country exports its surplus to the, other 
country once it has satisfied its u\.vn inhabitants,. demand for the good in which it 
specialises. (This double coinc·dence of ,vants, is not necessary when more than 
two countries trade together.) 

B,ut suppose Atlantis's inhabitants are vegans who refuse tio eat animal products, 
\Vhile Pacifica's inhabitants are pacifists who1 hate guns. For Atlantis's inhabitants,, 
butter is a b,ad rather than a good. Likewise1 guns are a bad for Pacifica's residents. 
(A good yields utility or econo,mic welfare to consurners, but a bad yields 
disutillly or n gative welfare.) Atlantis refuses to hnport butter and Pacifica 
ref uses to buy guns. Specialisation andl trade da1 not take place. Without suitable 
demand conditions the case £or specialisation and trade· di.sappears. 

Compara.ti,ve advantage 

EXAM Tl1P 

It is important to 

understand the 
differ,enc-e between 
absolute and 
comparative advantage. 

Absolute advantage must not be confused with the rather more subtle 
concept of compar tiv advantage. However, understanding absolute 
advantage is a stepping-stone to understanding comparative advantage. 
To introduce and illustrate this v1ery important economic principle, l shaH 
eh 1nge the production possibiHti,es of both ,countries so that Atlantis 
possesses the absolute dvaotage for both guns and butt.er {wh ich me as 
that Pacifica has an absolute disadvantage in both goods). 

KEY TERM 

10ne unit of resource now produc,es; 

• in Atlantis:. 4 guns or 2 'tonnes of butter 
• in Pacifi.ca: ] gun or I tionne ,of buttier 

comparative advantage: 
this is measured in terms of 

opportunity cost. The country 
with the least opportunity 
cost when producing a good 
possesses a comparatwe 
advantage in that good. 

Although Atlantis is 'bietter at - or has an absolute advantage in - producing 
both guns and butter the country possesses a comparative advantage only in 
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gun production. This is b1ecause comparative advantage is measured in terms ,of 
opportunity cos,t or what a country gives up when it increases the output of an 

industry by 1 unit. The country that gives up l1rost of the other commodity when 
increasing output of a particular co,mmodHy by 1 unit possesses lhe comparative 
advantage in that good. Ask yourself ho\v many guns Atlantis has to give up in order 
to increasie its butter output by 1 tonne. The answer is 2 guns. But Pacifica only 
has to give up 1 gun to produce an extra tonne of butter. Thus Pacifica possesses 
a coniparative ad vantage in butter production even tl1ough it has an absolute 
disadvantage in both products~ 

When one country possesses an absolute advantage in both industries, as in the 
examp[1e above, its co1nparativ1e advantage always lies in producing the good in 
\Vhich its absolute advantage is greatest. SilnHarly the country that is absolutely 
w1orst at both a,ctivities possesses a comparative adva.ntage in the industry jn which 
its absolute disadvantage is l,east. 

In rhjs example complete specialisation .resu]ts in more guns but less butter being 
produced1 compared to a. situation in \Vhich each country devotes half its tota] 
resources to each activity. Without specia Usation, the combined output of both 
countries is 5 guns ,and 3 tonnes of butter. With complete speciaUsation, this changes 
to 8 guns and 2 tonnes of butter .. WhHe production of guns has increased, production 
of butter l1as fallen. 

When one country has an absolute advantage in both goods, complete specialisation. 
in accordance with the principle of co1nparative advantage does not result in a net 
output gain. The output of one good rises, but the output oif the· oth r good falls. 

Students often get puzzled by this, thinking (wrongly) thaL specialisation cannot 
lead to gains fr1om trade. However1 p.artial s.peciahsation can priaduce a net output 
gain. For exa.1npleJ suppose Pa.cifica (which suffers an absolute disadvantage i.n both 
goods) complele]y sp 1ecialises and produces 2 tonnes of butter. By contrast Adantis 
(which has the absolute advantage in both goods) devotes just enough r1esource (half 
a unit) to top up v1orld production of butter to 3 tonnes. This means that Atlantis can 
stiH produce 6 guns using 1.5 units of resource. Total producHon in both countries 
is therefore 6 guns and 3 tonnes of butter. At least as n1uch butter and n1ore guns are 
now produced con1pared with the 110-specialisatiton outcomi~. This exa1nple sho,vs 
that specialisation can produce a net output gain, ev,en though one country is 
absolutely better at both activities. 

EXAM TIP 

Think carefullly before you introduce and explain a numerical example of oomparati1ve 
advantage. Unless an exam question asks for a numertcal examp1e~ it may be best to rimit 
your answer to defining the concept and 1hen stating that if countries specialise in activ~ias 
in which they possess a comparative advantage and then trade their surptuses, outpurt and 
welfare gains c-an result 1Candtdat,es often make mistakes in numerical examples, waste 
time, and drift into irrelevanctes. 
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The assumptions underllying the princ,ipll,e of co,mparative 
advantage 

EXAM TIP 

The case for trade is the case against import controls. Likewise the ,case for import oontro!s 
is the case against trade. 

When arguing that definite benefits result when cou!ltries specialise and trade, in 
accordance ivith the principle 1of co,mparaUve advantage, 1 made a num.ber of rather 
str,ong but not ne,cessari1y reaHstic assumptions. lndee~ the case for trade - and 
hence the case against in1port controls and other ~orms of protect.ionis1n - is heavily 
dependent upon these assumptions. Likewise, so111e of the arguments in favour of 
in1port controls and against free trade which I shall explain shortly depend on 
sho,ving that the assumptions ne·cessary £or the benefits of specialisation and trade 
to occur are simply not n1et in real life. These assumptions are as follows: 
• Each country's endow1nent of factors of production., including capital and labour, 

is fixed and in11nobile bet\V·een countries, although factors can be svvi tched 
between industries within a country. In 'the course o( internaUonal trade finished 
goods rather than factors of production or inputs are assum.ed to be 1n.obile· between 
countries. 

• The principle of con1parative advantage assumes constant returns lo scale. 
In my example, 1 unit of resource is assun1ed to pr1oduce 4 guns or 2 tonnes 
of butter in AtlantisJ \V hether it is the first unit of resource employed or the 
millionth unit. But in the real wodd increasing or decreasing returns to scale 
are both possib]e and indeed Hkely. In a \\,orld of increasing returns to scale, 
tbe mo,re a. country specialises in an a:ctivity in which it initially has an absolute 
advantage, th,e m.ore its productive efficiency and advantage increases. Countries 
that are ibe,st' to start \Vith becon1e even 'better1

• But if deer asing .returns to 
scal,e occur, speciaHsation e,rodes efficiency and destroys a country's initial 
advantage .. A good example occurs in gricu]ture, v.rhere over-speciaHs.ation 

c.an result in monocuUure or the growing of a single caish crop for export. 
Monoculture often leads to soiJ erosionj vulnerabHity to pests and falHng futu re 
agricul tu ra] yields. 

• The pr.inci.ple of comparative advantage irn.plicitly assumes r 1elatively stable 
demand and cost conditions. Over-spec.iaHs.ation can caus,e a country to 
become particularly v ulnerabl,e to sudden changes in demand or to cha.nges 
in the cost and availabil.i't y of in1ported ra,v materials or energy. 1Changes in 
costs, and new inventions _ nd technic l progress, c 1n qui ck]y eHminate a 

country's earlier comparative advantage. The greater the uncertainty about the 
future , the weaker the case for complete spe·cialisation. Indeed., if a country 
is selfAsufficient in all iinportant respects., it is neutralisedl against the danger 
of importing recession a.nd unemployment fron1. the rest of the world when 
international de1nand collapses. 
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EX'TENSION MATERIAt 

Comparative adva tage and competitive advantage 
Compar;;ttive advantage must not be confused witlh oompetitjve advantage. A country, or a firm within a countryi enjoys 
a c,ompetitive advantage when it produces better-qu~~ty goods at lower costs and beUer prices than Its rrvats. 
Competitive advan1age is more similar to absolute advantage than to comparative advantage. 

Dynamic factors tliat promote the growth of firms can create competit1ve advantage. Successful investment undertaken 
over many years 1equips a country with modern; 'sta1e-of-the-art1' productton capacity, capable of produclng high-quality 
goods that people want to buy. Properl,y funded and organised research and development (R&O) contributes in a simUar 

way, whife the stock of human capital resulting 'firom investment in education and training adds to competitive advantage. 

Factors that create competitive advantage can trigger a virtuous spiral of larger profits, higher investment. better 
products and gr,eater sales, which in tum leads to even higher profits, and so on. Converseiy. countries and firms that are 
not corn petitive may enter a vicious spira I of decline. lnabiJ ity to compete causes profits to fall, whtch in tum1 reduces 
investment. The quaJity of goods declines and saJles are lost to more oompetit~ve countries or firms. Profits again faU 
(maybe disappearing altog,e~her), and a further round ,n the vicious circle of dec]ine is unleashed. 

The case for Import contro s an1d protectionism 
lm_port controls can be divided into quantity 
controls such as import quotas, whi.ch put a 
maximum Hmit ,on im.ports, and tar if is o,r 
i111port duties (and their opposit1e~ export 
subsiwes)j which raise the· price ,of imports (o,r 
reduce the price of exports)+ 

Supporters of free trade believe that import 

KEY TE:RM 

import contro Is~ include tariffs 
or import duties, quotas, export 
su bstdies and ~nformal controls. 

controls prevent cou ntries fron1 specialising in activities in which they have a 
con1parative advantage and trading their surpluses. As a result, production takes 
place inefficiently and econoinic ,veUare· is r,educed. But as I have .already noted, 
the case, for free trade depends to a large extent upon some ,of the assumption.s 
underlying the pri nci.ple of co,inparative advantage~ Destroy these a ssu mpHons and 
the case for free trade is weakened. 

Be]ow are s0in1e of the con.texts in which import controls have been justified. 
• [nfant industries. As I have already explained many economic act iv Hies benefi l 

from increasing returns to scale vvhich mean th.at the more a country specialises 
in a particular industry, the n1ore productively efficient it becon1es. This increases 
its competitive advantages Developing coun tries justify the use of in1port controls 
to pro,t,ect. infant industries from established rivals in advanced econon1ies. 
Protectionisn1 is needed whil.,e new ty ,established industries develop fuU ecoino]nies 

of scale* 
• Strategi,c trade theory. The infant jndustry ,argument is closely !ielated to strategic 

trade thieory a re]at ively net;v theory that h.as grown in influence in recent ye,ars~ 
Strategic trade theory argues that comparative and con1petit:ive 3dvantage are 
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of ten not 'natural t~ Rather .. gov,ern1nents try to create co1npetitive advantage by 
nurturing strategically selected industries or economic sectors,. Th.i.s justifi.es 
priote,cting the industries whne c,ompetUive advantage is being built up. The, ski Us 
that are gained wiU tl1en spH 1 over to he].p other sectors in the economy. Strategic 
trade theory also argues that protectionism can prevent exploitation by a foreign­
based monopo,ly. 

• Agricultural efficiency. As I noted earlier in the context of agriculture, 
1nonoculture erodes efficiency and destroys co1llparative advantage that existed 
before specialisation took place. Decreasing returns to scale weaken the case for 
co1nplete specialisation. 

• Changes in de1nan d ,or cost. ,conditions. o ,ver-speciaHsation may cause a country 
to become particularly vulnerable to sudden changes in demand or to changes in 
the cost and avai]ability of imported ra,v materials or energy. 

• Suns,et industries.. A rather similar case to the infant industry argument is 
son1eti1nes n1ade in advanced industrial econo1nies such as the UK to protect 
older industries from the con1petition of infant industries in developing countries. 
I{eynesian economists have sometirnes advocated the selective use of in1port 
controls as a potentially effective supply-side poHcy instrun1ent lo prevent 
unnecessary deindustrialJsation and to allow orderl}' rather than disruptive· 
structural change in the manufacturing base of the economy . . According to this 
vie,;v, import controls are justified, at least on a ternpo,rary basis, to m inimise the· 
social and economic cost of the painful adjustment process; as the structure of an 
econon1y alters in response either to changing de1nand or to changing technology 
and co1nparative and con1petitive advantage. 

• Anti-dwnping. When a country produces too n1uch of a good for its o,vn do1nestic 
market, the surplus 1nay then be 'dun1.ped' and so]d at a price below cost in 
overseas 1narkets. h.nport contro,]s are so1netirnes justified as a tneans to prevent 
thts supposedly 'unfair; competiti,on. 

• 0 ',emerit goods a n d ''bads' .. In the case of narcotic drugs and weapons,. an output 
gain does not n iecessa.riLy lead t,o a welfare gain. Govern1n.enls a.rgue they have a 
moral duty to ban imports of heroin., cocaine and handguns to protect the welf ttre 
of their citizens. 

• Self-suffici.ency .. PoHtically it is oft,en argued that protection is necessary for 
mili tary and strategic reasons to ensure that a country is rel.ati ve1y self 9sufficient 
in vital foodstuffs, energy and ra\V n1aterials in a time of war. 

• Employment. Trade unions argue thaL in1port controls are necessary to prevent 
mu] tinational fir.ms shifting capita] to ]ow-wage developing countries and 
exporting their output back to the countries from which the capital was moved. 
They further argue the case for employing la hour. however inefficiently, in 
protected industries rather tthan aHo,ving labour to sufier the greatest inefficiency 
of aU: n1ass unen1ployment This is an exan1ple of second-best theory. The 
second~best argument sten1s fron1 the fact that the first besC (free trade in a \Vorld 
of fully employed econo1nies and perfect n1arkets) is unattainable. Therefore, 
a country can settle legiti1nately for the second best En1ploying resources 
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inefficiently, prntected by tariffs, is better 1han 11Jot employing r,esources at al l. 
This ju stification for protecting do1nestic industries and maintain ing employment 
cam,e into prominence around the time that Ba rack Obam.a took over tl1e US 
p residency in 2009. 

EXAM TIP 

When .answering an exam question requking evaluation of the case for free trade (or the 
case for import controls) it is bast to avoid a ·shopping list' approach. lnst,ead. select 
devBlop, analyse and eva.lua.te three or fout arguments or counter~arguments. 

CASE STUDY 20.2 

Paul Krugman and strategic rad1e theory 
In 2008~ Paul Krugman, professor of economics at 
Princeton University, USA, was awarded the Nobe! 
Prize in Economicsl in part for his pioneering work 
in developing strategic trade theory in the 1980s 
and 1990s. In contrast to the, orthodo~ free-market 
approach to intern attonaJ trade, firmly grounded in the 
p rinciple of comparative a dvantage, strategic trade 
theory argues that import controls can sometimes be 
justified. Krugman argued t hat rlch developed countries 
benefited from protection fsm wh ila they estab 11shed their 
national wealth. How,ever, they now put pressure on 
poor countries to abandon import controls and to allow 
overseas-based muttinatronal corporations tJnljmrted 

access to their economies. As I explain late,r in the 
chapter, ,opponents of gfobaJisati on argue that free trade 
theory is used to justify first-world economic imperialism. 
Below is an extract from the, beginning of a paper 
Krugman wrote in 1987: 

If there were an Economist's Creed, It woufd surely 

contajn the affirmations 'I understand the principle of 

comparative advantage~ and I advocate free trade'. 
For 170 years, the apprecratfon that International trade 

benefits a country Whether ~t is ' fair' or not has been one 

of the touchstones of professtonalism ,1n economics. 

Yet the. case for free trade Is current!~ more in doubt 

than at any time since ti1e 1817 publication of Ricardo's 

Principles of Political Economy. This 'is not because of tne 
political pressures for protection. which have triumphed 

in the past wlthout shaking the intellectual foundation of 

comparative advantage theory~ Rather. It ;s ,because of 
the changes that have recently taken place in the theory 

of lnt,ernatlonal trade itself. 

In the last 1 o years the tradittonal constant retu ms, perfect 
competltlon models of lntema.tJonaJ trade have been 

supplemented and to some e>«ent supplanted by a new 

breed of mode!s that emphasise tnoreasing returns and 

Imp.ecte,c;Lcampe;tltloo. These new mode1s can Into, doubt 

the extent 10 Vllhtch actual trade can be e>plained by 

oomparat'rve advantage. 

Showing that free trade Is better than no trade rs not 

1he same thing, as showFng1 that free trade, is better than 
sophisticated government Intervention. The view thatw-oo 

trade Is Iha best of all possible policies is part of the general 
case for la.1ssez-faire in a market economy and rests on 

the proposition that markets, are e'fflcfent If lnoreasl ng 

returns and Imperfect competmon are necessary parts 

of the explanation of internatlona! ·~rade, we are llving In a 

seaond~oostworld where government intervention can In 

principle improve on mark.et outcomes. 

Souro&: 1 ts free trade passe?' by Paul Krugman, published in the Joomal ol Economic PerspectiVes, 1987. 
The full article can be found online at: w J J.aeaweb.o . 

FoHow--up questions 
1 Briefly define each of the underlined terms in the 1extract. 
2 How do increasing returns to sca'le and imperfect competition weaken the case,·for unlimtted free trade based on the 

principle of comparative advantage? 
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International trade 
Welfare losses a.nd welfare 1gains 
[n this and the next two sections of the chapter, I bypass the justifications tor tariffs 
put forward by economists such as Paul Krugman and return to the f ree-111arket 
case for free trade. Analysis of the welfare gains fron1 free trade and th e ,velfare 
losses caused by iinport controls centres on tlie concepts of consumer surplus and 
p1·oducer sm·plus tha t you lear11 ,vhen studying Urnt 3. 

If a country does not enter into international trade, which means its econotny is 
closed, do1nestic de1nand. for a good within a country can only be met by d,01nestic 
supply (that is> by fi r ms producing within the country). Such a situation is shown in 
[Figure 20.1, in w hich market equiHbrium for the good occurs at poin t .X .. Consu mers 
pay price P'1 for the good. and the quantity bought and so]d is 1Q1. Consumer surplus, 
,vhich measures consumer welfare is shown by the triangular .area bounded by 
points XZP1• Likewise, producer ,velfare (producer surplus) is the triangular area 
bounded by points XPtU. 

P1 

u 
0 

Consume·li 
surplus 

P1roducer 
surplus 

Domestlc supply 
oifthe good 

Dom.e.s.Uc 
demand 
for the ,good 

Quantity 

A 

u 

0 

IDo,mestic supply 
ofthe ,good 

Do,mes tic demand 
for th@· good 

Oot Quanffly 
rof igood 

Figure 20. Consumer and producer surplus in a market 
closed to international trade 

Figure 20.2 The welfarie gains and losses raswlting from the 
introduction of a tariff 

Bnt consider what happens in a world of completely free trade, in which do1nestically 
produced goods have to compete wilth cheaper i1nports. In t]1e next diagra1111 Figu re· 
20.2, in1ports are priced at Lhe ruHng world price of Pw~ \Vhich is lower than P1• In 
this situation, equ iHbrhnn now occurs in the, do1nestic mark,et at point V. Although 
domestic den1and has increased to Q01 .• dornestic supply (located where the do1nestic 
supply curve cuts the horizontal p rice line at Pv.rl falls to Os1.~ hnports (equa] to 
Q011 - Q51) fiU the gap between do1n estic dem and and supply. 

EXAM TIP 

You should practise drawing and explaining these diagrams to show the welfare gains and 

losses resulting from trade and import controls. Remember, however, the assumptions that 

underpin tree-trade theory that I explained earlier. Question these assumptions and the case 
for tree trade weakens. 
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To understand how hnports af feet econo1nic \Velfare within d1e country I it is 
im.portant to unde·rstand how consumer surplus and producer surplus change aftit:ir 
the price of the good falls to tbe wo,rld price Pw. Consumer surplus increases by the 
\vedge-shaped area bounded by the points PwVXP1• This divides into two parts; 
shown on the diagram by areas B and C. Look clos,ely at the area B. This sho\\rs 
a \velfar·e transfer away fro1n don1estic firms to domestic consun1ers. The fall in 
the price fro111 P1 to Pw1 brought about by lower in1port prices, means that part of 
the producer surplus domestic firms previously en.joyed now becon1es consumer 
surp]us. Tl1e consumers 'wilt' and the don1estic producers 'lose1

• 

But this is not the end of th_e story. Consumers enjoy a further increase [n 
consumer surplu.s 1 nrhicl1 is brought about by receipt of the area C. As a resuH 1 

the total incr1ease in consu rner surplu s gain exc 1eeds the size of the W'elfare 
transfer fro1n. producer surplus 'lo consum.er surplus~ A net \Velfare gain thus 
results, equal to area C, ·which makes up part of the consumer surplus that 
households nov.r enj1oy. 

How a tariff 1or import duty affe·cts ·economic welfare 
I shall now assume, that do1nestic firms pressure the governm,ent to introduce a 
tariff l:o protect the ho1ne 1narket If the tariff equals the distance betiveen P1 and 
Pw1 the domestic n1arket for the good reverts to the origina] equilibriu1n posltjon 
that existed b 1eiore in1ports 1entered the country. But suppose the government 
imposes a sn1aHer tariff '"1hich is just suf ficft.ent to raise the price of irnports (and 
also of domestically produced goods) to Pw + t in Figure 20.3. At price Pw + t. 

