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This book has three main objectives. The :ft rst and most important is to help you 
ach.ieve the highest possible grades in the AQ1A AS 1econom.ics examinations,. 

The second objecUve is to heJ.p you to become a good economist. For those of you who 
are not intending to study economics at university, I hope that reading the book wiU 
enable you to contribute thoughtfully and inforn1atlvely \Vl1en discussing economic 
issues ,1vith. famny or friends, or with prospectiv1e 1en1ployers you need to i1npr1ess~ 
And for those of you who decide to study economics or an economic -related ubject 
at university I hope tJ1e book sets you on the right path and provides you with an 
enjoyable introduction to economics tJ1at prepares you for studying the subject at a 
higher leveL 

The third objective~ v..•hich relates to those already stated~ is to 1encomage yoll to study 
econon1ics at A2,, and for you to achieve a high A-level pass at the end of your 2-year 
course. With this in n1ind, I recommend that you re-read., tovvard the end of your AS 
course, the part of Chapter 1 which introduces you lo '"what economists do·. 

The content of the AQ1A AS economics specification is thoroughly cove-red in this book .. 
Most chapters also include extension material which provides a link between AS and 
A2 econo1nics. On occasion, the extension material goes further introduci.ng you to 
econo1nlc issues a.nd events that go beyond the nan·ow confines of 1GCE econo1nics, 
but which are of great interiest to econon1ists in the present day. 
To 1neet n1y first objective of helping you to achieve a good grade, 
each chapter explains the topic in the depth re,quh·1ed for an 

Evaluate 

A-grade at AS. However doing weU in Ute examination also 
requires demonstration of appropriate and required 
exaini nation ski Us+ The required skills are sun1marised 
in lhe follow lng diagram, which also indicates the 
importance of each of the four skills in the AS 
exa1ninations. 

ec,ono1mic 
arguments and 

evidence. making1 
informed judgements, 

The 1incline of difficulty '. showing the 
skills required to do well at AS 

Analyse eoono1mlc 
pro b~ ems and issues 

Apply knowledge and cririca11 
understanding ro economic 

probJems and issues 

Demonstrate knowtedge and understanding 
of the specified subject content 

16,% weighting 

24% weighting 

30% weigh1ting 

30% weighting 



. 
VI 

Econo1nists son1etirnes distinguish betv.re1en the necessaiy and sufficient condi.tions 
:re,qu[red for ,a particular outco1ne to be a.chjeved. For exa1nple a necessary condition for 
doing \Vell at AS is to turn up and answer the, questions in the examinations .. However,, 
n1erely attending an examination cannot guarantee success - it is a necessary but 
insufficient condition for doing welL The quality and relevance of what you write in 
the exan1 roon1 is really important. 

Li.kewise~ possession of knowledge about the econon1.y and economic theory is a 
necessary but insuffici1ent condition for doing \\•en. Knowledge is necessary,, but on its 
o\vn contribut,es in a liJOited way to examination success. To achieve a high grade, you 
n1iust show understanding of kno\v]edge, together with the ability to apply ana]yse 
and evaluate. 

If you have, app1ied your know ledge of eco11on1ic theory to help .answ1er the quesHon 
asked, if you have quoted fron1 the data source or sources in the question and, \iVhen 
relevant, if you have used your k11owledge of recent developn1ents in the economy~ 
then you ,vill have shown the skill of appUcatioJl. To display the skHI of analysis,, you 
must construct logic.a] arguments in your ansvver that involve a 'cllai.n of reasoning· 
and use,, where relevant,. clearly explained dia,gra1ns. 

Evaluation is the higher-order skiU which separates good answers that earn an A or B 
grade for the data-respons1e question froin those that at best r,each grade CT Evaluation 
is also the skill ·which exam candidates find it mosl difficult to display. To evaluate, 
you n1ust weigh up evidence, question assun1ptions you n1ake in your answer; and 
Judge the .relativ1e i111portance of factors rel1evant to the question be~or,e a1Tiving at a 
reasoned conclusion. Having said that it is a )ways best to evaluate the su·engths and 
weaknesses of each argu1nent you introduce> as you progr,ess through your ans1vver. 