Domest~c supply 
of the good 

World supply 

!Domestic 
demand 
iorthe good 

domestic de·rnand falls, to1 Q02., while do,1nestic supply 
rises to Q's2• Irnpor ts faH frotn On1 - Os1 tai 002 - Os2~ 

o Q~] QS2 01 002 Oen Quantity 

A.t the higher price cons·umer surp]us falls by the 
,[,vedge' shaped area Pw VY Pv" + t which equals the 
areas D + A + B + C. The higher price increases 
producer surplus by the area D, and the govern1nent 
gains tariff revenue shown by the area B. The areas D 
and B' are transfers of w 1elfar,e away from consun1ers 
respectively to domestic producers and to the 
govern]nenL The net ,Nelfare loss resulting from the 
ta.riff, \~l hich is the sum of triangles A and C in the 
diagran1 is: 

Figure 20.3 The effect of imposing a tariff (D +A+ B + C) - (D + B), which equals A+· C 

Changing comp,arative advantage and th1e p,attern of wo,rlld trade 
When 0 1v,er two centuri.es agoJ Adam Smith first explained the .advantages of the 
division of ].abour and a few years lat1er in the early ninete,enth century another 
distinguished classical economist,, David Ricardo, deve]oped Adam Smith's ideas 
into the principle of comparative advantage, they were not just interested in abstract 
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theory. Instead like 1nnst great econon1ists, they \Vished to change society for the 
better by influencing the poHUcians of the1.r day. S1ruth and Ricard,o believed in the 
virtues of a competitive market ec,onomy and industri.aJ capitaHsm. Ric,ardo, in 
parlicula r~ believed that a single countr y suc]1 as the UK and indeed the ,vhole 
,voirld economy, can only reach tbejr ful1 productive potential, rna~ilnising output, 
\velfare a.nd living sta.ndards, if the market econo1ny is truly international He argued 
that each country should speciaiise in tl~e activities in which it possesses a 
con1parativ1e advantage and trade thie output that is surplus to its needs in a \Vorld 
f r,ee of tariffs and otll,er forn1s of protecttonism. 

To 111any people living in industrial countries 
during the nineteenth century and the first 
haH of the twentieth century, it n111st have 
se,e1ned ,al111ost natural that the ear] iest North 

N oirth-N orth 
trade 

... 
Africa 

North-South 
trade 

c1ou ntries t101 ]ndustrialise, such as the U K1 

had done so because they possessed a 
con1petitiv,e and cotnparative advantage in 
manufacturing. It probab]y seen1ed ,equally 
natural. that a pat tern of world trade should 
hav,e developed in which the industrialised 
ciountries in \Vhat ls now caBed the North 
exported manufactured goods in exchange 
for foodstuffs and .raw materials produced by 
countries "¥.rhose comparative advantage tay 
in the production of primary products - in 
modern parlance:, the countries of the South. 

Ptlcific 
Ocean 

Aria H C 

However, in recent years, the pattern of world trade has become quite different 
fron1 the North- South exchange of n1anufactured goods for primary products that 
characterised the ninet 1eenth century. In a orth-North pattern of trad,e, \ivhich is 
illustrated in Figure 20.4.1 the developed industrial economiies now exchang1e gnods 
and s,ervices mostly with ,each other. HoweverJ a growing fraction of their trade, 
particularly in the case of imports~ is wHh .newly indus,triaUsing countries (N]Cs) or 
emerging markets particularly [ndiaj China and South l{orea . . A group of c,ountr.i.es 
known .as the BRIC countries (Brazit Russia , ]ndia and China) are responsible .for 
exporting large quantities of goods and services to the North. India China andl South 
Korea now 1export 1nanufactured g,oods to countries in the orth such as the UK and 
tl1e USA, and in1port raw n1ateriaJs or commodities such as copper fron1 developing 
countri1es such as Zambia. They also ilnport a gro,ving fraction of the crude oil 
produced by oil-exporting developing countries such as Saudi. Arabia and Venezuela. 

The shift o,f manufacturing to 1China and other NI Cs reflects changjng co1npetitiv,e 
and comparative advantage and the deindustrialis,ation of Britain and . orth 
America. Only a relatively .small prop or tlon of the trade of North countrjes is with 
poorer countries in the nion-oilmproducing dev,elopi ng wor1d. 
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EXAM TIP 

Exam questions may ask you to descr~be and expfain patterns of trade, either global1 

or for the UK. Mak1e sure you can disUngiuish between geographical and commodity 
patterns of trade. 

EXTEN'SION MATERIA:L 

The Heckscher-Ohlin theory of international tra e 
In the 1930s tvvo Sw~dish economists. Hecksoher and Ohlin, exptruned the then dominant North-South exchange of 
manufactured' goods tor primary products in terms of factor endowments. The Heckscher-Ohllin theory, \/Vhich is 
really an ext1ension of ~he principfe of comparative advantag,e, argues that a capital-:ri.ch country is likely ·to industrialise 
and expo.rt capltal1-intenslve manufactured goods. However, if capital is scarc,e relative to labour, the country specialises 
in and exports labour-intensive primary products. The Heckscher-Ohlin theory was grasped by pro-free market 
economists because it appearied to give tegrtimacy to a pattern of trade im which ric1h counties exploited the poorer 
countries~ over which they often exerted military and political control. 

, ~-32'.2:: 
-- -- -

The UIK's inter1national trad,e, 
Table 20.1 shows that o·ver the 56-year period from 1955, to 20lt the pattern of 
the UJ{ s international trade 1changed from .a 'North-S0uth1 to a 'North-North' 
pattern in ~erms of the global regions ,,rHh. which the UK trades. The UK, now 
trades m.ainly 1.1vi'th other developed countries in the orth, and especiaUy with 
other EU countries. In 1955 on[ y 15·% of u ·K ex ports and 12~6 % oif UK i.mports were 
with countries that eventuaHy for,med the EU. By 1contr st 32.9% of UK exports 
and. 31 +4% o,f UK imports \lvere with developing countries. By 2011., this situation 
\Vas reversed: respectively 47.4% and S0~6% of UK exports and in1ports were with 
EU countries:, whHe exports to 'other developing countries' had fallen to 25. l % of 
total exports:, with imports 111arginaUy higher at 25 .2 % of total in1ports .. However; 
'other de·veloping countries 1 inc].ude emerging-market 'giants 1 such as India and 
ChinaJl with the la tter having becom,e the world~s largest exporter of n1anufactured 
goods to developed economjes such as the UK. [ndeed, ~rhile 1China's agricu ltu ra] 
sector remains characteristic of a deve]oping country the same is not tr ue for 
manufactu ring and increasingly,. transport. The growing irnpo1rtance of emerging 
market countries,. particularly China .. in internat ional trade explains ,vhy the share 
of their trade in UK imp,orts and exports has be,en cr1eeping upwards, compared for 
example to the 2002 figures in TabJe 20.1. By contrast, sHppa.ge in the percentages 
of UK trade with other EU countri,es has occurred,, partly as a r,esult of the depth of 
r,ecesslon in 1na.ny 1eurozoine countries. 
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Table 20. The changing pattern of the UK's international trade with other world regions 

1955 2002 2007 2011 

Exports Imports Exports Imports Exports Imports Exports Imports 

UK trade with (%) (%) (%) (%) (o/a) (o/o) 

EU 15.0 12.6 S.4.6 57.3 50.2 54.0 

Other west European countrles (EFTA) 13.9 13.1 3.8 4.4 4.3 5.7 -~ ~ 

,_ 
~ 

,___ 
~ ,~ ~ ~ 

,_ 
North America 12.0 19.5 19.7 14.0 19.8 12.2 

Other developed countries 21.1 14.2 2.7 4.2 2.3 3.3 
(OE CD except 1,955) 

Oi 1-exporti ng deve,loped countries 5.1 9.2 2.2 1.2 2.5 1.6 

Other develupin g cou n1ri es 32.9 31 .4 17.0 18.9 20.9 22.2 

SOtJ"ce: Annual Absiacl or statistics, Monlhl'/ Review of ExtemeJ Trade Smtf:stics, 2012 

ln contrast to Table 20. I, which shows changes in th,e global pattern of UK trade, 
Table 20.2 focuses on changes in the con1modities traded over a rather shorter tin1e 
period - - 2002-11. The table shows that" despite the impact of deindustrialisation)l 
,vhich. has reduced n1anufacturing uutput to less tl1an 15% of G·DP, the UK's trad 1e in 
goods is stiH dom1nated by the export and h11port of manufactured goods)l though 
\Vith the country imporU.ng significantly .more than it expor ts. I sha1l take up tth is 
story again in the next chapter, when investigating the UK's ba1lanc,es 1of trade in 
goods and in services. 

Tabl 20.2 Changes in selected items in UK trade in goods by type of commodity, 2002-11 (£m). (percentages 
of total trade in goods shown in brackets) 

2002 2005 2007 

Exports Imports Exports Imports Exports Imports 

Food, beverages and tobacco 10.010 ~9.389 10.673 23,713 11.753 2r6.708, -
' 

(5.4%) (8.3%) (5.0%) (8.6°/o) (5.3%) (8.6'%} 

Raw materials 2f858 5,966 3,990 6l78 51517 9,558 
·- - ~ -

{1 .5%) (2.6%) (1.9%) (2.4o/o.) (2.5%) (3.1%) 

Fuels and energy 16~031 1'01288 211613 26~002 24393 32,307 

(8.6%) (4.4%) {10.2%) (9.3o/c) (11.1%) (10.4%} 

Manufactured goods 156.642 1916,845 174~260 221,956 177,496 240,057 
- - - -(84.0} (84.1%) (82.3%) (79.20/o) (80.50/o) (77.2%} . 

' 

Toial exports ' 186,574 211l,606 220,5251 

Total im:ports 233,934 280,292 311,1003 

So ~= M~nth/J Re~ew of Exlemaf Tf(lde Sfatis'b, September 2012 
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(%) (%) 

47.4 50.6 

4.3 7.2 
-~ ~ 

17.9 11.0 

2.5 2.8 

2,8 3.2 

25.1 25.2 

2011 

Exports Imports 

18,085 35t9190 
-

(6.0%) (9.0o/o) 

9~015 11,953 - (3.0%) (3.0C}'o) 

42l62 61 ,926 

(14.3%) (15.So/o) 

225~367 285,910 - -
(75.4%) (71 .6%) 

~ -
299,067 

399,081 



Glo ball sat ion 
Globalisation i.s the name given to the proc,ess,es 
that inte·grate an or most of the world's econo,mies~ 
1naking ,countries increasingly depen.d,ent 
upon ,each oth,er. Sarne e,conomists argue that 

globaHsation l1as occurred over centuries, going 

back at least as far as the creation of a system of 
relatively free \~r,orldwide trade in the ninet€1enth 

century. Perl!aps it ext.ends even further back to 
occupation of 1nuch of South Amed.ca. 

----

KEY TER'M 

globalisation: the process of 
growing economic integration 

of the world's economies. 

the Sp _n ish and Portuguese 

In the late nineteenth century and the period be·fore ]914,. c0im1nunication and 
transport net\\rorks expanded throughout much of the world and internaUona.1 trade 
g rew sign iUcant]y. At the same time~ older industrial countries, and par ticularly the 
UK, began to invest their surplus savings in capital projects located ove,rseas rather 

tha.n i.n fheir do1nestic econom ie·s. 

Howe·ver,, these chang,es are better d,escribed as aspects of internationalisation rather 

than globalisation . Globalisation, ,.vh ich has corne to mean rather more than mere 
internationalisation of economic relationships1 began to feature in tbe econotnics 
literature of the mid-]980s. The use of the t,ern1 has incre·ased dramaticaBy ever since. 

Recent g lobalisation has been rn.ade possible by ilnprov,e1n.ents in information and 
corn munication technology (ICTl, as \tve] l as by developments in m0i.re traditiona] 

ronns of technolo,gy. Exa1np]es of globa Hsation inc]ude s,ervice industries in the 
UK dealing with customers through can centr,es in India and fashion compa.nies 
designing their products in Europe, 1naking the]n in southeast Asia and finally 

seJUng 01osl of tbJem in North America. 

The debate about globalisatio,n 
Free-1narket conomists generally supp.ort globaHsati.on and .regard its gTowth as 

inevitable~ They argue that the benefits 1of further global econo1nic integration, which 
include the extensi.on of political f reedon1 a nd democracy a.s welJ as the economic benefits 
of more production and higher living standards significantly exceed the disadvantages 
such as the destruction of ]oca] cultu res. However,, opponents argue that globalisation 
is a. respectable name for the growing exploitation of the poor, mostly in developing 
countries, by international capitali.sm and US economic and cultural imperialism. 

For its critics, iovl-paid workers in s,i\,,eatshops farm,ers in the developing ,vorld 
being forced to grow geneticaHy modified crops, the privatisation of sta'lewowned 

industry to qualify for IMF and World Bank loanst and the growing domin nee of 

·us corporat,e culture and .multinaUonal con1panies symbolise w hat is wrong \VUh 

g.[1obaHsation . . According t,o this view,. globalisation h,as led t.o a (McOona]djsation' 
or ''Coca-Colonisation of significa nt par ts o.f the world's econot-ny, ,vhich invo]ves 

the dest ru ction of locaJ. and national products, jdentiUes and cu ltures by US \\ro,rld 
brands. What is needed is a counter-proc,ess of 'glocaUsation1 or local ction that 
prevents or offsets the d n1age done by globalisation to vulnerable ]ocal cultures~ 
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Hnwever> this view is not taken seriously by supporters of globalisation, who believe 
that people in Lbe rest of the world demand US products because they consider them 
superior to traditional loca] p roduce. 

Feature,s of 1gl,ob,alisation 
Some of the main features of globalisation are: 
• tbe growth of international trade and the reduction 

of trade barriers - a process encouraged by the 
World Trade Organization (WT,Q,) 

• greater in~ernational inability of capital and tn so1ne 
extent of labour 

• a significant increase in the power of international 
capitalism ,and muHinaUo.naJ corporations (M1 ,cs) 
or transnati,ona] c1ompanies 

• thie deindustrialisation o,f older industri l regi,ons 
nd countries, a.nd the 111ovement o,f manufacturing 

industries to, ne,w]y industrialising countries ( ICs) 
• 1nore recently1 the n1ovement of internationally 

mobUe service industries~ such as call centres and 
accounts officesJ to N!Cs 

• a decrease in governm,en.ta] power to influence decisions made by M. Cs to shift 
economic activity betvleen countries 

figure 20.5 depicts some of thes1e features 1of globalisation in the fo,rn1 of a 'mind 1nap'. 

The death 
ofdlslance 

Impact of lCT 
and the intern.et 

Trade 
llberallsaHon 

Role of the 
World Trad1e Organization 

~WTO) 

Decreased pow,er ,of f-__ ....-----------------
·1inttlonal govemrnents ------ GLOBALISATION 

0 1utsou rcl ng of 
lrndustrle,s and Jobs 

lncrea$lng economic L...----- Integration 
< of ~he world's economies 

Growing 
lnternatJonat rnoblllty 

ot·capltal 

Growl ng pow@r of 
MNCs 

Falling 
tiranspon 

costs 
Effea of ®l"Ltainerisation 

.ind the growth of air frieghl 

,A Thai Coca-Co ta advert 

I n£Ne&S1ng 
,lntel'nat1onal 

moblHty of l1abour 
D1ffer«11t ait the "top end' 
.:1nd the 'bott,om end' of 

labour market~ 

Coca-colontu,tlon 
Denruffion of k1:e:al 
cult111ral ide-ntitles Fi g re 20.5 So me o,f the 

main features of globalisation 

EXAIM TIP 
----

Exam questions may focus on the nature of gtobaiisation and on the benefits and costs 
of the process. This is likely to feature rin the global context data-response question in the 
Unit 4 exam. 
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Emp,lo,ym1ent practic,es re,sullting from 1globalisation 
Closely related to the 'world brand> process has been the aUeged treatment aif local 
labour by mu ltinatioua] cor pora.Uons. This works in two ways. First companies such 
as Nike are accused of se]ling trainers and footballs in developed countries such as 
lhe UK a t prices far above the cost of raw materia ls and the ]ow wages p id to workers 
in developing countries making the goods. lin response, the Lnuitinationa]s argue 
that the low wages) tlH:iy pay far exceed th e, local wages paid by firn1s indigenous to 
the countries in which they 1nanufacture. They believe this eI1courage5, local wages 
to rise. M Cs also claim to im.prove healtl1 and saf,ety a nd other lalbour market 
conditions in the poor countries in which they operalil~. 

SecondJ by threatening t,o close down factories and to move production to poor 
countriesl iit is argued thaL MNCs reduce wages and living standards in developed 
countries. Whether th is is t rue depends on. the type of jobs that en1erge in developed 
countries to replace those ]ost through d,eindustrialisation and glo.baHsa.tion. Are the 
new jobs created in the highly skilled service s1ector, or are they n1enial ]ow-paid, 
unskilled ~McJobs'? 

1G1l,obalis,ation in the service sector 
Until quite recently, it \Vas said that n1anuf acturing was much more internationa.lly 
1nobile tba11. service sec tor en1ployn1ent. This is no longer true. Cal] centres beca.rn.e 
one of the f astest-gro1vling sources iof e1nployment in tl1e UK in the 1980s and 1990s . 
. At that time,, u·K-based con1pani.es favoured locating call centres 1n regions of high 

unemployment (and re]aUvel y low wages) within the UK. To son1e ex lent this has 
now c hanged. CaH centres and back office activities of firms in indu stries such a.s 

financial services are being moved to the Indian subcontinent. This results from the 
death of distance, which is a part of the globalisation process~ The rapid developn1ent 
of electronic methods of co1nmunication n1eans that u1any service activities can 
no,v be located anyv,.rhere in the wodd, \V ith little or no effect on a company s ability 
10 provide the service ef fic i.ently to its cu ston1ers. 

Four factors encouraging the overseas location of can centres are:: 
• relatively low \vages 
• highly reliable and cheap teJecommunicaUons 
• 24-hour shift en1ploy1nent to o,vercome the problem of tin1e, zones 
• workers fluent in English, which is, no\\r the world 's business language 

Ho,i\?ever for cal1 centres a fifth factor is often lacking: tnany overseas workers 
are insufficieully (an1iliar ,;vith UK culture and habits,. \Vhich for call centres leads 
to a con1n1unic.ation proble1n. This has recently led to son1e can centres being 
relocated back to the UK. Th1s disadvantage is tnuch ]ess significant for back office 
en1ployn1ent: for exa1nple:, en1pLoying people in India to administer a UK co1npany's 
accounts. 

1G1l1obal labo,ur an1d ,cap,ital m1obility 
As the pr1evious paragraphs indicate\ globalisation h1volves moving capital to lower­
cost labour much more than it involves allowing low-paid ,vork,ers bo,rn in poor 
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countries to enter rich count.des in 1orth An1erica and Europe. However1 since the 
[ate nineteenth century there has been a. much greater movement of poor people into 
rich countries than ever before. To some extent1 im1nigration contr,ols introduced by 
cou ntri.es such as the US.A and Austr,a] ia which replaced an earlier co1npletely free, 
movement of labour:- have slowed this process~ But this has been offset by illegal 
imntlgration and by the· fact that rich countries infortnally encourage migration to 
fill the relatively !ov,-paid jobs that their own citizens do not wish to do .. 

Enlargen1ent of the EU is incre.asing both labour and capital mobility on a reg,ional 
basis. Western European firms have been n1oving eastwardJ but this is balanced 
by workers fro1n countries such as Poland and Hungary n1igra1ing westwa.rd. 
Nonetheless, it is still much easier in a g]obalised world for a brain surgeon or .a 
highly paid business executive to m ,o,ve between countries than it is £or a Chinese 
or Indian peasant. 

GlobaHsati,,on and the pow,er of national 1go,vernm1ents 
[n recent decades. globalisation h s considerably reduced the power of national 
governments-certain]y in sn1aUer countr[,es, to control mu]tinational firn1s operating 
\vithin their boundaries. ational governments have a]so lost 1nuch of the freedon1 to 
undertake the economic policies of their choice ,vith respect to managing do1nestic 
economies. Govern1nents enjoy less freedon1 to introduce tariffs and other in1port 
controls. At the sa1ne timem ,capital fliows into and out oJ currencies severely constrain 
a government 1s ability to implement an independent n1onetary policy1 even when the 
country's ex,change rate is free]y Ho,ating. 

The World lirade Or1ganization1s role iin promoting globalisation 
Economists and politicians \.-vho believe that the benefits ,of globalisation far exceed 
any djsadvantages involved claim there has been too little rather than too 1nuch 
international int,egr.ation of countries~ econolnles~ In their vi,ew,, if countries get rid 
of all protectionist 111easures , then Adan1 Sn1ithts ~invisible hand' of the market 
pron1otes international tradeJ \Vhich then benefits poor countries as well as rich 
ones. This vie\\, of the world lies behjnd the creation of the World , rade Organization 
(WT10). the int,ernational organisation e,stablished to remove trade barriers and 
Hberalise world trade. 

EXAM TIP 

Along with the European Union, the WTO may figure in Unit 4 exam questions. By contrast, 

knowtedge of the o1her main internat[onal economic fnstttutions~ the IMF and the World 
Bank, is useful but not essential. 