Using his book 
The book is organised into three sections. In thie introductory section, Chapt1er ] 
provides a general introduction to econo1nics and to what economists do·, \\rlule 
Chapter 2 introduces and explains the central economic problen1 of scarcity and the 
resulting 111eed for cl1oice. It is i1nportant that you familiarise yourselves ,v ith Chapter 2 
because the central economic problem is what economics is aU about. Consequently it 
is relevant to every chapter in the textbook. 

The main !body of the textbook covers the content of the AS Units l and 2. The chapters 
closely follow the specification~ 

Special features 
The text contains several special features designed to aid your underst nding of U1e 
concepts and examination techniques required by AQA: 
• Lean1ing outcome : a Ust of the intended learning outcou1es is given at the 

beginning of each chapteL These are closely linked to the specification. 
• Key tern1s: the key ter1n boxes provide definitions of important econon1.ic ter1ns 

or concepts relevant to the topics ·in the chapter and n1entioned in the AQ1A, AS 
specification. A list of the key terrns is also provided at the end of 1each unit. 



• .Exam tips: these explain how the cllapter content is relevant to the AS examinations. 
In some instances~ these highlight th1e presence of useful background 1nformation 
in the text,, designed to increase the your depth of knowJedge and understanding .. 
Full 1nar'ks. for a questio111 can be 1earned without tllis background information 
but it supports your knowledge~ 

• Case studies: the case studies come with follow-up questi.ons whjch wiH help you 
to analyse, evaluate and improve your exarn answers. 

• Summari1es: these appear at the end of ea·ch chapter and are a useful tool for 
revision. 

Exa·m-style questi10,ns 
At tlle end of eviery cha ptel~ (apart fron1 Chapter 1),. there arie four exa.n1-style questions 
on the two 'higher-order skills you 1nust display when answering dat -response 
quesHons at AS. Two questions are testing the skU] of "analysis and h,vo are testing 
the skill of "evaluation ... 

To he.Ip your revision further, additiona] data-response questions can be found onUne 
at www.hodderplus.co.uk. Her,e;f each question is followed by examiner com1nents and 
then by two exan1ple candidate answers~ 

In an exan1 answer do not try to display 'aH you know~ regardless of rthie re.l1evance 
of the infor1nation t·o the actual q uesUon~ And do not 1nake the 1nistake of re\vriting 
questions to fit a pr1e-prepared answier, rather than adapting what you know to the 
needs of the question. 

The A.QA econo1nics specification requires 'that for the Unit 2 exan1: 

Candidates should have a good knowledge of developments in the UK economy 

and ~overnment poHci,es over the past 10 years (before the date of the exant). 

However it is unwise to conclude that know]edge of earlier events is unnecessary 
and redundant. You cannot properly understand present-day economic even tsJ 
controversies and the views of different econo]nists, ~rithout son1e background 
knowledge of economj,c history covering the ups and downs~ of the 1economy in earUer 
years. It is a]so \vorth noting 1bat Unit 2 exa n1 questions son1etilnes ask candidates 
to identity significant features or points of comparison in data series 1extending back 
more than 10 years. A basic knowledge of economic history and of different schools 
of econon1ic thought, such as Keynesianism and monetar1s1n is useful to your 
understanding. Where he]pfut this book adopts a historical approach, particularly in 
the way monetary policy, fiscal policy and supply-side economics have developed over 
the years. 

tarting AS ec nomi s 
If you are starting an AS course in econorn.ics> you should begin by reading Chaptiers 
I and 2J which introduce you to the subject . How you then use the book ,viU depend 
on whether you are studying the course, unit-by-unit (in which case· you aJe probably 
studying Unit 1 before Unit 2~ and are probably being taught by just one teache·r) .. 
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or \Vhether you are studyi11g Unit 1 and Unit 2 'side-by~side' (in which easel you are 
probably being taughL by at least two teachers). As you read e,ach chapter or section of 
a chapter test yourself by answering th,e exa1n-style questions al the end of the, chapter. 