To understand the WTO,, it is necessary to go back to events occurring in the 1930s and 
1940s. Jn the 1940s, durjng the Second Wodd War H vvas widely believed (especially 
in the UK and the USA) that the worldwide Depression and 111ass unemployment 
of the 1930s had been made worse, and was possibly caused by a collapse of 
international trade. 'Beggar 1ny neighbour' protectionist policies introduced by 
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cou11tries desp,erately trying to save local jobs w 1ere blam.ed. By 1945 the USA and the 
UK had decided to t1y to crieate a postwar world of free trade. Becal]se this required 
internatlona]. agreement~ the General Agreement on Tariffs and Trade i(GATT)1 was 
established as a ]n.ultilateral organisation of member oountries "''hose ai1n was rtrade 
liberalisation. To begin with GATT was supposed t10 be a te111pora.ry organisation, 
to be replaced ,vilh a WTO as soon as n1ember countries could agree. Howeverj 
because 1nen1ber countries were unable to agree, the .. t1emporary~ organisation lasted 
1nuch long.e·r tl1an intended:, fro111 the 1940s until the mid-1990s> when the WTO at 
last replaced CATT. 

CATT and later the WTO organis 1ed rounds of talks an1ong 1ne1nber countries to 
reduce in1port controls. Tl·u? r iounds, which took plac1e at roughly 5-year in tervals 1 

\Vere often named aft1er the city ,or country in \Vhich. the talks \Ver1e initiated: 
for exa.mpJe,, the Tokyo round> the Uruguay round and more recently the Doha 
round. Out of respect, the Kennedy round in the mid-1960s was .named aftier the 
then rec endy a.ssassi nat1ed An'lerican president. Each round of talks ends with 
an agree1nent to reduce import controls~ GATTJ and latterly the WTO;p have th,en 
tried to get n1en1ber countries to impletnenl the tariff cuts they have .agreed. 

CATT and WTO agreements have been successful in reducing import controls on 
1nanufactured goods. There has been n1uch less success in securing agreement to 
reduce tariffs and quotas on trade in services and agricultural goods. RecentlyJ 
the WT10 has tried to get the developed countries of the EU and the USA to ,open 
their n1arkets to ch.1eap lood in1ports fro1n the developing \Vorld. However,, the miost 
recen.L rounds of talks 1organis,ed by the WTO at 1Cancun (in Mexico) and Doha 
(in Qa.tar) were 1.1Jot successfuL Economists and po]iticians. in many developing 
countries claim that this lack of success provides further evidence of globalisation 
and international organisations s 1erving the interests of rich countries at the 
expense of the poor. 

The belief that globalisation benefits most countries~ poor as weU as rich has 
been attacked by supporters of the dependency theory of trade and development. 
D1ependency theorists argue that developing countries possess little capita] 
hecause the syste1n of wo1rld trade and payn1ents has been organised by developed 
industrial ec1onon1ies to their o,vn advantag1e. The terms of trade - the ratio of 
a country1s exp 10 1rl p rices to .its import prices - have as a general rule moved in 
ravour of industria1is1ed countries and against primary produc1ers. This means thatt 
by exporting the sanJe aniiount of goods and services to the developing world] a 
developed econo1n1y can itnport a greater quantity of raw materials or foodstuffs in 
exchange~ By the samie token,, th.e d,eve[oping country· rnust export more in order to 
buy tl1e same quantity of capital goods or energy vital for develop1nent. GloballyJ 
the n1ovemenl 1of the tern1s of trade in favour 1of developed nations has raised levels 
of income and standards of living in the richer count ries at the expense of poon~r 
deve]oping countries,. However there have be·en some exceptions,, namely . lCs and 
the oil-producing non-industrial countries1 which have benefited from subst.antia] 
increases in the price of oiL 
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Econon1ists of the· depend·ency sc1li0ol .argue that the transfer of wealth and resources 
to, the richer countries is further promo,ted by profit flov ,s and interest payments. On 
an internati.onal scale dividends .and profits flow to multinational corporations with 
headquarters in ,Orth Am,erica, \veste1rn Europe and Japan fr,om their subsidjar ies 
in the developing \vodd. Similarly, there is a flo,w of interest payments to western 
banks from loans originally tnade to finance d,evelopment in d·eveloping countries. 
In most years, flows of dividends and interest payn1ents fron1 South to North exceed 
aid nows in the opposite direction. 
----------

EXAM TIP 

The more or less continuous economic gra,wt:h enjoyed by advanced industrialised countries 

in the 1990s and the first few years of the 2000s contributed to the gtobalisation process -

and was also paruaUy the result of globalisation. By contrast! ttie negatirv'e economic growth 
and recession that hit these (and other) countries in 2008 and 2009 has been blamed (in 

part) on g lobalisation1 leading to renewed calls for protectjoni·sm and an end to globalisation 
processes. Despite some evidence of de-g1lobalisation1 g lobansatton stm continues. 

CASE STUDY 20.3 

Has globalisation given way a de-g obal1sat1an? 
Robert J Samuelson of Investors.corn recen1tly asked: 
•What has happened to gtoba6sation?~. He argued that for 

decades, growing volumes of cross-border trade and money 
·flows have fuaDed strong economic growth. But something 
remarkable is happening; trade and money floV\IS. ere slowing 

and, in some cases, declining. Samuelson 1pc,ndered 

whether this heralds prolongect economic stagnation and 
rising nationalism or, optimisncally, whether it makes the 
worid economy more stable and poUtically acceptable .. 

For workers. employed or previously emp!oyed in 
US manufacturing industries, some aspects of dem 
globalisation are very attractive. Globalisation has sucked 

·factory jobs out of North America. But nowt the Ude may be 
'tu m1ing. Apple has announced a $100-mill~on investment 

to return some Mac computer manufacturing back to the 

USA. Though smal Ii the decision refilects a trend. 
Genera! El,ectric1s sprawling AppJiance Park in Kentucky 

once symbolised America's manufacturing prowess~ 
with employment peaking at 23,000 in 1973. Sinoe then 

jobs have shifted abroad or succumbed to automatton. 

Follow-up questions 

However, now ,GE is moving production of water heaters, 
refrigerators and other appliances back to Applianoe Park 
from China and Mexico. Nor is GE al'one. Otis is moving 

some elevator output from Mrexieo to South CaroUna. 
China's labour oost advantage has eroded. In 2000, 

Chinese factory wages averaged 52 cents an hour. but 

ann ua1 doubre-d i g.it percentag,e increases will bring that to 

$6 an hour in high-skilled industries 'by 2015. 
Although wages of US production workers average, $19 

an houri other non-wage factors favour the USA. American 
workers are more productive; automation has cut ~abour 
costsr and cheap natlura1 gas further lowers costs; finally, 
higher oi lr prices have raised fr,eight rates for imports. By 

2015t Chinats overall cost advantage will shrin'k to 7%. 

As important for tt1e USA is the irikelihood ~hat it 
will maintain significant cost advantages over other 
dev,eloped-country manufacturers: 15% over France and 
Ger·many; 21% over Japan~ and 8% over Great Brirtain. 

The USA wil'I be a more attractfve production platform. In 
America~ imports w~II weaken; exports wiJI strengthen. 

1 Has there been any evtdenoe of manufacturing jobs being. attracted back to the UK in recent years? 
2 How might the, slowing down of glo.baJisation processes be linked to the recession wn1ich hit tlle 1globel economy in 

2008? 
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Exam style question 

~nternational trade, widens a country's productton possibilities and also Its consumption 
possibilities. 
llnternaf'ional trade enab!es countries to benefit from specialisation and the dMs·ion of 

labour. 
AbsoJute advantage means that a country is technically more efficient in producing a good 
than other countries~ being absolutely best at the actiivjty. 

Comparative advantage is measured in terms of opportunity cost. 
Specialisation and trade in accordance with the principle of comparative advantage can 

lead to a net output gain. 
The net output resulting from trade gain can translate into a net welfare gain. In contrast 
protection fsm may lead to, a net welfare loss. 
~ mport controls have been justif ied by strategic trade theory, the protection of infant 

industries and other arguments. 
The North- South pattern of world trade has largely ,given way to a North- North pattern. 

The older industrialised economies of western Europe and North America aJso import 

many of the manufactured goods they use from Asian Nl,Cs. 
Much of the UK1s trade ~s with other European Union (EU) member states. 

Globalisation is the name given to the increasing integra1ion of the wortd1s economies. 
Trade liberali'sation, interna1ional capi~al and labour mobility and the increased power of 
multinational corporations (M NCs) are important eJements of globalisation. 
The World Trade Organization (WTO) promotes trade liberalisationf and some would say 

the interests of rich countries against the poor. 
Globalisation processes slowed down in the reoent global recession but were, not ki l!ed off. 

There has, been some evidence of de-globalisation. 

1 Explain the difference between absolute advantage and comparative advantage. 

2 Outline two arguments used to support import oontrols. 

{15 mar s) 

(15 marks) 

3 Assess the view that the progress made towards free trade has brought stgnificant eoonom ic benefits 

both to the global economy and to the UK. 

4 Do you agree 1hat for a developed eoono,my such as the UK, the advantages of globalisation exceed 
an~ disadvantages? Justtfy your answer. 

tra resources o help yo re ise are available o line at ww.hodderplus.co.uk/phili allan 

(25 mar s) 

{25 ma s) 
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Many years ago. UK newspapers regularly featured headlines such as: ·Britain in the red 
- ste~ling crrsrs looms'. Then all went qu1iet for 30 or more yearsi not because the UK 
balance of payments current account deficit was necessarHy small. but because fixed 
exchange rates had been replaced with floating ,exohang.e rates. Newspaper headlines 
were now more likely to be: 'Balance of payments problem? What problern?' By 2013. 
history has partly come full c ircle. Even though the pound's exd 1ange rate still floats, ths 
huge size of the UK's current account deficit is again viewed as an economic p roblem. 

This chapter wi U: 
remind you of the difference between the current account and capital flows in the balance 
of payments 

• examine the structure of and recent changes in the UK balance of payments 
discuss the mean1ng of balance of payments equilibrium and disequilibrium 

question whether a current account defici1t poses a problem 
• compare expenditure.reducing and expenditure-switching policies aimed at reducing a 

current account deficit 

• explain the J--curve affec1 
• discuss whether a curr1en1 account surplus poses prob~ems 

recap on how AD/AS diagrams ,can be used to illustrate the effect of changes in the 
current account 

At AS, the Unit 2 specification on the national economy required candidates to understandi 
the main items in the current account of the balance of payments, namely1rade in goods, 
trade in services, investment income and transfers. An understanding of the meaning 
of current account deficits and surpluses was also requ~red, tog·ether with the fact that 

achieving a sati·sfactory current account can be an important macroe.conomic policy 
o~jectlva .. 

The meaning of the balance of payments 

Chapter 21 

The baJance of payments is the part of the national accounts that 
attempts to measure alJ the currency flows into and out of the country 
in a particula r time period for exa1nple a n1on-th,. quarter or year. The 
ba la nce of paym.ents is only an est i.Jnate of currency f]ows . Activities su ch 
as smuggling, n1oney laundering andl ]ate recording of data or sending 
inaccurate data to the governn1ient mean tha t tl1ere are a lways errors in 
the balan ce of pay1nents. 

KEY TERM 
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balance of payments: 
measures all the currency flows 

into and out of an eoonomy in a 
given t ime period!. 



The structufe of th1e UK ba ance of payments 
Since Lhe balance of payments is an official re,cord. c10Hected by a. government, the 
presentation of the currency f101\\rs depends on how t11e gov1ern1nen.t decides to 
group and classify aJl the different ite1ns of payment. u·ntil quite r,ecently, the UK 
,government divided the, balanc,e of payn1ents into two n1ain categ,ories: 
• the current a·ccount 
• the capital account 

But to fit in with the n1ethod of classification used by the International Monetary 
Fund (IMF), the forni.at of the UK)s balance of payments has been changedw 
Unfortunate]yJ tl1-e nevv method of pres,entation. \Yhich is shown in slightly 
sin1plified for1n in Table 21.1,, is confusing. Capital flows, which used to form the 
capital account) are now listed in the financial account of the balance of payments . 
. Misleading1y1 the capital accou n t now ,co11nprises various lra nsf1ers o ( .income fhat 
were previously part of the current account before the new method of classification 
\Vas adopted. 

Table 21.1 Selected items from the UK balance of payments, 2012 (£m) 

The curr-ent account (m1ostly trade flows) 

Balance of trade i1n goods 

Btdance of trade, i1n serv~oes 

Net income ·Hows 

Net current transfers 

Balance of payments 10n the current a,ccount 

The capital account (TrB'nsfers, which used tobe In the curmnt accoun~ 

The financial account (CapjtaJ flowsJ which used to be in the capital aoooun~ 

Net direct investment 

Net portfoHo investment 

Other capiital 'fliows (mostly short-term 'hot money' ftaws) 

Drawings on reservies 

Financial account balance 

The balance {errors and omissions) 

Sourc-e: Uniled Kingdom 01.Jar~ly Accounts, Quarter 1 2013 

-107,893 

+73,992 

- ,2,254 

-23,055 

-59,210 

+3.788 

-8;885 

-2111,245 

+275,985 

-71642 

+48,213 

+7,209 

For this reason, this chapter pliesents a general survey of the current account and 
capital flows and tries to avoid unnecessary detail. The examjnation boardsJ 
including AQA~ no longer requir1e knowl1edge of official n1ethods of presentation of 
balance of payments accounts. 

EXAM Tl 1P 

The specification states that candidates are not expected to have a deta;led knowledge of 
the structure of baJance of payments accounts. 
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The balance of payments 

Recent 1chan,ges in the UK current acc1ount 
Figure 21. l shows the, changes that too1k place· in the UK current account and in the, 
main ite1ns in the cu rrent account between ]998 a nd 2012. 1997 was the last time that 
the UK current account more or less balanced ·without a deficit or surplus. The graph 
clearly shows the massive deterioration that occurred in the UK~s balance of trade in 
goods in the late 1990s and the early 2000s~ Although t he balance of trade in serv~ces 
generally showed a growing surplusJ the services surplus was not sufficient to offset 
tl1e trade in goods deficit. As a resu]t,, the overall curre1nt account deteriorated from 
its initial position of more o,r less balanced to 'the deficit at the end of 20]2 of near]y 
£60 bil I ion. 

EXAM TIP 
---

Exam candidates often confuse the balance of trade in goods with the who·ls of the current 
account. Ukewiset the current acoount is con.fused wi,th 1he ba~ance of payments as a 
whole. 

R.ecent statistics reflect the effect of the credit crunch and the decline in the overseas 
earnings of UK financial services industries. 
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KEY TERM 

igure 211 Chang,es in 
the UK current account and 
its main items, 1998-2012 
(the 2012 totals are shown 
on tt1 e right) 
Source: OffiGe lr:x National 
Sta1isUcs 

~or the most part the balan.ce of paymen ts on the current accoun:t 
measures th e flow of expenditure on goods and services,. broadly 
indjcali ng the c1ountry 's incoine gained and l,01st from trade. The 
cun·en l t ccoun t is usua]ly regarded as the n10ist in1portant part o{ 
the balance of payn1ents because it reflects the economy's 

current account: the part of the 
balance of payments measuring 
'income curl'iency f!ows, especiaUy 
payments for exports and fmports. 
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international cou1petidveness and the 1extent to which th:e country may 1or may not 
be Hving w1tl1in its tneans~ 

To measure the balance of payments 
on the current account we first add 
together the balance iaf trade in goods 
and the balance of trade in services. 
(The balance of trade in goods can a]so be 
called the balance of visible trade whilie 
the balance of trade in services con1prises 
invisible trade iten1s .. ) If receipts from 
exports of goods. and services are A.ess 
than payments for impo1rts of gonds and 
services th,ere is generally a 1curre.ut 

KEYTER,MS 

transfers: payments flowing between 
countries in forms such as fore.ig n aid, 
grants and gifts. 

investment income= profit and 
interest income flowing into a 

country that is generated from 
assets the resid,ents of the country 
own abroad. 

1account deficit. Conversely, a CLLrrent account surplus occurs when .receipts froin 
trade exceed payments for trade. 1-low,ever~ because there are other items in the 
current account besides trade flows, this is not ahvays true. Tbe other iten1s ar1e net 
incon1e flo,vs and net ieurren t transfers. 

Net ilncome flows 
Net incon1e flo,vs are n1ade up n1ostly of invest111ent income flows generated fron1 
profit and interest payn1ents flo,:ving bet\-veen countries. In the clapter's next sectionJ 
I explain how UK-based n1u]ti.national compa.nies fMN1Cs) inv1est in capital assets 
lo,cated in other countries. The profit income, generat1ed ,vhen an investment is 
complet1e flows back to the parent company and its UK shareho]de.rs. The investment 
itself is an outward. ea.pit ] Oo\V, but the income it generates is current income·i 
figuring jn the current account ,of the balance oif payments. 

EXAM TIP 

Thf s book does not include tables or details of the balances of trade in goods and servioes 
for 1he UK. These ar1e AS toprcs1 which I explain in some detail h1 the AQA AS Economics 
textbook. 

Profits also flow out of the UK to the overseas o,vners of assets located in the UK -
for example, to Japanese or US n1ultinational co1npanies owning subsidiary 
con~panies in the UK~ [n Table 21.1 the itern net inco111e flows. is largely detern1ined 
by the difference between these inward and outward profit fluws reswlting from 
capital investment undertaken in tl1e past. The fact that the UK's net 1ncotne flo'"rs 
were a.round -J.2. 3 billion in 2012 indicates that in that year. UK con1panies owned 
less profitable assets in the rest of the world than overseas-based MN1Cs owned 
in the UK. ]n previous years, as Figure 21. l shows, in\vard inco.me flows had far 
exceeded outward flo\vs. The coUapse of foreign investment earnings in 2012 was 
the n1ain factor contributing to the current account defici.t rising to over £59 billion~ 
up iro1n over .£22 billion in 2011. FinaUy, H is worth remen1bering that not aU income 
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flows are profit payn1en ts by tnu]tinational companies. Interest pay1nents ,on l1oans 
\.Vithin d1e international banldng syst,ern contribute significantly to net income flaws. 
By the time you read this book1 further signifi,cant changes 1nay have taken placie in 
the UK current account. Make sure you keep up to date with these changes. 

Cap,ital flows 
As the previous paragraph indi,cates, it is iinportant to avoid confusing ,capital 
flows ,vith inv,estnz.ent ir-1.corn.e. As exp]ained, outwa1d capital flows generate inward 
inv,estment income flows in subsequent years. The capilaJ. outflow enlarges the 
st,ock of capital assets ]ocated in other countries:. O\\rned by MNCs based in the 
country exporting, the capital. et capital flows are the dHf,erence betw,een inward 
and outward 1capital mo,ve1n,ents. Po1siU ve net outward capital Uo\\rsJ over a period of 
}'ears,. mean that the country acquires ,capitd!l ass,ets l,ocated in othe,r countries that 
are greater in value than the country!'s, ,o\A,n assets bought by overseas companies. 

Positive net investn1ent income flow (in the cu.rreni account}, which occurred in 

years prior to 2012t suggests th t,, in these yearst UK residents and M Cs invested in 
a. larger and inore profitabl,e stock of capita] assets in the rest of the world than that 
acquired by overseas residents and MNCs in the UK. Following the UKts abolition of 
virtually all foreign exchange controls in 1979:, the UK becan1e a large net exporter 
of capital. presun1ably because UK MNCs believed that investn1ent abroad would be 
tnore profitable than investrnent ·within. the UK~ During the 1980s:, the positive ne t 
capital outflow meant that the UK became a large own,er of ov,erseas capita] assets. 
H,0we\1er~ by 2010 the U.K was becoming again a net debto1r nation~ The difference 
between foreign assets that d1omesUc UK .residents ov-.rned and do1n,estic assets held 
by residents of other countries was $3121424 mHli.on. In 2010,, the USA had U1e largest 
net debts ($2'.1470~989 million) wherea.s at the other exitreme~ Japan,, China and 
Gennany enjoyed net credits respectively of $3,,087,704 n1ilH01rr, $1,970,652 111i1lion 
and $1,386:,2S4 n1Hli1on. 

Long-ter,m capital flows 
[n order to understand properly the importance of capita] flows in the balance of 
payments, it is useful to distinguish between l,ong-tern1 and short-term capital 
flows. Lo1ng-term capital fl,ows are dividable into direct investn1ent and portfolio 
inv,estment flows: 
• Direct overseas investment inv,olves acquisition of rea] pr,oductive 

ssets, such as factories, oil refineries> offices and shoppi.ng .m.alls., located 

in other counitries. ,on. the one hand, a UK-based MNC may decide to 
estabhsh a new subsidiary company - for exan1ple in the USA. On 
the other hand, direct investn1ent can also involve acquisition,, through 
merger or takeover of an o,verseas-based co1npany. These are exa1np]es 
of out\\rard direct investn1ent. Conversely~ the decisions in the 1980s and 
1990s by tl1e Japanese vehicle nJJanufacturers NissanJ Toyota and Honda 
to invest in automobUe factories in the UK led to inward direct investment, 
or for i.gn direct i nv s,tment (FDI). 
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KEY TERM 

direct overseas investment: 
occurs when 'fir;ms invest in 
or buy real productive assets 

located in forelgn countrhas. 



Nissan is one of the 
Japa:nes,e car companies 
'With factories in the UK 

• Portfoli ov rseas inve tment involves 
the pur1chase of financial assets (that 
i.s1 pieces of paper laying clai.m to th1e 

o\.-vnership of real assets) rather than 
physical or directly productive assets. 
Typically, portfolio investm,ent occurs 
,vhen frn1d n1anagers en1pioyed by 
financial institutions such as insurance 

KEY TERM 

portfolio overseas investment: 
occurs when financial servlces firms 
buy financial asse1s such as shares 
and government bonds issued in 

foreign countries. 

companies and pension funds purchase shares issued by overseas con1panies) or 
securities issued by foreign governrnents. Thie globalisation of world security markets 
or capital markets and the abolition of exchange controls bet\veen virtually all 
developed countries have made it 1easy Ear UK residents to purchase shares or bonds 
that are ]isted on overseas capital markets~ This has led to a massive increase in 
portfolio investment. UK residents can now buy shares and corporate bonds that 
were previously only available on the capital market of the company~s country of 
origin. Securities issued by foreign govemn1ents such as US Treasury bonds, can 
also be bought. 

The credit crunchi which began iI1 Arnerica in 2007;, and tl1e so-caUed 'financia] 
meltdoivn' that f0Uowed1 l1ad a significant adv1erse effect on portfolio investtnent both 
ltVithin and between countries. Many financjal assets,, parlicular]y those bought and snld 
by banks, became known as 'toxic assets'. This term arose f.r101n the fact that a pot,enti ] 

purchaser of a package of financial assets ,offered for sale by a b _nk could not know in 
advanc1e whether assets in the package ,vere of high risk and potentially little value or 
a sound investment (eve,n the bank trying to n1ake the saJe might not know). In such 
conditions of imperfect inforn1ation, trading in 1nany types of financia] asset collapsed. 
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Short-term· capita·J flows 
Long-ten.11 capital flows can partly be explained by co1nparative and competitive 
advantage. The flows are a re·spons,e to people's decisions to invest in econon1ic 
activities and industries located in countries t11at have a competitive advantage. 
Comparative advantage (\vhich, as Chapter 20 e·xpla.ins, must not be confused ,vith 
competitive advantage) 1n y also rest in the sa1ne country~ But since changes in 
competitive and/01r comparative advantage usuaBy take place quite sliaw[y, lon.g­
tenn capital flows tend to be relatively stable· and predjctable. 

This is not true of sho1rt-tenn capital fl.ows. Short-ter.rn capital n1ove1nents, which 
are also ca1led (hot m 1oney' flo\vs, are largely speculative. T]1e flows occur because 
the owners of fundsl which include companies and banks as weU as wealthy private 
indjviduals,. believe that a quick speculative profit can be 1TI.a.de by moving funds 
between. currencies. Speculating that a currency's exchange rate is about to t]Se, 

owners of funds m.ove money into tha.t currency and out of other cu r.rencies ,whose 
exchange rates are expected to fall. 'Hot n1oney' n1ovements 3-re ]so triggered by 
differences in interest rates. Funds flow into currencies with high interest rates and 
out oif currencies \Vith lo,ver interest rates. International crises, such as the outbreak 
of a war .in the Middle East,. also cause funds to n1ove into the currency of ·~ safe­
haven country,, regarded as politica]ly stable. 

[f the pool of hot money shlfting betvleen currencies was sn1all . few problems 
,vould result. Ho\\r·ever, short-terln capital flows have· gro,Nn significantly over the 
last 50 01r so years. A large-scale moven1ent of funds from one currency to another 
creates an excess supply in the former currency and an excess demand for the 
second currency. To eliminate excess supply and d 1emand, the exchange rates of the 
two currencies respectively fall and rise. As a result"' th,e 1novem,ent of funds 
between currencies produces the changes in exchange rates that speculators were 

expecting. Mo1re in1portantlyl a large-scale· hot n1oney flow of funds between 
curr1encie·s destabilises exchange rates, the current accounts of balance of pay tn,ents 
and, indeed, don1estic econo1nies. Such destabilisation occurred late in 2008 and 
early in 2009 wheu owners of hot money shifted their funds out of the pound on a 
Lnassiv e seal e. 

Sp culati , capit J no s between currencies such as the dolla.r.J the pound. 
and the enrol whjch occupy a central pJac,e in the finance of 1nternational 
tra.de, can destabilis,e the international 1nooetary system. Thre 111ost re·cenl 
examples of destabnisation followed t:he credit crunch and the HnanciaJ 
ineltdown I referred to earHer. Banks and other financial institutions and 
also gov1ernments witl'1in a range 1of c,ountries (which included the UK) lost 
their international credit ratings. To fight the recession that was hitting 
their econonJiesj governments built up n1a.ssive budget deficits, which they 
tried to financ1e by borr1ovving overseas. 

The huge increase in overseas borrov .. ring which accompanied burge·oni ng 
budget deficits put pressure on governrnents' international credit ratings. 
Before the recession, gove·rnm1ents of industr.iaHsed countries typica 1 ly 
enjoyed Triple A credil raHngs. This meant they could borro,v cheaply ,on 
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KEY TERM 

speculative cap·tal f lo s: 
occur when companies, banks 
and rich i nd ivtduaJs .buy a 
currency in order to earn higher 
interest rates on bank deposits 
held in that currency, or when 
they speculate that a rise in the 
currency's exchange, rate will 

enable them to mal,(je a capital 
gain in the future. 



CAS,E STUD·Y 21.1 

internatio,na]. financial n1arkets. But once a governm.ent loses its Triple A credit 
rating,. international investors n1a.y charge higher rates of interest tor [oans to the 
government TJ'ie USA'.s credit rating was downgraded from A AA to, AA-plus in 
August 2011, foUo\\red by a simHar dovi.,ngrading of the UK)s rating in February 2013. 
A downgrade, or indeed fear of a do,vngrade,. can cause international spe,culators to 
decide against holding financial assets denomi.nated in tbe cou ntry~s currency~ (This 
is wl1at happened to w 1eaker eurozone countries such as Gre,ece and Portugal:, but at 
the titne of writing in July 2013 it has not lLappened to the USA and the UK.) 

America is a net debtor country, but does this matter? 
rf 1i nwerd capital investment into a country exceeds 

outward capital investment a co,untry can become a 
net debtor oountry. By contrast, if outward investment 
exc~eds inward investment, net c reditor status may result. 

end of 2002, net extemsJ debt reached 25o/o of G1DP. That 
ish;gher than the debt levels at which some Latin American 
countries hit financial disaster in U,e 19'80s' debt crisis. 

Can America afford this kind of indebtedness? That 
depends on the, interest rate it must pay to overseas 

residents who have invested in US government seounities. 
In the years ahead. America faces a sharply rrsi ng debt 
stock and quite probably, htgh er interest rates. so net 

interest payments to foreigners could become very 
S'ig nificant. 

In the early 1980s, after decades or almost continuous 

current account surpluses, the United States was a net 
creditor country. with a net stock of foreign assets worth 

about 10% of GDP. But persistent current account deficits 

turned the country into a net debtor in 1965, sinoe when It 
has been getting, deeper and deeper into ~he red. At the 

Source: news reports 2003 

Fol l1ow-up question 
What happened to the US ,government 's international credit rating in 2011 and how may this be ~~nked to the fa.et that the 

US is a net debtor couniry? 

Balance of payments eq1u1t·brium 
Il is in1portant to avoid confusing 
balance of pay1nents equilibriurr1 witJ1 
the last iten1 in Table 21.11 whicl1 ensures 
that the balance of payme11ts balances. 
Balanc of payments equilibrium for 
external equiHhd.um) occurs \\rhen trade 
and capHal flows into and ou t of the 
country are more or less equal over a 

KEY TERM 

balance of payments equilib..-ium: 

occurs when the current acco,unt 
more or less balanoss over a period 
of years. 

nun1ber of years. Very often,, balance of pay1Tients equilibrium is more narrowly 
defined . referring only to, the cu rrent account. In this narro\i\1 sense, the balance of 
payments is in ,equUibriut11 whe·n the current account more or less balances over a 
period of years~ Defined in Hlis wayl balance of payments equilibrium is perfectly 
compaHble with the occurrence of a short-term current account deficit or surp].us. 
However,. fundamental disequil ibrium exis ts when there is a persistent tendency 
£or payn1ents for imports to be greater or Jess than payt11en'ts for ,exports over a 
p,eriod of years. 
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EXTENSION MATERl,AL 

'Balance' in the balance of payments 
lhe balance of payments is a balance sheet and, Uke aH balance sheets. must bafancg in the sense that all item,s must 
sum to zero. In 1he UK lba'lance of payments~ this means that all items rn the current account, tihe capitw account and 
the, financial account must sum to zero. In practice~ this never :happens because items are Jnaccuratefy measured and 
recorded - hence. ~he need for a ballanoing iitem to make the balance of payments sum to zero. The balancing iitem 
is a mistakes ite'm equalling the number required to make the balance of payments sum 10 zero. 

Government statisticians who construct 1he UK balance of payments use a continuous revision method of measurement. 
When the balance of payments statistics for a particul'ar year are first published, soon after the end of the year in 
question! the balancing item may be quite large. In this situation. too much trust should not be placed in the figures. In 
subsequent months and years, the balancing Item graduallly decreases. In the light of new and previously unavaileb1e 
infonnation, the, statisticians Whittle away the balancing Item~ allocating elements of the ttem to one or mor1e o,f the flows 
in real 1radet inve~tment incotne or capital. 

Does a current account deficit pose a problem? 
While a short-run deficit or surplus on the current account does not pose a problen1, 
a persistent or long-n1n imbalance indicates a fundamental disequilibrium. However~ 
the nature of any resulting problem depends upon the siz,e and cause of the deficit 
or surplus, and also upon the nature of the 1exchange rate regin1e. The larger the· 
deficit) the, greater the problen1 is likely to be~ The pr,obl,e111 is also likely to be serious 
if the deficit is caused. by the w1con1petitiveness iof the ,c,ountry's industries. In the 
short run,, a deficit aUo\\rS a country·s residents t,o enjoy Hving standa.rds bo,osted by 
in1port.s, higher than ·wnuld be possible f ro111 consun1ption of the country's output 
alone. But in the long run:r the decline of the country1s industries in the face of 
international co1npetition n1ay lower living standards~ 

A balance of payn1ents deficit poses more problems when the exchange rate is 
fixed than ,,vhen it floats freely. In both cases the iinmediate cause of ,a deficit 
usually J.ies in the fact that exports are too expensive in overseas n1arkets, 
,vhile i.n1ports are too cheap a.t hon1e. Obviouslyl, there can be more deep-seated 
causes o,f over-p.ricedl exports and under-priced iinports, relating~ for example·,, 

EXAM TIP , 

to do1nestic wage co1sts be,i.ng higher than in other countries. However,, in a 
floating exchange rate regime_, the exchange rate sim.ply responds to market 
forces and faHs,. thereby .restoring export co,m.petitiveness and curing or 
reducing balance of payn1ents disequiHbriun'l. I explain this in the next and 
final chapter of this bo,ok. 

B,y contrast in a fixed exchange rate system., currencies may remain more or less 
permanently overvalued or undervalued. An overvalued fixed exchange rate leads 
to a large current account deficit,. which then puts downward pressure on the 
exchange rate. However, in a fixed exchatlge rate systen1., the country~s central bank 
takes action to prevent the exchange rate falUng. In a process .known as xchange 
equalisation, the central bank uses rieserves of gold and hard currencies to purchase 
its own curriency on the foreign exchange 1narket. 

Unit 4 Toe national and intema1ionaJ, economy 

Exam candidates often 

assert that balance of 
payrnents deficits ar,e 

bad and ttiat surpluses 
are good. This does not 
neoessari1ly follow. 



1gur 2 .2 The •3 Ds' of 
deflation. direct controls and 
devaluation 

Official reserves are limitedl so a country cannot go ,on propping up a fixed ex.change 
rate and financing ad ficit for ever. ln a fixed exchange rat,e syste,m eventually a 
count ry must take action to try to reduce or eliminate a persisten't paym.ents deficit~ 

Policies to cure or reduce a balance of payments 
def·cit 
A government {or its central bank) can use three different policies to try to cure a 
persistent deficit caused by an overvalued exchange rate. These are the <3 Ds~ of 
deflationm direct controls!I! and deva luation or currency depreciation~ which are 
sho,;vn in Figure 21.2. 

The3Ds, 

(1 ), Deflation 
Contractironary monetary policy 
and/or fJscal policy" wMch 
reduce aggregate demand 

(2), Di1rect con11roJ s 
lmpo rt ,c ontrol:s: 
tariffs, quotas, info rim a I controls 

(3) Deva luation 
Lowen ng the, ,eX)c ha 11 g,e rat 1e via 
a forma I deva11 uation, 
depreciation or downward float 

Exp endh ure-red ud ng 
poHcy 

Exp endit ure-swhch in g 
policies 

D1e{lation1 ·which in this context refers to a reduction in the level of aggregate demand 
in the economyJ reduces a current account deficit because it is n1ainly expenditure 
reducing. By contras.tJ import controls and devaluation are primarily expenditure 
swi.tch in.g. 

EXAM TrP 

Besides the i3 Dsl of deflation, direct contra.ls and devaluation, you should aJso consider 

how supply-side poHcies may be needed to improve the long-term competitiveness olr UK 
i nd1u s,tries. 

Deflati·onary p,oHcies 
D [lalionaty policy involves usi ng contractionary 
monetary and/or fiscal poHcy t.o reduce the 
demand [or imports. For example, if the ]narginal 
propensity to import in the economy is 0.4, 
r,educing aggregate deinand by 110 billii0n should 
cause spending on imports to fall by £4 billion. 
This is an expenditure-reducing policy. 

KEY TERM 

deflationary po ricy: involves 
oontractionary mo1netary or 
fiscal poj tcy that shifts the 

AD curve to the !eft. 

A]though deflation is primarily an expenditure-reducing policy~ it also has an 
expenditure-switching element. By reducing the rate of don1estic price inflation 

AOA A2 Economics 



The balance of payments 

relative to1 inflation rates in other countries,. de·flation increases the price 
co1npetitiveness of exp1orts and reduces that of imports. 

H,owever, in .modern ,econo1m ies d1is is usua Uy quite a srnall ef feel. and tbe inain 

ef feet of dleflationa.ry poHci.es is to redu c1e a.ggregate dle1nand and to d1epress economic 
activity i111 the don1est ic econon1y. Output a nd en1p]oyment tend to fall rather than 
the price level. Untortu natelyt as well as reducing the den1and for imports, deflation 
affects the don1estic economy. Falling demand for domestic output n'lay folice firms 
to seek export orders so as to use spare production capacity. Ii,o,vever,. because 
exports are generally less profitable than don1estic sa1esJ a sound and expanding 
home 1.narket may be· necessary for a successful export drive. 

[n sun1ma.ryJ when deflating aggregat,e den1and to achieve the external objectives of 
suppo1rti.11g U1e exchange rate and reducing a current account deficit, a government 
sacrifices the d,01n,estic economic 01bjectives of full emp]1oy.me.nt and econo1n.ic 
growth. f or this rea.son governments may choose to, use expenditure-sw]tching 
policies of import contr,o]s and devaluation i n pr,eference to expenditure-reducing, 
deflation. 

Dire,ct controlls 
The direct controls used to reduce a pay1nents deficit are import controls. 
Embargoes and quota,s directly prevent or reduce expenditure on imports, while 
impor t duties or tari.ffs discourage 1expenditur1e by raising th e price of iinports. 
hnport contr1ols do not, however, cure the underlying causie of clisequilibriurn,, 
namely the uncomp,etitiv,eness ,of a country's goods and servicies. Moreover,. because 
a ciountry essentially gains a 'beggar my neighbour' advantage at t.he expense of 
other count d es 1 i n1port contro]s tend to provoke retaliation . 

Arguab]y protection ism reduces specia Usation and causes world trade wod d ou tpu t 
and economic urel fare all to fall. Because, of this, inter national orga n isations such 

as the EU and the World Trade Organization (WTO) have reduced the freedom of 
individual countries to impose irnport controls unilateraUy to in1prove their current 
accounts. HoweverJ the EU uses its common external tariff to provide protection for 
alJ its 1.n en1bers. 

Devaluation 
The word deva lua lion is used in a 11u1.nber of d ifferent ways. 1.n a 
strictly narr1ovi.r sense.. a country deva]ues by reducing Lhe value of 
a fixed exchang,e rale or an adjustable pe·g exchange rate. (Fixed 
exchange rates and adjustable peg exchange rates are· expl ined in 
Chapter 22.) However~ the term is also used in a loose:r way to descr ibe 
a downward float or depreciation of a floating exchange rate. The 
,vord ~depreciation can also confuse. Devaluation or a downiArard 

float causes an external depreciation of the currency· tnore units 
of the currency .are needed to buy a u nit of another currency .. Don''t 
confuse this with an i'nternal depreciation of the currency, 0 1ccur ri ng 
i..vhen there is inflation within the eco.00111.y. 

Unit 4 Toe national and intema1ional· economy 

KEVTERIM 

devaluation· a fall in a currency's 
exchange rate brought about either 
formally by a govemmen1 and its 
central bank or informally through 
a downward fl,oat or depreciation of 
the exchange rate. 



----

EXAM TIP 

The Unit 4 exam 
is synoptic so the 
examination may 
require application of 
AS microeconomic 
concepts such as 
elasticity. 

f·gure 21. The effect of a 
devaluation (or downward f I.oat) 
of an exchange rate on the 
current account of the balance 
of payrn ents 

EXA.M TIP 

Deflationary policies 
and devaluation should 
best be regarded 
as complementary 
poffcies rather than as 
substitutes. 

Unavaila.bi] ity of i1nport controls 1.neans that a country 1nust generally choose 
between deflatilJin and devaluation if it wish es to reduce a current account deficit~ 
As with impo,rt c,ontrolsl de·valuaUon has a mainly expenditureffswitching effecL 
By increasi n.g the price of i tnpo1rts re ta l ive to the price of exports, a success:f u] 

devaluation s,vitches do1nestic de1nand away from imports and towards ho1ne­
produced goods. Sin-iilarly" overseas dernand for the country's exports increases in 
r,esponse to the· fall in expor t prices. 

Price ellastilciity of demand andl dlevalu,ati1on 
The ,effectiveness of a devaluation in reducing a payn1ent deficit depends to a 
significant extent up1011 th,e price elasticiti,es of demand for expo1rts and irr1ports. 

As Figure 21..3 shows, when tbte demands for exports and imp,orts are both 
higl ly price 1elastlc a devaluation can reduce a curr,ent account deficit~ 
FoHnwing a devalu.ationt the domestic price of imports rises fr1om P1 to P2. whi]e 
the overseas pri.ce of exports faUs from P3 to P4 . As a result, domestic residents 

spend less on in1ported goods foUowing an increase in their relative prices. At 
the sa1ne tim1e_, Jiesidents of overseas countries spend 1nore on the countr y's 
exports., whose relative prices have fallen 

Pirtmof 
Imports 

Pi 
P1 

0 

a 

b 

-

Demand 
ior imports 

01 Quantity of 
htl(ports 

Price of 
e,cports 

P'3 

P4 

0 

C 

d 

Demand 
for exports 

Q4 Quantity of 
~rts 

On the itnport side~ area b in Figure 21 .3 shows reducied expenditure on goods 
produced in other countries. Higher import pricres mean that consu1ners switch to 
the now cheaper do1nestically produced substitutes. However,. expenditure on the 
goods still being i tnported ris1es by are I a. When delnand fo r tmports is price 
e]asti.c - as in Figure 21.3 - tot.a] domesti1c expenditure on i.mports falls by area 
(b1 

- a)~ 

In a similar ,rvay. expenditure on the country's exports increas1es by area (d - c), 
providj ng overseas demand for the country1s exports is price e]astic. Are.a d 
shows increased expenditure on expor ts because prices of exports faH relative 
to prices of overseas produced substitutes. Ho\vever. the fo1reign exchange 
earned by the goods exported be fore the deva]uation falls by area c. 

OveraU, the current account in1proves by (b - a) + (d - ,c) , assunl.ing the demand 
fo,r i.1nports and the demand for ex.ports are botll price e]asLic. 
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EXTENSION MATERl,AL 

The Marshall-Lerner condition 
It ·is more difficult to see what may happen to the current account When, for exampJe, the demand for exports is price 

inel·astic but the demand ·for imports is price elastic. Fortunate1y, the Marshall-L,emer condition prov1ides a simpJe 
rule to assess whether a change in the exchange rate can improve the current acoount The condition states that when 
the sum of the export and import price elasticities is greater than unity (ignoring the m inus sig,n), a fall in the exchange 
rate can reduce a deficit and a rise in the exchange r.ate can reduce a surplus. When. however, the export and import 

price eJasticiti·es of demand are both highly h1elastic, summing to less than unity, a fall in the exchange rate can have the 
perverse effect of worsening a def·icit (white a revaluation might increase a surp!L-JS}. 

The Marshall-Lerner condUion is a necessary condition. but not a sufficient condition, for a fall in the exchange rate to 
reduce a payments defidt. For a dev.aJuation or downward float to be successful, firms in the domestic economy must 
have spare capaojty with which they can mee1 the surge in demand brought about by ttie fall in the exchange rate. 
This means that ,expendirture-reducing deflation and expenditure-switching devaluation should best be regarded as 
complemen1ary polici·es rathe:r than as substitute policies for reducing a current account defidt. De~lation alone may 
be unnecessartly costly in terms of lost dom,estic employment and output, yet may be necessary to provide tlie spare 

capacity and oonditions in w hich a famng exchang·e rate can sucoessfullly cure a payments deficit. 