I hope that you find th.e book a useful adjunct lo Lhe course that your teachers deliver. 
I wish you ,every success in the AS exan1inaHons and hope that you go on to study for 
tb,e .full A-1,evel qualification in econonlics. And while, 'luck· is by no means the key 
ingredient in eventual exan1.ination success, may I wish you the best of luck ln the 
course, in the exa1ninations and in your future Hfe1 

RayPoweU 





For most of you, welcome to a new subject Unless you have studied economics at 
GCSE, it is probabl~ only in th1e last week or so that you have given 1hought to the nature 
of the economy in Which you Hve, and to what you must learn about the economy in the 
next g months. This chapter aims to ease you into the subject so that you quickly build 
up a broad idea of what you are going to study at AS In economiics . 
...•...............••........•.. . ....... .. .. . ........ ........•.........................•..........•......... 

This chapter wUI introduce you to: 

economics as a social science and a current affairs subject 
the difference between mjcroeconomtc-s and macroeconomics 
economic problems and economic policies 

• what economists do 

r I 0 
At the beginning of an economics course, you are not expected to know anything 
about econo111ics. For the last 2 years all your mental eneigy has been directed at 
the GCSE subjects you have been studying, and economics n1ight not have been one 
of them. 

It usually takes at least a tenn to sett]e into a new subject. This is certainly the case 

with econon1ics,. which is difterent in ]nany important resp 1ects fro111 other subJects 
you may have· pr1eviously studied. I hope that by February or March n 1ext year you wHl 
have settled, but if not, don 't in. ·the ft rst instaneie bla1ne yourseH,, bJ.a111e thie subj,ect. 

Economics is a current affai rs relat1ed subject~. so it will help if you can beco1ne 
interested in what is going on in the country you live in, and also in the wider ,Norld 
outside the UK~ (HoweverJ you are not expected to possess this knowledge at the 
beginning oI the course. Any relevant current affajrs knowledge you already possess 
is a bonus, not a require,1nent.) 

N1ev1erthe]ess, if you are not prepared to read about current affairs in newspape·rs 
or on web pages such as BBC News (http://news.bbc.co.uk), you a.rie unlikely to e·njoy 
econon1ics or to do very well in the course. So start reading newspapers (getting 
advice fron1 your teachers as you go on what to read)" and don·~t switch off the 
ceJevision whenever the news or the BBC2 progra1111n,e Newsntght starts. 

I C 
When answering this question,, a. good plaoe to start is the fact that econom ic is 
a social science. Socia] science is lhe branch of science that studies society and the 

AQA AS Economics 



hat 1s econon1ics 11 d wha do e onon11sts do? 

relationships of individuals within a society. Besides eco1 omics;, 
psychology> sociology and poUtical science are a]so social 
sciences, as are in1portant ,e)en1ents of history and g1eography. 

Psychology studies the behaviour and n1ental processes of an 
individual. Sociology studies the sodal relationships between 

KEYTERMI 

eco omics: the study 0 1f choice and 
decision making in a world with limited 

resouroes. 

people in the context of society. By contrast economicsjf as t11e nan1e suggestsjf 
studies the economic behaviour of both individuals and groups of people and the 
economic relationships between individuals and groups~ 

Let 1ne give you two exa1np les of wl1at I mean. 

I have taken 1ny first exan1ple, about individual behaviour) fronri an Important 
part of economics known as den1and theory. This is covered early in the book, in 
Chapter 3~ The theory addresses consun1er behaviour or how we bell ve when we 
go shopping. Why, for ,ex.ample., do people generally buy more strawberries as. the 
prioe of strawberries falls? 

My second example introduces an important economic 
relationship~ Having explained den1and, we must go a stage 
further and look at hiow consumers interact with firms or 
producers. Firms supply andl sell the goods that consu1ners buy;, 
and econon1ists call the 'place· in which goods are bought and 
so]d a n1arket. Market interactions between consumers and 
producers are also explained early in the book (see Chapter S)~ 

KEY TERMS 

dema d: the quantity of a good 1hat 
households are willing to buy in a market. 

supply : the quantity of a good that firms 

are prepared to sell iin a ma r~et. 

Indeed7 before you started this econon1ics course, you n1ay very weU have heard the 
words tlsupply , and ,:demand" and thought that these are what econon1ics is about 
Well,, to son1e extent this is true, particularly in the early chapters of thjs boo.k. 

Econon1.ics lnvo]ves, however,. a lot n1ore than theories of individual behaviour and 
economic relationships between groups of individuals. 

A second possible starting point for answering the question ,:What is econo1nicsr 
is in the word itself: ·econo1njcs'. Related to economics is the verb ,;to economise·. 
In large part, econornics is the study of economising - the study of how people 
n1ake choices about what to produce~ how to produce and for whom to produce, in 
a world in which most resoureres are limited 1or scarce. How best can peop]e ]nake 
decisions on how scarce resources should be allocated among co1npeting us,es:, so 
as to hnprove and maximise hu111an happiness and welfare? This is the econon1ic 
prob]em, \:4.lhich is exp]ained in greater detaH in Chapter 2. 

Introducing micro1economi1cs and 
~ 

m1acro1eco1nom1cs 
The subject of econon1ics is usually divided into t \VO parts, 
called micr economic I and mac1·oeconomi ... The AQA AS 
economics course is organis1ed in th.is way: 

Unit 1 Markets and Mark,et Failure is 1nicroecono1nic 
Unit 2 The Nation.a] Econon1y is m.acroecono1nic 

Introduction 

KEY TERMS 

macroeconomics: examines 1he 
economy as a whole. 

microeconomics: examines individual 
consumers, firms and markets in the 
economy. 
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MicroeconoJnics is the part of econo1nics concerned. with economic behaviour 
[n the individua] n1a ·1kets that 111ake u p the economy. Question s such as 'What 
deter1nines the price of bread?· and How n1any workers n1ight an en1p]oyer wi.sh 
to 11.irer are microeconomic questions .. Ess1entia]ly, microeconomics investigates 
the "'Utt le bits~ of the economy) namely individua l consu n1ers, firms., markets and 
industries. 

By cont ras·t, m acroecono1nics i.s the part of econon1ics that attempts to explain 110w 
the whole econo111y works.. Macroeconotnics addresses questfons such as 'What 
determines the average price level?' and ·· How do we exp]ain the· ove,raU levels of 
employ111ent and unemployment in the economy?~ Macroeconomics examines the 
aggr1egates rather than the Uttle bits of the econon1y: the aggregate leve]s of output, 
income, prices7 employ1nent and unen1ploy1ne11t, and the trade flows chat make up 
the balan ce, of payments. 

Ec,onomi,c. [problems and econo 1mic 1poliicies 
Q,ne of the nlost interesting areas of econio1njcs lies jn studying the econon1ic 
proble1ns facing governments and the econoinic policies that governments us ie to try 
to get rLd of or reduc,e th.,e probleins. Econorn ic problen1s can be, m icroeconomic or 

rnacroeconorn ic though so1ne have both lnicro and 1nacro elen1ents. 

At the m icro level ,. covered by AQA Unit l ,, th,e ma.in problems He jn the field of 

n1arket failure~ As we shaU see in Chapters 9 to 12, 1narket failure occurs whenever 
n1arkets do not p,erform very well - and in extreme cases fail to perfor1n at 
alL Perh aps the best-known recent and curre·n t 111a tket fa.Hun~ sten1s from 
environniencal poUuUon and subsequent global warn1ing. I shaL1 be exa1nining 
a nun1ber of d ifferent govern1nrent policies aimed at correcting market fa ilures~ 
These inc]ude taxation subsidy and the use, of regu lations. Chapters ] 3 and 14 a]so 
explain how govern1nent failure results when governn1ent poHcies are ineffective 
or even downright damagin.g. 