The J-curve 
Even if do1nestic demand for imports a nd ov,erseas, demand for exports 

are both price elastic a nd spare capacity exists in the economy, fi rms 
wi thin the country n1ay stiH be unable in1mediate]y to '.i ncrease supp[ y 

foHowing a faH in the exch nge rate.. In the shor t run1 the Marsh aH­
Lerner condition (explained in the Extension material) may not ho]d 
because elasticities of demand are lower in the short run than in the long 
run. In these cireun1stances1 the balance of payn1ents n1ay worsen before 
it improves. This is known as the J -curve ef feet; which is illustrated in 
Figure 21.4. 

tbn 
(+) 

Surplus 

0 
lnitt1al 

KIEV TERM 

J-curve; a curve; shaped like 
the letter 'J ', that maps the 
possible time path of the state 

of the current account following 
a devaluation. 

TI me 

The initial worsening of the balance of pay in ents 
that follo\\' S the Ia11 in the exchange rate 1nay reduce 
cionfidence jn Lhe idea Lhal changing the exchange 
rate· is Lhe most appropriat,e m ,elhod £or reducing a 

payments bnbalance~ Falling confidence may,, in 
turn~ cause capital outflows that destabilise both 
the bala nce of payments and the exchange rate. 
The J&curve effect thus reduces the attractiveness of 
exchange rate adjustment as an instrun1ent to correct 
pay1nents disiequHibri u1n. Even when the benefits of a 
fa Uing ,ex.change rate a.re reaHs1ed> they m ay be sh ort­
Uved. The increased price competitiveness produced 
by the devaluation is ]ikely to be eroded as increased 
in1port prices raise 'the country's inflation rate . 

current 
account 

Defi cit de.ficit 
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Figure 21.4 The J-curve effect 
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CASE STUD'Y 21.2 

Neverthelessl H conditions an~ right a de\raluation can reduce a. ,current account 
deficit .. Despite occurrjng on so-ea.Bed 'Black Wednesday\ the pound's devaluati.on 
in Siept1ember 1992 was ex tremely successful, at Jeast for a number of years. There 
\v1ere two1 main reason s for this. First ,expenditure reduction in th e severe recession 
of the early 1990s cr,eated the spare capacity that enabled successful expenditure 
switching following th e pou nd~s devaluation. Second , the· factories built in the UK by 
Japanese companies such as Honda and Toyota had just come on str,eam, producing 
goods of a quality that peopl1e \\rantedJ in the UK a.nd overseas. 

Sup1ply-side p,olicies, export-le 1d ,gro·wth and th,e current a.ccount 
D1eOa.tion devalua tion a.nd direct controls 
(tbe '3 Ds') ,nay be ef fe,cUve short-term 
p ,oHcies fo r reducing current account 
deficits. :H1ow1ever, H is now increasingly 
recognised that long-term impro,ven1ent 
in trade flows requires appropriate a nd 
successful supp]y-side poHcies, which 
deliver export-led ,gro, 1th. Tl1e ability of 
the British econon1y to deli\1er sustained 
growth iaf expo·rts .and meet the chal1eng1e 

KEY TERM 

export-led growth: growth brought 
about by an increase in a country's 
exports. as disti net from consumption­

led g,rowth and investment~ted growth 
whtch are caused by increases in other 
components of aggregate demand. 

of imported goods and s.e·rvices depends on making UK exports quality c101npetitive 
as ·well as price competitive. A low exchange rate low interest rates at which British 
firn1s can borrov" and low domestic inflation alJ contribu te to increased export 
price competitiveness. Ho·wever, price competitiveness on its own is not enough~ 
Export-led growth requires UK goods and services to be quality con1petitive. Th is 
involves good design and weU-tnade products. hnproved quality con1petitiveness 
may only be a.chievable in the long run if helped by appropriate government supply~ 
side policies together with supply-side reforn1s undertaken by the private sector. 
Greater investtnent in research and deve!,op1t1ent and impr,oved n1ark1eting strat1egies 
can have powerful long-term effects in i.mproving qua lity c,on1petitiveness. Supply­
sid,e reforms,, illustra ted by an outward sh ift oif the LR'AS curve, provide the econon1y 
v,.rith increased capacity - enabling a rieaJlocation ,of .resources to,"ards expo,rting~ 

A falling exchange rate and the UK's trade deficit 
It is sometimes said that a signmcant fall in the exchange 
rate prices UK. g.oods into international markets, w hich 
then in turn promotes e~port- led growth. But is th ts true? 

In the past, a 30% fall. in the pounds exchange ratef such 
as the decline thie government encouraged in 2008., wouidl 
have boosted exportsJ limited imports and improved the 
oountry's trade f igures. But this no longer seems to be 
the case. The UK's current account deficit in 2012 was 
higher than it lhad been in 2007, when the economy 'NaS 

being fuelled by a consu merr-spendi ng spree financed by 
an expansion of personal debt. 

Britain's poor record in exporting to emerging market 
countriesll including the BRIC economies, has been said to 
be the reason for the weak trading performance. However. 
this in1erpretation is w rong.. ExPorts to deve[oping 
economies have been growjng fast. up 65% for goods 
and 35% for services between 2006 and 2012. But it is 
trade with the EU that has been the probtem, wlth exports 
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of goods to European countdes falUng by 5% and services 
exports rising by 23% over the same 6-year peri'od. It is 

Follow-up questions 

The balance of payments 

worth noting, that Britaf n runs e current aoco unt deficit of 
4.5o/o w1ith the EU and a surplus with the rest of the world. 

1 Explain the difference between a trade deficit and a budget defic.it (the so-called! twin deficits). 
2 What do you think is the best way to bring about long-term improvement in the, UK's current account? 

Does a current account su1rplus pose a problem? 
While people read Hy agree that a persistent current account deficit can pose serious 
problems> fe·wer people realise that a balance of payments surp]us on the current 
account can also lead to probletns .. Indeed, because a surplus is often seren as a sign 
of national economic virili.ty and success, it is frequently argued that the bigger the 
surplus~ the better the country's economic performance. 

This is true to the· ex tent to which the surplus n~easures the competiti vene·ss of the 
country's exporting industri,es. There are, nevertheless; two reasons why a large 
payn1ents surplus is undesirable,, although a sn1.alJ su1plus may he a justifiable 
policy objective. 

One countiry's surplus is anoth,er country's. deficit 
B,ecause the balance of payn1ents tnust balance for the world as a \VholeJ it is not 
po1ssible for aH c,ountries. to run surpluses simultaneously. Un]ess countries with 
persistently larg.e surpluses agree· to take action to reduce their surpluses, deficit 
countries ca.nnot reduce their deficits~ This n1eans that defic.it counlrires may be 
forced to i1npose im.port c,ontrols fron1 which aU c,ountries, including surp]us 
countries, eventuaUy suffer+ In an 1extreme scenario. a. world r,ecession may be 
triggered by a resulting collapse of world trade. 

EXAM TIP 

Possibly because the UK current account has been in deficit for many years, exaim 
questions on current accoun1 surpluses have been rare. Neverthe1ess, the topic can mways 
appear in future exams. 

A.t various tilnes since th,e 1970s, the currrent account surplLitses orf the, oU-producing 
countries have led to this problen1,, as h.ave the Japanese and latterly the Chinese 
payments surp]uses which have largely matched the US trade deficit. ,on severa 1 

occasions, the US gover nrnent has faced pressure from US manufacturing and 
labour interests to introduce import controls and other forn1s of protectionis1n. 
When introduced US protectionism undoubtedly harn1s world trade. 

Poorer non-oH-exporting developing countries also suffer chronic deficits) ahhough 
thes,e are dif terent fron1. the US trade deficit. The in1balance of trad,e betwee11 
n1ore deve]oped and the least developed countries ca11not be reduced without the 
industriaHsed c,ountries of lhe N,orth taking action to reduce surp]uses Lhat have 
been gained at the expense of the poorer economies of the South. 
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The current account 
surplus of oil -producing 
countries can lead to 
problems 

A b,alan 1ce of payments surplius is jnfla.tionary 
U is often forgotten that a balance· of payments surplus can be an in1portant cause 
of doniestic inflation, particularly when the exchange rate is fixed .. This is because a 
balance of pay1nents surplus is an injection of aggregate demand into tl1e circular fl1ow 
of inco1ne which., via a multiplier effect increases the equilibrium level of nominal or 
tnoney national income. ]f there are substantial unen1ployed resources in the econotnyJ 
tl1is has the beneficial effect of reflating real output and jobs. However, if the econon1y 
jg initially c]ose to full capacity. demand-pull inflation results. Note a1so that a balance 
of payments deficit has the opposite effect The deficit is a leakage or withdrawal of 
demand f ro1n the economy- which deflates the equjlibriun1 ]evel of income . 

.Policies, to cure or reduce a balance of payments 
surplus1 

The policies available to a governinent fair reducing a balance of paym.ents surplus 
are the opposite of the '3 Dsl of dleflati.on., direct contr101]s and devaluation appropriate 
ror correcting a payments deficit. The policies are tl1e '3 Rs1 of reflation1 removal 01f 

i1n.port c,ontrols nd l"evaluation. 
• Reflati ng den1 nd, via expansionary 

monetary policy or fiscal policy; 
increases a country's demand for 
in1ports. 

• Trade can a lso be liberalised by 
re1noving in1port controls. 

• There ·have been calls on ,countries 
\Vith large payments surpluses,. such 

s Japan and China,, to revalue in. order 
to reduce global payments in1baJances. 
But because there is 1n uch less pressure 

£bn 
+ 

surplus 
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__ __..., The. ritave rse 
~ J-curve 

Time 

Figure 21. The reverse J-cur-Je 
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The balance of payments 

on a surplus country to revalue thall oin a deficit country to devalue~ such calls have 
not usually be1en successful. [t is also \.Vorth noting that,. for a revaluation to reduce a 
current account surplus, the Marshal1-Lerner c.ondiUon must be met In addition a 
re·verse J-curve, illustrated. in Figure 2LS, 1nay 0 1perate causing the payments surp]us 
to ge't bigger immediately after the revaluation befor·e it eventually starts to get s1naller. 

Applying AD/AS analysis to the current a,ccou1n1t of 
the balance of payments 
[ shall no,l\r round off the chapter by re1ninding you about l1ow AD/AS analysis can 
be used to, explain the e.ffect of a change jn the current account on the balance of 
payments on the level of real output ia nd the price level in the economy. 

As 1 exp]ained earHer in the chapter the current account includes non-trade ite.ms 
(incon1e and transfers) as weU as exports and imports. ·However, for the s ke of 
sin1p1icity, I shall pretend that exports and imports are the only iten1s in the current 
account. 1Gi ven this assun1ption, there is a currenl account surplus when neit exports 
are positive, Le. X > M, and a deficit jn the current account when net exports are 
negative, Le. X ·< M. 

EXAM TIP 

·n,is fina~ section of the chapter is almost identicat to the, similar section in the chapter in my AS 
book on the balance of payments. This results from the fact that in almost all instances, you 
don't need to learn any more about AD/AS at A2 over and above what you first learnt at AS. 

As I also n1entioned ea.rHer~. exports are an injection of spending into the circular flon, 
of income,. whereas in1ports are, a leakage or withdrawal of spending frorn the flow. 

Suppose that initially X .. M,, which tneans ther,e is neither a surplus nor a deficit 
in the current acc1ount. No1te also that in this situatiion;f given my assu1nption that 

there ar,e no non~trade flows in. the current acc1oun.t1 foreign trade inje1ctions .into1 the 
circular fl.ow of in.co1n.e exactly equal foreign trade withdra,vals fro.m the How. Toi put 
H another way when X = M, the current account has a neutral effect on the state of 
aggregate demand and on the circular flow of income. 

Ho1Arever suppose that at the next stage, overseas deinand for British 
exports increases, but UK den1and for iinports ren1.ains unchanged. 
This n1ea.ns there is a net injection of spending into the circular flow 
of income. The current account 111oves into surplus1 with X > M. 

[n tl1e AD/AS diagra1n drawn in Figure 21.6:- the increase in exports 
shifts the AD curve to the right. What happens next in t11e econo1n.y 
depends on tbe shape and sliape iaf the SRAS curve around the· initial 
po1int of n1.acr1oeconom:ic equilibrium (point X in Figure 21.6). 

Pnce 
level 

LRA5 

Yi YF"e Real national 
output 

Pa1int X shows the econorny in dee·p recession, suffering fron1 
deficient aggregate de1nandM In this situation, any event that 

Fig re 21 ~6 Hov, an increase in exports 
can affect the national economy 
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increases aggrega.te demand increases the level of real output in the 1econo1ny and 
cause,s demand-deficient un,emp]oy111ent to fall. An in.creas,e in exports is just such 
an event. In the diagram increased exports shift the AD' curve right,vard from AD1 

to AD2• This causes real output to rise from y1 to y2, though at the cost of inflation; 
since, th,e pricie level r ises fron1 P'1 to P2. 

Following the shift to the right of the aggregate demand curve to AD2 n1acroeconomic 
equilibrium is now shown at point Z. But as the SRAS curve becomes steeper, 1noving 
up the curve, the diagran1 tells us that the main eftect of a further shift of the AD 
curve fro1n AD1

2 to AD3 faUs on the price level rather than on output andl jobs. Output 
increases , from y2 to YFE> but Lhe price level also increases to P3. As full en1.ploy1n.ent 
approachesl ,export demand beco1nes inflationary rather than reflationary. 

---

EXAM TIP 

You must be abte to use the AD/AS model and the circular flow of income to analyse 
how changes in exports and/or jmports affect macroeconomic performance,, ke. gr,owth~ 

employment~ in1flation and international competitiveness. 

Neverthelessl! in this situation the growth in export demand eliminates the demand 
deficiency previously existent in the econo1ny. The econo1ny ends up on its long-run 
aggregate supply (LRAS) curvel with 1nacroeconomic equilibriu1n at point V. 

Once point V has been reached v1hat rnay happen ne,xt in the economy depends 
on asswnptions made about the nature of short~run and [ong-run aggregate, supply. 
According to Figure 21.6, when the economy produces on the vertica] LRAS curve, any 
further increase in the demand for exports leads only to the price ]evel rising above 
P3 without any increase in real outpu L Ho11,Jvever, there is another possibility. Foreign 
den1and for a country)s exports o,ften creates favourable supply-side conditions in which 
the LR'AS curve shifts lo the right. This n1eans the econon1y can produce and supply the 
goods needed to 111eet the increase in export de1nand ,vithout generating inflation. This 
is an exa1nple of exporl-led g rowth mentioned earlier in the chapter. The ,German a nd 
Japanese ,econonne,s certainly enjoyed export-led growth frron1 Lhe ]960s to the 1980s 
and China has recently enjoyed simHar benefits. How1ever the, gr,owth of demand for 
Chinese exports has also caused inflation in the Chinese econoJ.ny. 

A fall in export demand and/or an incre.ase in domesUc d,emand tor imports triggers 
an opposite effect to the one just described. There is a net leakage of demand from 

the circular Ho\,, of incom.e, the AD curve shifts to the Left, and both real output and 
the price level fall (or, more realisticaUy in the latter case" the rate of inflation slows 
down). Ov,eralt the effect is deflationary. 

EXAM TIP 

You would illustrate the desired effect of supply-side policies, aimed at increasing export 

competitiveness by shifting the vertical LRAS curve to the right This cou Id lead to a fall in 
the relative prices of exports. Quality and productivity improvements brought about by the 
supply-side, policies could be depicted by the ·faJI in the, average price l'evel. 
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The balance of payments 

The balance of payments is the part of' tlie national accounts that measures all the currency 

flows ~nto and out of the country in a particular tim.e- per1,od. 
The two main parts of the balance of paym,ents are the current account and capital flows. 

The two main parts of the current account are the ·flows of spending on e,xports and 
i1mports. 
Net income from abroad,, which js mostly net investment income, and current transfers are 

also items in the current account. 
Net investment income results from capital flows. For example~ an outward capital ftow 

generates an inward f low of inves1mant income in future years. 
Capital flows divide into diriect investment, portfolio investment and speculative or ·hot 

money' flows. 
eHot money' flows can destabilise the exchange rate~ the balance of payments, and indeed 

tha whole economy. 
Balance of payments ,equilibrium occurs when the current account more or .less balances 

over a number of years - as a simplif1cation~ when X = M. Disequilibrium ls when there is 

a large and persistent current account deficit or surplus. 
A large defiicit is not necessarity a problem~ part&eularly if the exchang,e rate is floating, with 
capital flows financing the deficit. 
The 1expendlture-reducing policy of deflation and/or the expenditure-switching policies 

of import controls and devaluation can be used to reduce a current account deficit. 
Sometimes deflation and devaluation should be, used in tandem. 

Likewise reflation, removal of import controls and revaluation can be used to reduce a 
surplus. 

Contrary to popufar opinion, a large and persistent surplus may be undesirable. 

Current acoount deficits are themselves deflationary and surpluses may be inflationary. 
An increase in a current account deficit ~eads to a shift to the left of the AD curve in an ADI 
AS diagram. A decrease in a deficit or an incr,ease in a surplus causes the AO curve to shift 

to the rlg ht. 

Exam-s.tyle queslio s 
1 ExplaJin the difference between the concepts of balance of payments equilibrium 

and •balance' in the balance of payments. 

2 ExplaJin the policfes tha1: may be used to reduce a payments deficit on ou rrent 
account. 

3 Do you agiree that successful supply ... side reform is needed if the UK's current account is to improve in 

the long run.? Justify your answer. 

4 Evaluate the view that balance of pa~ents surpluses on current account are always beneficial. 

Extra reso rces to help yo revise are available onli eat www.hodderpl1us.c0.uk/phHipallan 
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Chapter 22 

Exchange rates, the pound, 
the do ar and the euro 

Although domestic currencies are used to pay for internal trade within countries, 
imports are usua:lly patd for in the currency of the country exporting the goods or 
services. An exchange rate measures how much of another currency a particu~ar 
c urrency can buy; it is the external! price of the currency quoted 1in terms of the other 
currency. Exchange rates can also be measured aga~nst gold, or against a weighted 
average of a sample or •basket' of currencies. C urrencies are bought and sold in the 
foreign exchange market 1 which is now an international 24/7 ellectronic market. On a 
global secde, the market never c loses. and l1CT-based buying and sailing takes place 
throughout the day and night. 

The chapter begins by describing different ways to measure a country's exchange rateJ 
outlines the main types of exchange rate system, and exp1lains and analyses how 
balance of payments disequilibrium is dealt with in floating and fixed exchange rate 
systems. Towards the end of the chapter, I shall explaln the special features of and the 
relationships between a number of key world currencies. These are the U'K pound, the 
US dolfar and the euro. 

·····················~················································· ························ ··················· 

This chapter V!Jill.: 
exptain the meaning of an exchange rate and how an exchange rate is measured 

• describe the differ1ent t)pes of exchange rate system or regime 
anafryse exchange rat,e and balance of payments equilibrium and disequil ibrium in a freel:y 
floating exchange rate system 

• assess the advantages and disadvantages of freely floating exchang,e rates 
examine how fixed and managed exchange rates operate 
survey the roles of the pound, the US dollar and the euro in world payments systems, 
historjcany and at 1he present day 

At AS, you learnt about the link between monetary policy and the exchange rate; 
however. you did not learn fulliy how exchange rates are determ1ined. You did learn 
how changes in ,exchange rates affect export and import prices1 the balanoe of 
paym1ents on current account and indeed the level of domestic economic activity rn 
the national economy. 
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Exchange rates, the pound the do llar and the euro 

The meaning and measurement of 
an exchange rate 
The·se days the· exchange rat of a curr,ency .is simply the 
external price ,of the currency in terms o,f another currency 
such as the US doHac The convention of quoti ng excha nge 
rates in terms of the US dollar is of faidy r,ecent origin. 
Before ]914 most exchange rates were expressed i n terms 
of gold and only after 1945 did the dollar beco1ne the nea r 
universally accepted standard by which the ,externa l va]ues 
of oth,er currencies vvere measured. 

In recent years, in response to the changing pattern of UK trade, 
the pou nd)s excha nge rate is as ,often quoted against the euro 
as it is aga.inst the dollar. The sterling ,ex,ch<1nge rate index 
(ERI) is a]so used to rn,easure the pound's exchange rate. The 

ERI does not measure the pound 's externa 1 value against a 
particular currency. Rather it is a trade-weighted average of 
the pound 's exchange rate against a number of leading trading 
currencies, calculated to reflect the importance of each currency 
in international trade with Britain. 

At the close of ·market trading on 2S July 2013, the 
sterHng index was 80~2 compared to its 200S index of 100+ 
Th is n1eans that over the years since 2005J the ERI had 
depreciated or faHen in value by 19~8% v.rhen 1neasured 
against the exchange rates of the UK's n1ost in1portant 
trading partners. As Figure 22.1 shows, much of the 
collapse of the pound~s exchange rate occurr,ed in 2007 
and 2008. T'his an1ounted to a 30% d,evaluat ion+ Since 2008 
the exchange rateJ depicted by aU three 111.easures shown in 
Figure 22.lJ has steadiedl not because th e state of th e UK 
eco11on1y i1nprovedJ but b ,ecaus,e international speculators 
view the pound as a ·safe haven'' currency, particularly in 
con1parison to the euro. 