At the macro Jevei, which is covered by AQA Unit 2~ the main econr0n1ic probieins 
are une,mployment a failure to achi1ev,e and sustain a satisfactory rate of economic 
growth inflat ion and a n unsatisfactory tradin g and balance of payments position. 
Chapter 17~ together with Chapters 20 to 22, invest igates these macroecon omic 
probleJns. The final chapters of the book H1en exan1ine the n1ain n1acroecono111ic 
policies that are used to try to solve these proble1ns. The n1ain policies are fiscal 
policy, 1nonetary policy a nd supply-side policy. 

P,ositi1ve ,an1,d. normative statements in 1econ1omics 
A lot of econ,omics is concerned with what people ought to do. This is particularly 
t1rue of the government. Ought the governn1 1ent t ry to reduce unemployment, 
contro] in flation and ach ieve a cfair distribu ion of inco1ne and weaUh? Most 
people probably thin:k that al] these objectives are desirabl1e. Howev,er, they aB 
fa l] within the remU of 11ormative econon1ics~ Norn1ative economics is about 
value judgen1ents and opinions> but because people have different. opin ions 

AQA AS Economics 



hat 1s econon1ics 11 d wha do e onon11sts do? 

about what is rlght and wrongJ normat ive state1nents cannot be scientificaHy 
tested. They aJe just opinions. 

By contrast, a po itive statement can be scientifical]y t,ested to see if it is incorrect. 
If a positive s1aten1ent does not pass the test it is falsifi.ed'. Some positive state1nents 
are obviously correct: for exan1ple,, the staten1ent that an apple is a 
ty pre of Iruic But a positive statement does not hav,e to be true. For 
example, the state,1nent that the Earth is flat i.s a positive statet11ent. 
Ah hough once believed to be true the ~tate1nent was falsified with 
the growth oif scientific evidence~ The key point is that po1sitive 
statements can in principle be· teste·d and possibly falsified, whUe 
normative state,1nents cannot. Words such as ouglit, should, better, 
worse a1 d good and bad (used as adjectives) often provide clues that 
a statement is norn1ative,. 

How much m,,aths do I need to know? 

KEVTERMIS 

normati\1e: an opinion that cannot 
be scientifically tested. 

positive statement: a statement 
of fact, or one that can be 
scientifically tested. 

At the beginning of an economics course~ students often s1e1ek advice about the 
amount of ma.thematics they need to know or must learn to help them with their 
studies. For AS and A2 economics1 the answer is not very inuch. 

'The two skiHs you do need to develop are: 
drawing and inteJpreting grap]1s 
interpreting statistics presented in a variety of forn1s: tables line graphs,. bar 
graphs and pie· charts 

You ·will be introduced t,o econo1nics graphs .and to the different ways ,of presenting 
statistics as you proceed through this book. 

Nevertheless., I must issue two warnings. First, econo1nics contains a large number 
of abstract ideas and concepts,. sin1ilar to those employed ln 1naths, sumn1ed up in 
the saying ' to an econon1ist . real life is a special case\ A logical 111ind capable of 
handling abstractjons; will be of great help if you are to beco]ne a good economist. 
My second warning is that, unHke AS and A-level economics universilty economics 
is definitely n1athematicaL Thinking ahead, however good your eventu.a] A-level 
econo1nics grade you should on]y study econon1ics as a singJe subject al university 
if you are good al and enjoy mathematics. If you are weak at mathematics or if 
you have dropped the subject~ it would be far better to consider a joint honours 
degree! for ,e,xainple, economics and history econo1nics and French or econon1ics 
and politics. 