The real exchange rate 
The different e.X:change rates mentioned so far are all nominal 
exchang1e rates. Th,ese must not be confu sed w ith ·th e real 
exchange rate, ivhich measures the rate at ,vhich home­
produced goods exchange for i1nportsj ratber than the rates 
at which currencies themselves are traded. The rea l exchange 
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KEY TERM 

exchange rate= the extemaJI price of 
a currency, usually measured against 
another currency. 
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Fi gu e 22.1 Three measures of the pound's exchange 
rate: the sterling e,xchange rate indexi the doUar 

exchange rate and the euro exchange rate, a uarter 3 
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Figure 22.2 The different 
types of e(l(Cha11ge rate system 

rate,, which is a n1easur,e of co1npetitiv,en,e.ss, is calcula ted 
by the foHo\v ing for1nula: 

pound's real = sterling index x domestic price revel 
exchange rate · weighted foreign price level 

The different types of exchange 
rate system 
Figure 22.2 shows the 1nain types of exchange rate 
syste1n. The two extren1e types are ireely floati g 
excl a ge r tes (also kno\i\rn as cleanly floating 
ex,cl1ange rat:es) and rigidly fix.ed exchange .rates. A 
fixed 1exchange rate is the n1.ost extren1e forn1 of a 
managed exchange rat . 

EXAM TIP 

EXAM TIP 
- -

It is useful but not viital 
10 understand the 
difference between 
the nominal and the 
real exchange rate. 

KEY TERM 

freely floating 
exchange iate: 
determ'ined solely by 
demand and suppiy1 
i.e. by market fo~s. 

Exam questions ara set more often on fl:oating exchang·e rates than on other types of 
exchange rate. Howeve~. questions may be set on fixed or manag.ad exchange rates. 

The n1anaged exchange rates that He between the extre1nes of freely floating and 
rigidly fixed exchange rates take t\vo n1ain forn1s: adjus,ta ble peg and managed 
.floating, (or dirty floating) exchange rates. Adjustable peg exchange· rates rese1nble 
I ixed exchang1e raties in many respects, but the· rate at Vi.,hjch the exchange rat,e is 
fixed 1nay be changed from Ume to, thne·~ A fo,rmai devaluation reduces the fix,ed 
eX!change rate, ·while revaluation increases the fixed rate. 

Freely 
ff.oati'ng 
exchan,ge 
rates 
( dean fl.oating) 

Mana,g ed exchange rates 

ID i rty f loating 
exchange rates 
(managed ·float Ing) 

Adjustable peg 
exchange rates 

!Rigidly 
fixed 
exchange, 
rates 

By ,contrast, as its name indicates, a managed floating, exchange rate is closer to a 
freely floating exchange rate than to a fixed 1exchange rate·. Market forces or supply 
and den1and 'officially deter1nine the exchange rate1 but the country)s centra] bank 
intervenes 'unofficially' behind the scenes:, buying or selling reserves and raising or 
lo\vering interest rates to n1ove the exchange rate upward or downivard. 
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Exchange rates, the pound the dollar and the euro 

Freely floating exchange rates 
K 11 a regi1ne of freely .floating ('clean! y' f loating) exchange rates_. tl11 ext rnal valu 
of a country1s currency is detennined on foreign ex,chang1e 1narkets by th1e forcies of 
de1nand and supp]y alone. Later in this chapter, I sh.aH explain that in recent years 
capital flows and speculation have been extr,emely significant in influencing the 
supply of and demand for a curr1ency, and hence its exchange rate,. Ho,;vever, I shaH 
first sin1p]if y by assun1ing that a currency is de1nanded on fore]gn exchanges solely 
for the payment of trade and that trade flo·\vs alone determine exchange rates. I 
shaH assu.me~ too that any haildings ,of foreign currencies surplus to the im.mediate 
requirement 1of paying for trade are in1mediate]y sold on the foreign exchange .market. 

Ex.plaining1 the slop1e of the demand and supp,ly 
curves ·for pounds 
When the exchange rate of the pound faUs, UK exports 
become n1ore con1petitive in overseas markets. The volu1ne 
of UK exports increases, leading to greater overseas demand 
fo.r pounds to finance the purchase of these exports. This 
explains the dovvnward-sloping den1and curve for pounds 
\Vhich 1s illustrated in Figure 22 .3~ 

But just as U.K exports gener.ale a de1nand for pounds on foreign 
exchange markets so imports into the u·K generate a supply 0 1f 

Exdlange 
rate 

(US$ per!) 

1.80 

0 (D = S) 
(X=M) 

Supply 
of pounds 

Demand 
foll" 
pounds 

Quantity of 
is traded 

pounds. The explanation Hes jn the fact that UK tracling 
companies generally pay for imports in foreign currencies. 
[111porters n1ust sell sterling on the foreign exchange market in 
order to purchase the foreign currencies needed to pay for the 
goods they are buying. As the pound1s exchange rate rises 

igure 22.3 Exchange rate equiUbrium in a free1y 
floating exctiange rate system 

fewer pounds are needed to buy a given quantity of ioreign currency. This n1eans that 
the sterling price of in1ports fa.Us. UK consu1ners are likely to respond to the falling 
pric of in1ports by increasing tota1 spending on imports (which happens as long as 
the de1nand for imports is price elastic). A gr1 ater to1ta1 quantity o.f sterling must be 
supplied on foreign exchange markets to pay for the hnports - even though the 
sterHng price of each unit of imports has fallen. The result. is the upward-slop.ing 
supply curve of sterling depicted in Figure 22 . .3. This shows that at higher exchange 
rates, n1ore sterling is supplied on the foreign exchange n1arket.. 

EXAMI TIP 

It is useful but not essential 10 understand why the demand curve for a currency slopes 
downward and why ths supply curve 'Slopes upward. By contrast, it is essential to 
understand exchange rate equinbrium and disequnibrium and to be able to link both 

concepts to the balance of payments. 
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Exch,an1ge rate equilibrium in a freely float1ing 
exchange rate regime 
Exchange rate equilibrium ,occurs at the market-clearing ,exchange rate at which the 
den1and for pounds on foreign exchange inarkets equals the supply of pounds~ [n 
Figure 22. 3l' this is deter1nined at point A. The equilibriun1 exchange rate is $1.80 to 
the pound. 

At this excha.nge rate,. the n1oney value of exports (paid in sterling) equals the money 
value of in1ports (paid in foreign currencies). If I assume that exports and hnports 
are· the only ite.lns in the current account, the current account is also in ·equiHbrium. 

Because I am assun1in.g away any compUcati,ons introduced by capital flows, 
exchange rate equilibrium impH,es balance 1of paym1ents equilibrium on current 
account and vice versa. The two equilibria are just diffefient sides o,f the saune 
coin: exchange rate equ[Hbrium is price equilibrium whereas balance of payn1ents 
equiHbrium (,vhere X = Min Figure 22.3) means that the quantity of the currency 
flo\1-ving into the country equals the quantity flo,;ving out. Given the simplifying 
assumptions I have made,, once the balance of payments is jn equilibrium~ there is 
no pressure for the exchange rate to rise or fall. 

The adj1ustment process, to a new equilibrium exchange rate, 
l shaU no\\r assun1e that some event or 'shock' disturbs the initial equilibriun1, for 
example an improvement in the quality of foreign-produced goods causes UK residlents 
to increase demand for imports) what,ever the exchange rate. In Figure 22.4, the 
increase in demand for foreign exch nge to pay for imports causes the suppiy curve 
of sterling to shi.:ft to the right from S1 to 52• (Remember, when more foreign currencies 
are demanded , more sterling must 
be supplied.) In the ne,v situation, 
the current account of die balance of 
payments is in deficit by the a1nounl 
(X < M) in the diagran1 - as long 
a.s the exchange rate stays at $1.80. 
At the $1.80 xchange rate, UK. 
residents supply or sell more sterling, 
than before to pay for imports, but 
becaus1e ov,ers,eas residents stiH 

den1and the san1e quantity of UK 
goods (assu1ning that their vie,v 
on the quaHty of UK goods relative 
to foreign goods has not changed), 
the overseas demand for sterHng to 
_pay for UK exports remains at its 
_previous .leve]. 

Exchange 
rate, 

(US$ per£) 

1.80 

1.50 

0 (D .: 5)1 (D = SJ2 I 
(X= M)1 (X= M)i I 

I I 

X < M 
Current account 

deficit 

Excess 
supply1of 
pounds 

Demand 
fo,r pounds 

Quantity iof 
£s1raded 

Fig, re 22.4 !How a current account deficit is eliminated in 
a freely ffoating exchange rate system 

At the exch ange rate of $1.80 to the pound) there is an excess supply of sterHng 
on the fo1reign exchange n1arket, equal to the distance B minus A. The 111arket 
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n1echanis1n 110w swings into acti1on tei restore eq uHibriutn - both for 
the exchange rate and [or the balance of payments. When the excess 
holdings of sterling accumu]ated at th,e exchange rate of $1 ~80 are s,old 
on the foreign exchange market,, the pound 1s exchange rate fa.Us. This 
increas1es the price con1petitiveness of UK expor1s white n1,aking ilnpo1rts 
less price ciompetiHve~ The exchange ra.te falls until a ne,;v equilibriu1n 
exchange· rate is reached at point C, where the 1exchange rate is $1.50 to 
the pound. 

EXAM TIP1 

You should pract1sa drawing 
demand and supply g~aphs to 

show a floaUng exchange rate. 

Note that the current account of the balance of payments is once again in equilibriun11 
but at {X = M)2 rather than at (X = M)1. This means that at the new equHibriun1 
exchange rate.,, a lthough they are again equa] jn size,, the 1n,on1ey values of exports 
and i1npo1rts hav1e bo1th increased. 

,conversely,. H the initial 1equilibr ium is disturbed by a.n .improve,nent in 
the quaUty of UK goods or service·s the dem.and curve for sterling shifts 
to the right. This moves the current account into surplus ea.using the 
pound's exchange rate to rise or appreciate in order to reJieve the excess 
den1and for sterling. Providing UK residents don 1t change their views on 
the relative quality of in1ports, the exchange rate rises until the balance 
of payn1ents and exchange equilibriu n1 are once aga.in restored. 

EXTENSION MATER11AL 

KEY TERM 

disequilibrium exchange 
rate: the rate at which there, rs 
excess demand for, or excess 
suppry of. ~he currency. 

The theory I have just outlined can be called the tradiUonal approach to floating exchange rates. The tradirtional 
approach, which largely ignores capital flows, contrasts with the monetary approach, developed in the 1950s and 
1970s by the monetarist ,economists Milton Friedman ,and Harry Johnson. The monetary approach argues that capital 

flows, brought about by conditions in global money and financial markets, are mucn1 ·more important than trade flo\fllS in 
determining changes in exchange rates. 

The monetary approach to floating exchange rates provides better expJ,anatt'ons of recent volatility in fore'ign e:X!changa 
mar:kets and w~l'd sw,lngs of exchange rates than does the traditional approach, whioh side-steps the problems created 
by capjtal flows. 

The a.,dvantages of flloating exclha.ng,e, rates 
Econon1ists generally agree that providing tl1ere .are no distorting capital flows, 
fn:~e]y floating exchang.e rates have th.,e fol lo,\ring five advantages. 

Bal.ance of payments ,equilibrium 
The exchange rate (irvhich is the external price of the crnrency) should n1ov,e up 
or down to corre,ct a pay1nents imbalance. Providing the adjust1nent n1echanis1n 
operates smoothlyJ a curriency should never be overvalued or undervalued tor long. 
In the event ,of an overva lued exchange rate causing export uncompetitiveness and 
a payn1ents defici.t market forces should quickly ad.Just to,\vards an equiHbrium 
exchange rate. which also achieves equilibriun1 in the balance of payments. 
Similarly~ underva]uation should be quickly corrected by an upward movement of 
the exchange rate. 
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EXAM Tl:P' 

Res,ource alJa,cation 
If the worlds resources are to be effich~ntly allocated betwe,en competing uses 
exchange rates must be correctly valued. For efficient resource aUoe,atiion in a 
constantly changing w1orld 1narket prices must ,a.ccurately reflect shifts in dernand 

and changes in co.m_peti tive and comparative advant ge that result 
from technical progress and events such as discoveries of ne,,1 

The advantages and disadvantag·es 
of floating exchange rates often figure 
in exam questions. including global 
context data-response questions. 

111ineral resources~ In princip]e1 a freely floating exchange rate 
should respond and adjust to these changes. By contrast a fixed 
exchange rate 1nay graduaUy becon1e overvalued or underva.luedJ 
as demand or competitive and cornparative advantage n1ove 
against or in favour of a country1s indust.ri,es. 

'E.XAM TIP' 

Domestic policy objectives 
.It is son1etin1es argued that when the exchange rate is freely floating:) balance ,of 
pay1nents surplusies and defic its cease to be a policy proble1n for the government, 
as it is tl~en free lo pursue the domestic econom.ic objectives of fuU e1nployment 
and growth .. Market forces ]ook after fhe balance of p .ym.ents while governments 
concentrate on domestic economic policy. If, in the pursuit of doFnestic objectives, 
the inflation rate rises out of line with other countries, in a freely floating world the 
exchange rate siinply fa1ls to restore competitiveness .. 

lnflati1an 
In n1uch the same wayl a responsible country with a lower than average inflation 
rate should benefit :fron1 a floating exchange rate because th.e exchange rate insulates 
the country fron1 in1porting inflation~ f ron1 the rest of the world. lf inflation rates 
are higher in the .rest of the world., a fixed exchange rate causes a country to itnport 
jnftation through the .rising prices of goods i.mported fro1n high-inf] ation countries .. 
By contrast. a floating exchange rale floats upward \Vh.ich low,ers the prices of 
imports, insulating the econon1y against importing in nation. 

lndepen,del1't monetary ,policy 
With a floating exchange rate, monetary policy can be used solely to achieve domestic 
policy objectivesl such as lhe control of inflation. This is called an independent 
monetary policy. By contrast,, with a fixed exchange rate interest rates may be 
determined by events in the outside ,;vorld (and in particu]ar by capital Uows out of and 

into currenci,es),, rather than by the needs of the don1cestic econon1y. 
To 1naiutain a fixed exchange rate, int1erest rates n1ay have to be 

You must understand the links between 
exchange rates and monetary poHcy. 

raised to pr,event the exchange rate fron1 falling. ]n this situation, 
monetary policy is no ]anger independentJ in thre sense that it can 
110 longer be assigned to pursuing _pu§ely do1nestic policy objectives. 

The ,dis,advantages, of floating 1exc,hange rates 
Freely floating exchange rates nevertheless h ave some disadvantages, particularly 
relating to the fact that in the 1nodern globalised world in which financia] capital is 
internationaHy n-iobile capital Hows rather than exports and imports are the n1ain 
detern1inants of floating exchange rates. 
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Speculation and' capital fl1ows 
The argument tha.t a free[y floating excha1 ge rate· is never overvalued 0ir u nd,ervalued 
for very ]ong depends crucia lly upon the main assumption of the traditiona[ theory 
of exchange rates, that curr,encies a re bought and sold on fore ig n exchange ma.rkets 

only to finance trade. This assumption means that speculation and capital flows have 
no influenc,e on ·exchange r.at 1es. But as the mo·netary theory of exchange rates argues, 
this is at ,odds with how the n1odern glo,balised econon1y works. T'h ese days:, weU 
over 90%, of currency transactions taking, place on fo1reign exchange tnarkets stein 
tron1 capita l flows a.nd fro1n the decisi,ons of individuals~ business corporatio1n s, 
financial institutions and even governn1ents to switch wealth prort£olios bet\veen 
different currencies. In the short run exch ange rates are extre1nely vulnerable to 
s.pecula tive rcapital .or hot mioney movements into 1or out of currencies. Just [ike a 
fixed exchange rate, a floati ng exchange ra te can b,e overvalued or undervalued 
\Vhich .rn.eans il does not reflect the trading competitiveness o,f th·e· cou n t.ry's goods 
and services. 

International tradin_g u.ncertainty 
It is someh mes argued th t, vJ"hereas fixed exch ange rates create conditions of certainty 
and stability in which internationa] lrade c n prosper a11d gro,iV, the volatHity and 
instability caused by floating exchange rates slow 1he growth of and even destroy, 
international trade. In.fact, hedging,. \Vhi.chinvolve.s the purchase or sale of a currency in 
the 'for\vard' 1narket 3 n1,onths in .advance of the actual delivery of the currency and 
payn1ent tor trade, considerably r duces U1e, trading uncertainties associated with 
floating e,xchange rates~ lnde1edi fixed and managed exchange rates n,ay also cause 
uncertainty,. especia.Uy when a currency is overvalued and a devaluation .is expected. 

Cost-push' infl,atiion 
Floating e,xieha nge rates someti1nes contribute to costspush inflation. Suppose .a country 
has .a h.igher rate of jnflation than its trading partners. Trading co1npeti tivenes.s and 
the current account ,of the balanc1e of pay1n ents bofl1 worsen, c 1using the exchange 
rate to fall in ,order to restore competitiveness. This may tr igger a vicious cunriulative 
do,vnward spiral of faster inflation and exchange rate de·preciation. The falling 
exchange rate increase·s in1port pricesJ which raise the rate of don1estic cost-push 
inflation. Workers react by den1anding pay rises to restore the real value of the eroded 
real wage. At the next stage, in creased inflation erodes the export c0i1npetitiveness 
initially won by the faH of the ,exchange rate, which in turn t1iggers a further faJ l in 
the exchange rate to recover the lost advantage, and so the process continues. The 
resulting down\va.rd spi ral can ev1entua1ly de.stabHise large parts of Lhe domestic 
econo1ny, causing u nemp1oyment and reducing econoinic growth. 

Deman1d -pufl inflation 
Floating exchange rates ca n trigger demand-pu H jnflation as well as cost-push 
inflation. With a floating exchange rate; there is no need to deflate the domestic 
economy to deal \vith a balance of payments deficit on the current account.. But 
suppose a. large nun1ber of countries \~ith floating exchange rates simultaneously 
increase aggregate demand. This can lead to excess demand on a worldwide scale, 
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EXAM Tl:P 

Refer back to Chapter 
21 and reread the 
section on hot money 
flows. 

----

EXAM Tl11P· 

It is important to 
understand the links 
betw1een exchange 
rates and inflat1ion. 



urhich fuels global inflation. This happened in the 1970sl when a worldwide expansion 
of den1and created conditions in 'Arhich oil and prim!ary g,oods producers cou]d raise 
prices and still sell in wor]d markets. In countries such as the UK, the resulting 
inflation appeared to be import cost-push .inflation caused by the rising cos't of 
imported energy and raw materials .. HoweveL the true cause lay in excess demand 
created by the si'n1uhaneous effects of dernand expansion and floating exchange 
ratesJ when world supply could not increase,, at least in the short run, to meet the 
surge in global demand. A sin1ilar situation occurred in 2007 and early 2008. 

Is Brita1 going bu,st? 
In September 1,9~ two currency speculatorsr George 
Soros and Jim Rog1ers1 effectively 'broke' the Bank of 
England. Thay speculated against the pound on a massive 

scale and forced the UK chancellor and the governor of 
the Bank of Engfand to withdraw the pound from the semi­
fi~d exchange rate regime known as the Exchange Rate 
Mechanism of the European Mlonetary System. The day 
on whioh this happeried is known as • Black Wednesday1

• 

Seventeen years later in January 2009~ J1im Rogers 
famously again said tha1 Britain is bust. Rogers adv:ised 

young Britrsh people to 'Move to China; feam Chinese\ 
Below js an e,xtract from an interview J'im Rogers gave 

to Sky News in January 2009 in which he described 
sterl1ing as 'Un ishecr and LondonJs financial services as 
a d1saster. He went on to say that the g,overnment had 
made a chorribha mistake' in spending billions of pounds 

F,oUow-up questions 

to stop Britain~s banks collapsing and added tha1 Brltain 

would soon have little to offer 1he wor1d. 

Afterr years of enJoyl ng a strong currency and thriVl ng1 
financial sector, the winds of change blowingr across the 

UIK are fast tum~ng Into a storm. 

The· fact is that the UK has. had two things to sell to 

1,he world over the last 25 years~ the North Sea oil and 
~hat·s dryjng up - within a decade the UK Is going to be 

importing 011 - and tlle City of London. The UK's financial 

asset (the Ci1ty), is a disaster and Ifs not going to revive. 

St,erllng has got to go 1ower over the next decade, or two 

because when the North .Sea drtes up I do not know what 

fue UK is going to se11 to the world. 

Source: Jim Rogers, 21 JanuaJJ 2009 

1 ·Resear.ch what happened to the pound's ,exchange rate i1n September 1992 and assess whetherth1s, was good. or 
bad for 1he UK ec-onomy. 

2 In recent years 1he UK economy has often bsen said to be 'unbaJanced1
• What is meant by this and,, if true what 

have been the consequences? 

EXTENSION MATE,RIAL 

he pur ha ing power theory and long-term determinant of he 
exchange rate 
Over three decades from the 1970s to the early 2000s. the pound's exchange rate generally fell against those of other 
currencies. Indeed, the downward 1rend occurred through most of 1he twentieth oentu1ry and has continued rrght up to 
the present day. The purchasing p,ower parity (PPP) theory provides the best explanation for such long-1erm chang,es 
in exchange rates. 

Consider a situation in which a country;s infl'ation rate is 10% higher than the inflation rates of its main competitors. The 
PPP theory predicts that in this situation, the country's exchange rate fal Is by approximately 1 Oo/o 10 offset the loss of 
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trading oompetirtiveness caused by the nrgher domestic inflation rate. As a r1esutt. the purchas~ng power of exports over 

imports returns to its earlier level: that is~ the level existing before the domestic inflation rate moved out of line with infla1ion 
rates in the rest of the world. 

AlHiough the PPP theory provtdes a good expJanation of long-term chang,es in exchange rates ,(taking place over many 
decades). rt is less useful for explaining short-term changes. As~ have indicated. short-term changes in exchang,a rates 
result mainiy from speculative capital flows. Hot money flows cause exchange rates to overshoot, ~n which case the 
currency becomes ,overvalued, or to be undervalued. However, because speculative flows tend to even out over periods 
longer than a few years1 hot money movements are less signfficant for explaining long-term changes in exchange rates. 

Fixed exchang,e rates 
With a freely floating exch.ange rate system a eurrency"s external value 
rises or falls to eliminate a ba]ance of payn1ents surplus or deficit on the 
current account. By contrast with fi ·ed exch nge rate , a currency's 
external value remains unchanged;; while the internal price level. ,or rr1ore 
usually the level of don1estic economic activity and output, adjusts to 
elin1inate ba]ance of payn1ents disequilibriun1. 

Although most 1exchange rates now float freely fixed 1exchange rates 
have been iiuportant for long periods [n the last 100 ,or inore years. In 
a rigid! y fixe,d sys tern> deva[ uation is ruled out as a means of reducing 
a current account deficit. This means that deflationary policies that 
decrease aggregate demand have to be used to improve the current 
account . As a result, deflation harms the domestic economy, ivhich 
explains why modern governments generally reject a return to rigid ly 
fixed exchange rates. G overnn1ents pref er to be able to devalue,. or at 

least to be able to engineer a dovvnward float of the currency. 

The longesl period of rigid]y fixed excha nge rates 0 1ccurred in the 
nineteenth century and in the ,early years 1of the twentieth century. During 
this period, tnost 1najor \vodd currencies were fixed against gold in a 
systen1 known as the gold standard. In addition, from 1999 u111tH 2002, 12 
currencies of the countries co1nmiHed lo adopting the euro \-Vere rigidly 
fixed against each other in preparaUon for their eventuaJ disappearance 

,KEYTEIR:M 

fixed exchange rate: an 
exchange rate fixed at a certain 
level by the country's central 
bank and maiintained by the 
central bank's intervention in 
the foreign exchange market. 

EXAM TIP 

A rigidl1y fixed exchange rate 
is the most extreme form of 

managed exchange rate. 

EXAM TIP 

Historical knowledge of the 
gol1d standard is usefu~, but by 
no means .essential. 

,:vhen replaced by euro notes and coins in 2002. These countries, together ,vith other 
counties such as Malta and Slovenia, which adopted the euro more recent1y now 
forn1 tl1e eurozone. The eurozone wHl grow in size wJ1en the local currencies of other 
new EU 111-ember countries are eventually replaced by the euro. 

The a 1dvantage·s of fixed exch.ang,e rates 
Because the advantages and disadvantag1es of fixed exchange rates ar,e closely but 
oppositely related to those of f].oating rates, \:Vhich [ have already explained in sonie 
depth,, I shall provide only a brief su1nmary here. 
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The main advantages of fixed exchange rates are·.: 
• cer tainty and stability 
• the anti 9 inflalionary d iscip]ine imposed on a 

country's do]nestic econo:mic manageinen t 
and upon the beh aviour of its workers and 
finn s. I explain this in great1er depth in the 
Extension 1naterial later in the chapter., 
wh ich covers the relationship be·tween 
fi xed exchang1e rates and 1nonetary policy 

EXAM TU> 

Make sure you can adapt my 1earlier 
coverage of the advantages and 
disadvantag.es of floating exchan9e 
rates so as to be able to exp1ain the 
advantages and disadvantages of 

fi~d exchange rates. 

The ,disadvantages of fi~e·d exchange rates 
By ci0ntrast) the principal disadvantages of fixed e·xchange rates include: 
• a possible increase in u nce·rtainty if devaluation or revaluation is expected 
• continued overvaluation 10r u ndervaluation of the cu r rency 

• severe defiationary costs of :lost output and u nen1p]oyment for a d1eficil country 
a nd the importing of inflation by a surplu s country 

• a possible balance of payments or ,currency crisis in a country whose currency is 
overvalued 

• tying up of resources in ofHcia] r1eserves, ,vhich could b e used more productively 
e] se\i\7 here 

Managed exchange rates 
An exchange ra te is n-ianaged w.hen the cou ntry's 
central bank actively intervenes in i1oreign 
exchange· markets, buying and seUing reserves 
and its o ,.vn cur[iency to influence the movement 
of the exchange rate in ti particuJar direction. 
By 1 1 naging the exchan e re te, a countryts 
111onetary authorities hope to ach ieve the stability 
and certainty associated with fixedl ex.change rates 
co[nbined \i\tith a floating exchange rate's ability 
to avoid overvaluation and undervaluation by 
r 1esponding to market forces . 

KEY 'TE'RM 

managed exchange rate: 
similar to a fixed exchange rate 
(wh[ch itself is the extreme form 

of a managed exchange rate) in 
tnat ~he central bank. intervenes 

in the forei1gn exchange market 
to detennine its currency's 
exchange rate. 

As weU as by maintaining a rigidly fixed exchange rate . \\rhich is the extreme example nf a 
managed exchange rate1 e~change rates can be managed in two ways. These are th.rough 
an adjustable peg (or fixed peg) system and by tnanaged floating (or dirty floating). 

Adju.stable peg excha.ng1,e rate systems 
An djustable eg e ~cha ge rate has a closer 
resetnblance to a rigidly fixed exchange rate than 10 

a freely floating exchange rate. Nevertheless, 
adjustable pegs are n1ore flexible than rigidly fixed 
exchange rates. This is because the exchange rate is 
adjusted upward or downward fro1n time to time by 
the country's central bank~ An upward revaluation 

KEY TE:RM 

adjustable peg exchange rate: 
a managed exchange ratie similar 
to a rigidly fixed exchange rate 

except that the central bank may 
alter the exchange rate's central 
peg by devaluing or revaluing. 
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corrects an undervalued exchange rate whereas a 
do\:vnward adjustment or devaluation is used to correct 
overv aluati on. 

Figure 22. 5 i Uustrates devaluatio,n of the pound. in an 
adjustable peg exchange rate syste1n . The exch,angre 
ra'te is initial1y fixed at a central peg of $1.50. Supply 
and demand then determine the day-to-day exchange 
rat,e. Providing the exchange stays between a ceiling 
and .a floor set at the tini e t1llat the central peg was 
fi~ed, the excha.nge rate is correctly valued for lrade. 
Then? is no1 need for central bank intervention. 
H.owever, the graph shov.rs the exchang,e rate fa]Jing to 
the floor of $1.48, possibly because of a speculative 
capit -1 flo,:v again.s t the curr ency. At th is point the 
central bank intervenes raising domes tic interest 
rates to attract capital nows into tbe currency and 
using reserves to support the fixed exchange rate. By 
selling rreserves and buying its o,vn currency1, the 
central bank creates a.n artificial demand for its own 
currency. A policy ,of buyj ng and seHlng currencies t,o 
support an exchange ra te is known as exchange 
eq llil lisalion~ 

As Figure 22.6 shovvs, inaintaining the exchange 
somewhere bet\veen the ceiling and 'lhe fioor ls a [n11os.t 
ide,ntical to the way a buffer stock agency buys or s,ells 
stocks of an agricultuJ"al good or a metal to stabiHse the 
price of the pri.n1ary product. 

[f you refer back to the middle panel of Figure 22.1, 
you will see that the pound 1s exchange rate against 
tl1e dollar was around the $2.00 dollar mark in the 
firs t half of 2008. Ho\\rever, fron1 August onwards, a 
hoe money How out iof the p,ound and into the dolla.r 
led to a collapse of the exchange rate, with the pound's 
value fa1Hng in the latter months of 2008 by about 30%, 
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Devaluat~on 

o--~~~~~~~~~~-----

Time 

·gure 22.5 A devaluation of an adjustable peg exchange rate 

KEY TERM 

exc hange equalisation: takes place when a centraJ 
bank buys ,or seUs its own curr,ency to maintain its 
exchange rate art a particular level. 

Exchange 
rate 

1(US$ per£) 

2.02 ..,.._ __ .,._. .......... __ ....,.,._Ceilllng 

:too central peg 
L98 Flo,oli 

L94 

0 ,QLJlanti;ty of £s per penod 

ig re 22.6 How managing the e.xchange rate res,embles 

buffer stock intervention 

against the dollar+ At the time the pound's exchange rate vvas floa ting, as it stiH 
is, but consid1er \Vhat wou]d pr,obably have happened had the pound ·s value been 
fixed against the doUar.m say at $2.00 to tl1e pound~ In its early days, the outflow 
of speculative funds would have shifted the supply curve of pounds to the right, 
say to S2 in Figure 22.6. In a Boating systen1, Lhe capital outflow \\'ould have taken 
the exchange rate daiwn to $1.94 (at least to start with). Ho\;vever, \\rHh a managed 
exchange rat , support~buying by the Bank of Eng]a.nd \Vou]d be· trigger,ed at $1 ~98 
to prevent th1e pound divi ng b 1e)ow th e floo r. If buying up its 0 1WO currency \Vas 

successful, the Bank of England would have succeeded in maintaining the· fixed 
exchange rate+ However,, given the massive size of the speculative flow out of the 
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p1ound it is much 1nore· likely that the $2 .00 peg would be abandoned~ either by 
devaluing to a lower ,centra] peg or by \\raving go,odbye to the tnan.aged exchange 
rate. 

Persistent support for a curr,ency .m.ea.ns that its exchange rate· is overvalued 
conden1niing the country to over-pdced ,exports, under-priced in1ports and a current 
account deficit. In a rigidly fixed exchange rate system (which can be U]ustrated 

by the left-hand part of Figure 22.5) this is the end of the story. The country's 
government has to deflate the domestic economy and/or in1po1se in1port controls; 
since devaluation and revaluation are not pern1itted in a rigidly fixed syste1ll. 

Ho,¥ev,er, Figure 22. S goes on to sho\¥ the authorities devaluing the exchange rate to 
a new central peg of $1.00 s.o as to correct the intbalance·. This iUustrates the 
diff,erence between adjustable peg and rigidly fixed exchange rate· systems. 

Benign neglect and the exchange rate 
Since 20081 in attempts to 'kick-start' the 8ritiSh economy 

into economic recovery. successive governments and the 
Bank of Eng'land have followed a policy of 'benign neglect' 
with regard to the pc>und's exchange rate. Benign neglect is 
a policy of not intervening in the foreign exchange market to 
influence the external value of the pound. In a sense, it is a 
form of ~anti-poHcy~. leaving everything to free-market forces. 
HO\IV9ver, since it also involves the authorities 'talking down' 
the vaJua of the pound, berugn neg1ect goes one stage further. 

In February .2013, Ashraf Laidi, cay Index's chiHf global 
strategist, stated that sterling·s recent weakness has 
been due to the 'benign neglect1 charted by the Bank of 

'F,oUow--up quesUons 

England and the UK. Treasury. 7he latest pronouncements 

from Bank of England governor Mervyn King and his future 
successor. Mark Carney appear to be a contest over who 

oou:fd deliver the most dovish measures in terms of ~urther 
quantitative easing.' But Krng said that there are limits to 
what can ba achreved using quantitative easing and low 
interest rates in stimulating the ,economy. He urged the 
g,overnment to 'find ways of boostfng overseas demand 
for our products and push through ''supply-side re,forms'. 
In King's, view, monetary stimulus and beni·gn neglect have 
not been anouglh. 

1 Members of the Bank of England's Monetary Policy Committee (MPC) are often divided into 'doves' and 'hawks'. 
What does this mean? 

2 Aeseafch what 'has happened to the pound1's excharig,e rate since, 2013. 

-

Managed or dirty f oating 
Fixed and adjustable peg exchange rate 

systetns have now been abandoned 
throughout tnost of the \.Vo:rld. Vi.rtuaUy 
aB exchange rates now flo,at, though there 
is a difference between 'clean' and dirl • 
floating . C]ean floating is the same as free 

floating and pure floating, i.e. there is 

----

KEYTERMl 

dirty floating: a managed exchange 
rate system in which the central bank 
i ntsrvenes in the foreign exchange 
marke1 when the exchange rate is still 
floating. 

absolutely no centrall bank intervention to prop up the exchange rate or to n1anipulate 
its value. [n earlier sections of this chapter I have explained clean or pure floating,~ 
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By contrast, tdirty1 or 'managed~ flnating occurs wlien the exchange rate is officially 
floating,, in the sense that a country 1s 1nonetary authoriti1es announce that 1na.rkel 
forces are determining the exchange rate1 but in fact they intervene unofficially 
behind th·e scenes to buy or seU their oivn currency to influence the exchange rate~ 

At one ex.tre1ne dirty or n1anaged floating is simply a srnoothing operation for a clean 
or freely floating exchange rate. However, at the other extreniie, currency intervention 
,nay try to secure and then maintain an unofficial exchange rate target ,china 
regulady intervenes in foreign exchange markets to keep its currency., the renminbi 
(mb}., low against the dollar. The authorities in son1e of the smaller EU countries that 
have not as yet adopted the euro have also tried to ntaintain the exchang1e rates of 
their currencies agail1st the euro. (Their currencies have been (shado,-ving' the 1euro 

,,.rith tl~e intention eventuaUy of replacing the national currency with the euro.) 

The pound., the dollar and reserve 
currency1 foles KEY TERM 

The US dollar is the \,1vorldts reserve currency. A reserve 
currency is a currency that governments and centra] banks 
outside the country that issues the currency wish to hold. 

reserve currency~ a currency Wiidely hetd 
in the forei'gn currency reserves of other 
countries and used by them to pay for trade. 

To take on a world reserve role acurrency1nust be transmitted into overseas ownership. 
[n the second half of 'the nineteenth century; the pow1d became the world's reserve 
currency, alongside gold. At the time, the pound ,vas on the gold standard,, which 
meant that the Bank of England fixed the pound's exchange rate against gold and 
guaranteed to exchange pounds for gold on den1and at this fixed rate. 
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EXAM TIP 

It fS useful but not 
ess,ential to know about 
reserve currencies. 

This brings n1e. to the two rather paradoxical circun1sta11ces that enable a 
currency to, becom1e a reserve currency. 0 1n the one Jiand the currency must be 
ihard\ i.e. one which people and banks in other countries wish to1 hold. Howevier. 

on the otl1.er hand there must be a 1nechan i s]n th.at transmits ownership of the 
currency on a large sea.le to people and banks in other countries. The 
transmission mechanisn1 is the country:ios bala.nce of payn1ents deficit. 

Nor1naHy when , country runs up a huge balance of payn1ents deficit, its currency's 
exchange rate fa Us or ~softens' because of its excess supp]y on foreign exchange 
111arkets. [n the case of a reserve currency this is generally not so. Peop]e and banks 
in the rest of the world are only too happy to get tl1eir hands. on and tl1en to keep 
the currency ·without feeling the need to sell it. ln this ,vay, large holdings of the 
currency are transmitt,ed into ,o,\rnersllip outside the currency's country of origin. 

In the ]ate ninete·enth c,entury and up to 1914,. Britain benefited fro1n its hegemonic 
position in the world economy. Because of the UK's military, political an.d econo,mic 
power in the nineteenth century, residents of other countries wanted to hold the 
pound. The accumulation of pounds owned outside the UK led to the currency 
taking on a wodd reserve role. 

After 1918, the UK's econon1y weakened and this led to a quick decline in the pound's 
reserve role. The role \Vas finally finished by tl1e Second World War* Af te.r the war, the 
pound was not freely convertible into other currencies and therefor,e was undesirable 
to holdl. By this timel th,e US dollar had become th,e wor]d reserve curr1e11cy, reflecting 
the hege1nonic power tl1at the USA no,:v en.joyed. The doll.ar co,ntinues to be, the 
,.vorldJs main reserve· currency. As was the case with the pound over 100 years ago,. 
the USAJs huge balance of payments deficit on the current account has provided 
the main trans!nission mechanism,, along with the willingness of governments and 
people wodd,Nide to hold the dollar. The recent and current eurozone crisis bas 
largely prevented the euro from becon1ing a desired reserve currency. 

Vast overs,eas ownership of the dollar -renders the currency vulnerable to a mass­
selling pani,c as was threatened in late 2013 when China feared that the US 
gove-rnn1ent would defauh on its debts. At other tin1es, when pursuing a policy of 
b 1enign neglect the US governn1ent bas encouraged the dollar's faU., l1oping that., by 
1naking US goods 1nore competitive in wnrld 1narkets, the probletn of a growing US 
payments deficit \Nould diminish. 

However,, two factors ten1per mass seUing of do11ars~ First a large-scale sale of d10Hars 
inevitably involves mass purchase of other currencies such as th euro. Fo.r this 
to occur1 dollar ho1lde.rs' ,confidence in the e·uro and i n the economies of eu rezone 
countr:ies m.ust ,exceed lh,eir d,oubts ,about the doHar and the US economy. The sheer 
size and hegemonic role of the US economy means that the dollar is still generally 
regarded as a better bet than other currencies. Second, the USA1s huge current account 
deficit n1eans that other countries, particu]arly China, have surpluses1 \.\1 hich means 
that their currencies are· in short supply on foreign exchange markets. This in turn 
n1eans a lack of a trans1nission .mechanism to conv,ey the curre·ncies .into widespread 
overseas ownership and into a world reserve .role 1equalHng the past ro,le of the· doUar 
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1 ndeed~ the res,erve currency status of the d,ollar also means that individuals and 
co1npanies " 'rorldwide for example in South Am.erica and Africa~ hold the dollar as 
a ~realth asset in prefer ence t10 t hei.r nationa] currencies* Thie UK pound still performs 
a 1ninor .reserv,e currency role. 1China 1s renminbi. oould develop into1 a reserve 
currency but, as n1tentioned, lacks the transmission mechanism of a balance of 
pay1nents deficit to bring this abouL 

EXTENSION MATERl'AL 

Fixed exchan1ge rat,es and monetary policy 
At various times in ,recent decadesr though not currently. UK. governments used a high exchange rate as a policy 

instrument with whi,ch to contro~ inflation. A high exchange rate reduces inflation in three different WS!JS. Flrst, it causes 
the prjces of ~mported food and consumer goods to faU. The second effect operates through falhng prices of imported 
raw materials and energy. These reduce costs of production, which in tum reduce cost-push inflationary pressure 

within the domestic economy. The third effect is more subtfe, srnce it operates through changes in human behavJour~ 
If the exchange rate remains high. firms that raise pri'ces by more than their intema1ionaJI competitors suffer falling 
profits and even bankruptcy. At the same, t ime, workers who push for higher wage increases than those on offer in 
competitor countries face the rtsk of unemployment. Realising it is against self-interest to behave in an inflationary way, 
firms and workers choose to moderate prrce rises and wage claims. The economist Sir Alan Budd argues that the 
pound's membership of ths ERM at a high exchange rate had precisely this effect 'b reeding' t:he economy of inflationary 
expectations between 1990 and 1992. 

A high exchange rate thus discipUnes ,or constrains domesti·c inflationary pressures. However, if deva11uation is expected, 

the counter-inflationary disclplfine provided by the high exchange rate quickly disappears., If the govemm,ent's commttmem 
to a high exchange rate is que-stfoned, the credibility of counter-inflation policy may vanish. In this situationt inflationary 
pressures are unleashed,, wn,ich reduces international competitiveness and causes the current aocount to deteriorate. 
An overvalued exchange rate 11,eads to a hot money outflow, which puts downward pressure on the exchange rate. To 

prevent the exchange rate from falling, the country's central bank may have to increase domestic interest rates. Higher 
interest rates contract or derflate aggregate demand in an ec-onomy already suffering a loss of e~port competitiveness 

brought about by the high exchange rate. 

Using a high exchange irate in this way to reduce domestic inflation means that monetary policy in general!~ and' interest 
rates in particular, e.r,e notavailabteto stimulate or reflate aggregate demand w ithin the 1economy. Indeed. the deflationary 

effects of a high exchange rate and high interest rates mean that the domestic poJicy ,objectives of full emptoymen1 and 
economic growth have to be sacrificed to the external objective of supporting the exchange rate. 