H has been said that ~econon1ics 1s us,eful as a form. of e1nployn11ent for economists 1. 

This essentially 1neans tha econo1nists give advice to other peop]e, who pay 
them for the service they provide. Some economists act as private consu]tants:! 
but others are e1nployed by centra] and loca] government, and by the B.ank of 
Eng]and .. 
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CASE ,STUDY 1.1 

How about worki gin the City of London? 
In 2011, financial and insurance services contr~buted 
£125.4 billion in gross output to the UK economy, which 
is 91.4% 1of the UK's total 1gross output The UK financial 

services industry creates emptoyment for 1.1 million 

peopile, ,or 3.6% of ai l workforce jobs. Although they make 

up only a small fraction of this number. economists enjoy 
some of1he most prestigious jobs in the City of London. 

The financfal tinns that employ economists include 

banks, research companies and accountancy firms such 
as Deloitte. High-street banks such es Barclays own 
investment banking subsidiaries. Until about 40 years agro, 
investment banks were known by the old-fashioned name of 
merdhant banks'; This name is sometimes still !Used todayi 
but tinvestment bank' has become a rather sexier label. 

In the old days, merchant banks were relatively sman 
companies,, often fami~-owned and affected by nepotisn, 
ih the sense that top jobs wou1d be handed down from 
father to son. (Women were only empJ'Oyed as secretaries or 
cleaners.) This has now largely changed and City employees 

t he City of London is a presti:g ious place to work 

Fo1l l11ow-up tasks 

are rewarded acoording1 to, thek talents. Nevertheless, mglass 

ceilings' sometimes prevent women from getting the top 
City jobs that their skills deserve. The demise of Bari ng1 
Brothers provides a case study of how family-owned City 

Urms have given way to a new br,eed of company in which 
talent is 1he requirement for .success. These days. most 
investment banks are owned by international multinational 
fmnancial and banking corpora1tons such as Deutsche Bank. 

Capital Economics, founded in 11999 by economist 
Roger Bootle. who currently writes ex,oellent eoonomics 

amides published in the Daily Telegraph.. is an 'important 

City-based economics consultancy ~supplying independent 

economic analysis to hundreds of business di,ents and 
institutions spread across the globe. Capital Economics, 
which specialises in the field of macroeconom1cs, emp!oys 

a number of leading economists. 
To find out more about what the economists employed 

by Capital Economics do, look up the staff listing at 
ww.cap1taleconorn1cs.com . 

1 Rnd the website \ ww.economistjobs.com and research the current UKiob opportunities being advertised for 
economjsts. 

2 Now go to ~,ww.e mancialcru eers~co.uk to ~esearoh a wider field of job opportunnfes in financial service ~ndustries. 
Cli.ck on lS1udents on the home pagre. 
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hat 1s econon1ics 11 d wha do e onon11sts do? 

City firrns such a.s investinent banks, leading companies such as Marks & Spencer 
and trade unions are big en1ployers of economists. Indeed, virtually ev,ery la.rge 
UK organisaUon (except perhaps religious institutions) either e1np.loys its own 
economists or seeks the advice of econ,omic consuUancy firms. AndJ of course, 
there are a [so thousands of econon1i.cs teachers hi red by univeTsiti,es schools and 
colleges. 

The Gove1rn1nent Econo111ic Service (GES) is the UK~s largest ,en1ployer of professional 
econo1nists with over 1,000 econo1nists based in 30 governtnent depart1nents and 
ag1encies such as the Treasury and the Department for Busine·ss Innovatiion and 
Skills. 

CASE STUDY 1.2 

Worki g for the government 
Cen1raJ government and its agencies such as the ,Qffrce for Budget ResponsibUity are the 

biggest employers of economists in the UK .. Central government departments such as the 
Depa1rtmentfor Envir·onment, Food and Rural Affairs. (Detra) take on each year 300 or 
so economics graduates. Defra and other government departme·nts advertise for economists 
on the gov1ernment website \Vww.crvilse1 vice.gov.uk. 