The eur,o 
For [TI Ost people, the European Union s single currency, t.he uro,, rcame 
into existence on 1 J anuar-y 2002 when euro notes and coins entered 
circulation . Ho,;vev1e.r ,econo1rnists usuaUy date 1 Ja nuary 1999 as 1narking 
the euro 1s introductiont as this was the dale on which the exchange rate,s 
of the 12 ,c,ountries that became the first men1bers ,of the eurozone or 
euro area were irrevocably fixed against each other. (The eurozone and 
the euro area are the nan1es used for the group of EU countr ies th at have 
replaced their national currencies with the euro.) 
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KEY TERIMIS 

euro; the single currency used 
in some-" but not all1 European 
Union member states. 

eurozone: contains the EU 
countri,es in 'Which the euro has 
replaced national currencies! 
also known as the euro area. 



The European Central 
Bank i1n Frankfurt 

Currently) the UK is inside the EU but 1outside the euro1zone, .retaining U1e pound as the 
national currency and implementing a strictly national UK monetary poUcy. B,y 
contrast ,eurozone miember countries a.re 
subject t 10 the monetary policy i1nplemented 
in Frankfurt by the E ropean Centr I B 
i{EC J. The· pound~s exchange rate floats 
against the euro, but as I have indicated~ 
son1e of the other non-eurozone EU currencies 
are n1ore or less fixed against the ,euro. 

KEY TERM' 

European Central Bank (ECB): 
the central bank for eurozone 
countries. 

At the ti1n of \.Vriting in July 2013, .in addition to the 12 original n1e1nbers of the 
eurozone, a further five EU countries have adopted the I uroJ taking eurozone 
1nembers.hip lo l7 countries. The most recent i.s Estonia which Joined in 2011. [n. 

addition a further six countries, including the Vatican City officially use the euro 
but a re not EU member staLes .. 

Euro1pe,an monetary union {EMU) and th1e ,euro 
The euro was created to facilitate greater 
econon1ic integration ainong EU n1ember 
states. ]ndeed, the euro is a stepping stone 
to full monetary union betwe1en EU states 
andl, possibly in the future 1 to a 1nuch fuller 
conomic union (EMU). 

.At this pni nt it is wnrth 110,ting that EMU 
means two different fhjngs. The official EU 
meaning is economic and monetary union. 

- --

KEY T'E,RM 

economic and monetary union 
(EMU): involves common monetary 

arrangements among EU countries 
to create a common currency and 
then to achieve ful ler economic 
union among, EU member states. 

Defined in this way, EMU suggests that co1n1non monetary arrangements adopted 
by EU tne1nber countries are part of a grander schen1e to integrate the national 
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econo1nies of miember states. More narro1wly defined, the acrony1n ]neans European 
monetary union,. 'Nhich i.nvolves a common monetary policy applied to all EU me1nber 
states adopting the eur,o. In the· latter meaning, EMU can be interpreted simp]y as a 
step towards making the EU's single market work better and more 1efficient]y. 

The process of cr1eati.ng the euro, and EMU began in the early 1990s, around the 
time the exchange rat,e n1echanisn1- disintegrated. The first step in the process 
centred on the publication of a timetable for introducing the single currency. The 
time table required a European CentraJ Bank to be established prior to the euro's 
introduction. 

The impact 1of the euro u1pon eurozone e 1conomies 
When tl11e eur,ozone first .can1e into, exi.stence, it was clahned that 1ne1nber c,ountries 
would benefit in the followjng ways: reduc·ed transacti,on costs~ elimination 0 1f 
currency risk, greater t1·ansparency and possibly greater competition because 
prices a re easier to eo.1npare. A.ccordj ng to Pau l Krugman: 'The creation of the 

euro was supposed to be another triun1pha.nt step in the European project- in which 
e,conomjc integration has been used to foster poJitical integration and peace: .a 
con1111on currency, so the thinking '"rent would bind the continent even n1ore closely 
together.' But Krug man then stated: 'What has happened instead is a nightmare: 
the euro has becon1e an econontic trapJ and Europe a nest of squabbling nations. 
Even the continenfs dlen1ocr.aHc achieve1nents seen1 under threat, as dire econon1ic 
conditions creat,e a favourable environn1ent for political extretnisn1. Who c1ould have 
seen such a thing coming?' 

The euirozone is no,t an 10p1tiim,all cu.rr1en1cy area 
But Krugman and 1nany other econo1nists did for,esee chaos in son1e of the c,ountries 
\vhich use the euro, be,cause they realise that the euro,zone is not n optim.aJ currency 
aiea. The USA and the UK; which are 0 1pti1nal currency areas; use a single curr,ency 
(the dollar and the poundt enjoy cornplete internal free trade; and have a fiscal poHcy 
as well as a 111onetary policy ,covering the whole of the union. The USA:, in particulaI, 
also enjoys a very high inability of labour which enables workers who lose their jobs 
in the .pooirer parts of the country to find j1obs in richer states such as Colo,rado. 

Mobility of labour .and a common fiscal .Policy are essential if a con1n1on currency 
are.a iSi to \Vork. Without outward labour mobility front poorer p.arts of ch.e union the 
only way to regain lost jobs caused by l ck of co1npetitiveness, is through a large 
f ~n in relative wages t,o make the region more competitive~ This could be achieved 
\Vithin the EU if a poor1er country h.a s its own currency to deva]ue. But given that this 
is impossible; a high Jno·bility of labour can d,eal with the unen1ploy1n,ent proble111. 
Emigration can shrink the labour force to the jobs available. 

A co1tnmon fiscal policy is particularly important, since it allo\¥S wealth to be 
transferr1ed by centralised fiscal authority fron1 the riche·r to the poorer parts of 
the union. Transfers of wealth, via taxation and public spending] are essential to 
count1er the fact that a comn1on currency 1neans that poorer parts of the union 
cannot achieve ci0.mpetiti ve advantage by devaluing th eir national currencies. 
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A co1nmon currency tl1us requires cioordinatton in fiscal policy as \Vell as in 
monetary policy. The European C1entral Bank (ECB) achieves monetary policy 
coordina.tion .. but ther,e is 110 supr,anational authority i.n the euro,zo.ne s.imUar to the 
E1CB to, coordinate fisca l policiies. 

The lack of fisca.1 policy coordination has led to some eurozone countries having high 
levels of govern1nent debt. Debt also buHt up in the so-called 'club-1ned 1 countries 
in the southern eurozone~ such as Greece and Portugal, because governments in the 
poorer countries of the South believed they would a]ways be bailed out painless]y by 
the richer governn1ents of countries such as Gern1any and the Nethedands. 

The single market neans that in theory there is conlplete inobHity of both labour 
andl capita] within the EU .. In practice" labour mobility is lin1ited, particularly in. 
comparison with the USA \Vhere workers inove in Jl arge· numbe·rs from stat,e to state. 
vVHh regard to capital) after the creation of Lhe eu1n there was massive capital 
mo,vement from Europe's co.re - m.ainly 1Germany - to its periphery, leading to, an 
economic boom in the periphery and significantly higher inflation rates [n Spa in 
Greece and so on than in 1Germany. But ·urhen private capital flows fron1 the core to 
the periphery can1e to a sudden stop in 2008, the 'club-1ned' countries were left "''rith 
prices a.nd unit labour costs \¥ell out of line ,vith those in the core. Suddenly the 
eurozone faced a 1najor adjustn1ent problem H has yet to deal w ith. Indeed; without 
a com1non fiscal poHcy, it 1nay be in1possible to deal with. 

An exchange rate is the external price of the currency in terms of another currency. 
The.re are three types of exchange rate: free!y ftoating1, fixed and managed. 
A free~ floating (clean floating) exchange rat,e is determined by supply and demand. 

Provided there are no capital f lows. a freely floating exchange rate should automatically 
eliminate a current account deficit or surplus. 
Free floating enables a country to pursue an independent monetary policy. 
Ther,e are, however] disadvantages with a freely floating exchange rate system: for example, 
exchange rate instability or volatility. 
Specu1atlve or hot 1money capital f!0rws also destabmse floating exchange rates! sometimes 
leading to severe overvalua1ion or undervatuation. 
~n a rigidly fixed exchange rate system. the exchange, rate cannot ris,e or fall to eliminate or 
reduce a payments surplus or deficit. 

The advantages of a fixed exchange rate relate closely to the disadvantages of a floating 
rate~ whife the disadvantages relate to a floating system's advantages, 

AdJustable· peg and ·dirty' floating are.1i types of managed exchange rates. 
~n an adjustable peg system, the exchange rate can be revalued or devalued to try to 
correct a payments imbalance. 

The pound and the US dollar have both been reserve currencies. The dollar continues to 

have this status and the euro is developing a world reserve role. 
The eurro has replaced national currencies for the EU miember states in the eurozone, but 

not in the UK. 

~n recent years there has been a eurozone crisis. partly caused by the fact that the eurozone 
is not an optimal currency area. 
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Exam-slyle quest· ns 

1 US1ng a. demand and supply diagram, exp,ain how a currant account deficit is eliminated in a freely noa1ir,g 
exchange rate system,. ( 5 marks) 

2 Expla,n the advantages and disadvantages of a floating exchange rate. 

3 Do you agiree that the UK economy should be within the European Union but outsjde 1he eurozone? 
J us1ify your answ,er. 

4 Evaluate possibfe effects on the Bniish economy if the UK wer1e to adopt the euro. 

Extra resources to help you revise are avaUable onli eat ww.hodde lus.co.uk/philipaUan 
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absolute ad,rantage: occurs when a country is absolutely best (or more technically 
efficient) lhan other countries in a particular industry. 

adapti,,e expectat.ions: describe ho1Ar economic agents adapt their expectations of 
\'\rhat is likely to happen in the future on the basis of what has happened in the 
recent past. 

,adjustable peg exchange rate: a managed exchange rate similar to a rigidly fixed 
exchang,e rate 1except that the central bank may alter the exchange rate's c,entral peg 
by devaluing o,r revaluing. 

,aggregate demand: total planned spending on the goods and services produced 
·\vithin the economy in a particu ]ar time period. 

,autnm.atic stabiliser; a factor tha:t changes jn such a way as to autornatically stabilise 
aggregate den1and nd the ,economic cycle. Examples are progressive taxation and 
unem ploy nient benefits. 

balance of payments: 111easures al1 the currency flows into and out of an economy 
in a given titne period. 

balance of paymei1ts equilibriun1: occurs when thie current account more or ]ess 
balances over a period of years. 

balanced budget: total governn1ent spending equals total govern1nent r-evenue in a 
particular ti1ne period. 

bank:· an institution. that accepts deposits and. creates deposits when lending to 
customers who wish to borrow. 

borro,\ring requirement: the a1nount the gov1ernnllent or pubHc sector n1ust borrow 
to finance a budget deficit. 

budget deficit: total governn1ent sp-ending exceeds total govern1nent revenue in a 
particular tin1e period. 

budget surplus: total government spending is less than total goverrunent revenue Kn 
a particular time period. 

c ntral bank: the bank that hnplements n1onetary p,olicy and also issues and 
controls fi. t money or c sh. 

claimant count: measures the number of people c]ahning u nemplo,y 1n,ent-related 
b1enefits. 

classical or real-wage unemp.loyment: a form of disequi1ibrium unemployment that 
occurs when the aggregate labour n1arket fails to clear. This is caused by real wage 
rates being too high~ 
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clos d ,economy: an econo1ny that undertakes no trade with the rest of the vvorld. 

,com.parative advantag : this is measured in tern1s of opportunity cost. The country 
'Ni th tbe least ,oppor tuni.ty cost when producing a go,od poss.esses a c,omparativ-e 
advantage in thart good. 

consumer pri,ces j ndex. (CPO: the UK price index most central to UK monetary 
po,]icy. 

contractionary fiscal policy: uses fiscal policy to decr,e.ase aggregate demand and to 
shift the AD curve ·to the left. 

cost-push inflation: caused by rising business cos ts of production. 

cro,vding out: a process through which private sector spending and output is 
displaced by the gro\vth of public se,ctor spending and output 

current account: the part of the balance of payments measuring incon1e curr,ency 
Do\vs,, especiaU y pay 1nents for exports and imports. 

deflation: a continuous and persistent fa]l in the price level and increase in the value 
of n1oney. 

deflationa.ry policy: inv,olves contractionary n1one tary or fiscal po[icy that shifts the 
AD curve to the, left. 

demand-deficient une1nployment: a. lso knO'wn as cyclical and Keynesian 

unemp.loyment, this is u111employment caused by deficient aggregate demand in 
the economy. 

dema11d-pul.J inf.la.tion: caused by excess ,a.ggregate de1na.nd fo,.r output. 

devaluation: a faH in currency's exchange rate brought aboul either for1nally 
by a government and its central bank or infor111 Uy through a down,vard float or 
depreciation of the exchange race. 

direct overseas investm.ent~ occurs when fir1ns invest in or buy real productive 
assets l,ocated i.n fore.ign countries. 

d_i,~ty floating: a managed exchange rate system in which the centra] bank intervenes 
in the foreign ex.change n1arket when the exchange rate is still floating. 

disequilibrium exchange rate: the rate at "vhich there is excess den1and forJ or 
excess supply ot the currency. 

economi1c and monetary union (EMU): invo,]ves corn111on monetary arrangem,en.ts 
among EU c,ountri 1es to create a com.1no,n currency and then to achieve ful]e-r 
e,conon1ic union a 111ong EU me,mber states. 

economic cycle: a period of between about 4 and 10 years in which actual output 
fluctuat,es abov,e and belov.r trend output 

economic gro,vth: an increase in the potentia l oulput an economy can produce. 

equilibrium unem.ploy1nent~ the level of unen1ployment when the econon1y1s 
aggregate labour market is in equilibrium. 
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euro: the single cu rrency us,ed in some, but not a]l European Union metnber states. 

Europ an C ntral .Bank. (ECB): the central bank for ernozone countries. 

eurozone: contains the EU countries in. \vhich the euro has replaced nationa l 
currencies~ also kno,vn as the ,euro area. 

e~chan,ge equalisation: takes place nrhen. a central bank buys o,r sells Hs o,\vn 
currency to majntain its exchange rate at a particular ]ev,el. 

e~cha.nge rat,e: th,e externa] price of a curren cy,. usually measure·d agains'l another 
currency. 

expansionary fisca l policy: uses fisca] policy to increase aggregate den1and and to 
shift the AD curve to the right. 

export-led gro,vth ·: growth brought about by , n increase in a country's exports~ s 
distinct from consumption-led growth and investm.ent.-led gro\vth 1Arhich are caused 
by increases in other con1.ponents of aggr,egate den1and. 

fiscal policy: the u se of government spending taxation and the governn1tenfs 
budgetary position to achieve the government's policy objectives~ 

fixed exchange rate: an ex.c.hange rate fixed at a certain leve] by the country's central 
bank and maintained by the central bank>s intervention in the foreign exchange 
1narket 

freely floating exct1ange 1·ate: determ ined solely by den1and and supply, i.e. by 
market torces. 

frictional un mploy men t: m1e1nployn1ent th at occurs \VhHe peop]e ar,e betwe,en jobs. 

full employment: according t,o the Bev1eridge definition , 0 1ccurs \\rhen 3,% of the 
labour force are u11e1nployed. 

globalisation: the pro,c,e·ss of growing economic inte,gration of the· \Vorld s economies ... 

governme.nt budget: total governmient spending minus total governn1ent revenue in 
a particular time period e~g. a year. 

government spend ing multiplier: measures the re]ationship between. a change in 
goveTnm.ent spending and 1the resulting cha nge in the ,equJ librium level of nat iona] 
. 
1ncon1e. 

impo.rt controls: in clude tariffs or impoFt duties, quotas, export subsidies and 
infor111al controls. 

inflation: a continuous and persistent rise in the price level and fall in the value of 
1noney~ 

international division of labour: describes different countries specialising in 
producing different goods. 

investment inco1ne: profit and interest incom1e flo,ving into a country that is 
generated from assets the residents of the country own abroad . 
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J-cu.r e: a curve .. shaped Hke the letter 'J\ that inaps the possible tin1e path of th,e 
state of the cturent ac,c,ount following a devaluation. 

Keynesian fiscal policy: poUcy used to manage aggregate demand nam.ed after 
John Maynard Keynes. 

Labour Force Survey: ,estimates une1npl,oyment by surveying 60,000 households to 
see if people a re looki.ng for \i\rork. 

Laffer curve: shows tax revenue first 1dsin.g and then faUing as 'tax rates in.crease. 

long-run aggr,egate supply: the real on tpul that can be suppHed ,v hen the economy 
is on its production possi.bHity frontier and producing at full potential. 

long-run economic gro,vth= shown by an outward movement of the economy's 
pr,oduction possibility frontier, which increases the potential output the economy 
can produce. 

long-run Phillips curve: a vertical Phillips curve along which trade-offs between 
reducing inflation and reducing unen1ployment are not possible. 

n1acroeconon1ic equilibriwn: occurs when AD = AS and when injections into the 
circular flow of incon1e equal leakages from the flow. 

managed excha.nge rate: sinu]ar to a fixed exchange rate (which itself is tbe extren1e 

form of a 1nanaged exchange rate) in that th,e central bank in~ervenes in the foreign 
exchange market to determine its cur.rency1s exchange rate* 

n1on tary policy: the part of n1ac.roecon1on1i.c policy that uses n1onetary instru1nents, 
e.g. int,erest rates, to achieve policy objectives, e.g. the control of inflation~ 

money: a medium. of exchange nd a store of value. 

national income multiplier: measures the r,lationship betw,een a change in any of 
the components o,f · ggregate demand and the resulting change in the equi1ibrium 
[eve] of national incom,e. 

naturaJ I.eve.I of output: the long-run equilibrium level of potential outpul. 

natu.ral rate of unemploynient (NRU): the rate of unem.ploy rllent when the aggregate, 
labour market is in equ.ilibriun1. It is located where the long-run PhiUips curve 
intersects th,e une1nployment axis on a Phillips curve diagram .. 

negative output gap: the difference between actual output and trend output when 
a,ctuaJ' output is below trend output. 

open economy: an economy completely open to trade with the rest of the wodd. 

output gap: the difference between actual output and trend output. 

Phillips curve: based on evidence from the econot11y, shovving the re]ationship 
between the rate of inflation and the ]evel of unemployment. 

portfolio overseas investn1ent: occurs when fina.ncia] services fir1ns buy financial 
assets such as shares and governn1ent bonds issued in foreign countries. 
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positive output gap: the difference between actual output and the trend output 
when actual output is above trend output 

p.rice in d x: an index number Lhat 1neasures the a.vera.g1e price leveL 

principle 1(or canon) of taxation: crit,erion £or judging whether a tax is a go,od tax 
or a bad tax. 

product i.vity: ,output per unit of input, .e.g. I boiur productivity is output per worker~ 

pr,ogre.ss.ive tax; a tax for ,vhich the proportion of a person's income paid in tax rises 
as :income increases~ 

proportionate tax or fJat lax: a tax for which the proportion of a person''s i nco 1ne 
paid in tax stays the san1e as income increases. 

q uantitative easin g: the introduction of new 1noney into the money supply by 
a central bank such as the Bank of England. The opposite poHcy of quantitative 
tightening (which n1ight be us1ed in the future) involves 'cla\\dng back' ne·\v money 
previously released into the 1noney supply~ 

quantity theory of 111oney: the theory that assuffles inflation is caused by a prior 
increase in the n1oney supply. 

rational expectations: explain how econon1ic agents form expectations of wl1at 
js Jike!y to l~appen in the future on the basis iof the ]no,st up-to-date and relevant 
information that is avaHable. 

reflation: an increase in real output and e1nployn1ent following an increase in 
aggregate demand. 

c-egr,essiv tax: a tax for which the proportion of a person's income paid in tax falls 
as income increases .. 

reserve 1Currency: a currency \V ide]y held in the foreign curr1ency reserves of oth1er 
countdes and used by the.m to pay for trade .. 

seasonal unem.Ployment: results from seasona l fluc tuations in the demand for 
labour. 

short-run aggregate su.p,ply: shows the quantities of real output businesses plan to 
produce and sell at different price levels,. assuming there is spare capacity in the 
econo111y. 

short-run ·econonlic growth: an increase in the output that results from making use 
of spar,e capacity and unemp]oyed labour. Also known as econonric recovery. 

short-run Phillips curve: a do,vnward .. sloping Phillips curve showing a trade·off 
between reducing inflation and reducing unemploy1nent. 

speculative capital flo1\1s,: occur when con1panies, banks and rich individuals buy a 
currency b1 order to earn higher interest rates on bank deposits held in that currency, 
or \vhen they specu]a.te that a rise in tl1e currency's exchange rat,e wiH enable then1 
to 1nake a capital gain in the future. 
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Stability and G·r,o,vt11 Pact: a.n agreetnent by EU ,countries to li1nit budget deficits in 
order to pro1note economic convergence among the men1ber s tates of the European 
Union. 

stru1ctura.l une1np.loyment: results from the structu ral decline O·f industries and the 
in bi lity or difficulty of workers switching to new industries. 

supply-side fiscal policy: poHcy used to increase personal incentives, fa vou redl by 
free-market econonrists . 

.upply-side policies: hn to make n1arkets more co,mpetitive and efficient incre se 
pr,oduction potentiat and shift the LRAS curve to the right. Supply-sid·e fiscal policy 
is arguably tbe most hnportant type of supply-side policy. 

taxation: cotnpu[sory levies charged by the governn1ent to raise revenue, priinarHy 
to finance government spending. 

transfers: payments flowing bet\\reen countries in for111s such as foreign aidJ grants 
and gifts. 
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