Treasury ee,onomi.sts 
Her Majesty's Treasury. by its very nature, is at the heart of government. As an assistant 

Treasury economist you might find yourse1f: 
• providing analysts of tax policy 

anaJysin1g the economies of particular countries and providing advice to m inr-sters 
accordingrry 

• advising on the economic effects of changes in competiti.on and/or regulation policy 

• advising on current and future determinants of central government current and capital 
expenditure 

• ensuring the ,economic content of ministers] speeches is correct and understandable 
• providjng analyses of macroeconomic dev~opments in the UK and in the g1lobal economy 

• ensuring that the 1uH range of economic costs and benefits are considered in evaluating 

policy options 

FoUow-up task 
Go, to the government website www.civilservice.gov.uk and research the jobs current~ be~ng 
advertised: for exaJmple, under Fast Stream Assistant Economist Appointments. 

As well as pr,oviding advice to e1np]oyers or clients, econo1nists undertake research 
and are involved in forecasting activity. It 11as been said that rAn economist is a 
trained professional paid to guess wrong about the econo1Tiy·. The question has also 
been asked ~what makJes a good econo1nist?' For the non-economist the answer is 
·'An unshakeable grasp of the obvious]' 

But joking apart,. econon1ics pundits to look out for include Paul Mason and 
Stephanie Flanders who work for the BBC,. and journalists such as Je·re·1ny Warner 
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and David Sn1ith (who write respectively in the Daily Telegraph .and t he Sunday 
Times newspapers). The public face of thie econo1nics profession oent1~es on te]evision 
appearances of econo111ic experts or analysts giving advieie on such issues as rising 
ot falling share prices; exchange r tes or interest rates .. WJ1,ether the advice of such 
prof,essional economists is useful w iH be for you to judge as you continue your 
stud[es over the n-ext few n--ionths. Whether or not you have fajth in econon1ists 
I hope you enjoy the course~ 

You don't need to know anything about economics or about the economy before you start 
the AS course. 
Economics is a socia! sc ienc,e and a cu rren1 affairs subject. 
Economics divides into microeconomics and macroeconomics. 
Microeconomics looks at Hie 1litHe bits• of 1he economy. 

Macroeconomics examines the economy in aggregate. 
Governm·ent economic policies aim to reduce or e!iminate economic problems. 

Microeconomic poltcres aim to prevent or correct 1market ·failures. 
Fiscal poJicy, monetary policy and supply-side policy are examples of macroeoonomtc 
poHcies. 
Unemploymen1~ too low a rate of economic gr,owth, inflation1 and the state of the bafance of 
payments give, rise to ttie main macroeconomic p roblems that governments face,, 
Positive statements in economics are statem,ents that can be scientifically tested and 
possibly falsified whereas normative statem,ents are statements of opinion. involving value 
judgements. 
Professional economists undertake rl:IBearch, engage in economic torecasti ng1 and provide 
econ am ic advice to cli,ents. 
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In Cha,pter 1, economics was defned as the study of choice and decision making in 
a world with limited resources. It was also mentioned that economics is the study of 
economising - how peop,e make choices about what to produce, how to produce 
and for whom to produce, in a world in which most resources are limited or scarce. This 
chapter explains and' explores the central economic problem in greater depth . 
....................•..•.......... ·····················~·························· .........••..•................ 

This chapter wiU: 
relate the economic problem to scarcity and choice 
use production possibility curve diagrams to inustrate scarcity 

• introduce the conoept of opportunity cost 

explain the meaning of production 
explain the role of. factors of producti'on in the economy 

explain how different economtc systems attemp1 to deal with the economi,o problem 
explain how UK governments have changed 1he UK economic system in recem decades 

A deft nition of eco11om.ics sin1Har to the one I have already given yout was put 
forward by Prof1essor Li1011el Robbins in An Essay on the Nature and Significance of 
Economic Sciene,e in 1932~ Robbins defined economics as: 

The scienc1e which studies hurnan behaviour as a relationship between ends and 
scarce 1neans \Vl1icl hav alternative uses. 

Professor Robbins· long-established. definition provides perhaps the 
1nost weB-known starting point for introducing and understanding 
what econon1ics is about.. ow best can people n1ake derisions about 
the aUocation of scarce resources .among co1npeUng uses, so as to 
improve and maximise hu1nan happiness and welfare? This is the 
ce,ntral or most f undan1ental econon1ic proble1n. 

• a i 

,KEYTERMI 

e,conomic problem: only a limited 
amount of resources are available, 
to p roduce t he unlimited quantity of 
goods. and servioes people desire. 

To repe.at. econon1[cs is literaUy the study of econo1nising ~ the study of how 
human beings 1nake choices about what t 10 produce, how to pr,oducie and for whon1 
to produce,., jn a world in which most resources are Umited. The central ·economic 
p rob]e111 exists beca. use both goods and the resources need1ed to prod nee goods are 
scarce. Scarcity also lneans that people (even the ve1y rich,) have limited inco1nes. 

Nowj if goods are scarce and incon1es are 1in1Hed choices have to be n1ade .. Consider. 
for ,example a family with a weekly inco1ne of £1,000. The family currently s,pends 
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£300 on housing; £250 on f ood7, £250 on other goods and services1 including heating 
and lighting;, and £120 on enter ta inm.ienL The fa1.nily .. s total weekly spending on 
goods and services is thus £920 n1eaning the family n1anages to save £80~ Suddenly 
the cost of housing ris,es to .£400~ To avoid getting into d,ebt and .assuming that 
fam ny income can't increase, one or more probably unpl,easant choioes wiU have 
to be made. An obvious possibility is to cut down on 1entertai nment, such as visUs 
to the cinen1a. Other possibilities could be spending less on hon1e heating;, buying 
cheaper food, cutti ng d:0w n on alcoholic drink and stopping saving. S01n,ething 
wil] have to be given up. Unless the fan1ily gets into debt or its inco1ne increases, it 
will have to econon1ise even n1ore on its pending and saving decisions .. 

The e·conomilc problem iHustrated 
on a producti1on possib,ility ,dia.,gram 
So far, l have explatned ho,w scarcity a11d choice 
may affect an ordinary fa·mily. In 1nuch tbe 
same way, but on an obvious]y n1uch grander 
scale) the econon1y of the nation as a whole 
faces a similar need for choice. To explain how 

KEYT'ERM 

production possibility diagram: 
a diagram that shows different 
possible combinations of goods tiiat 
can be produced using available 
resources. 

thre ,econo111ic proble,m affects the who]e economy11 I wiH use a diagra111 wl1ich you 
wHl con1e a.cross aga in and again in your econo1nics coursiel a productio1 po ibilily 
diagram. 

The key feature of a production possibil Uy diagrain ls a production possibi] ity 
frontier (or production possibility curve). This can be ca]led the PPF curve. A PPF 
curve illustrates the different co111binations of two goods1 or two sets of goods1 

that can be produced with a. fixed qua.ntity of resource, providing we assun1.e 
that au available resources are being utilised to the fu l l. The PPF curve drawn in 
Figure 2.1 iH ust rates the different co1nbinations of co11sumcr goods and capital 
goods that tbe who]e economy ea n produce when an the economy's resources are 
en1p[oyed, with no spare capacltY~ To put it another way,, the PPF curve shows 
what the economy can produceJ assun1ing that all the labourJ capital and land 
at 'the count ry~s disposal arie en1ploy1ed to the ful]J and assuining a given state of 
technica l progres . 

Figure 2. Using a production 
possib" ity frontier diagram to 
rl I ustrate the economic problem 

Capital 
1goods 

Y r--­

K2 

0 

The economy's 
production 
possib ii ity 
frontier (PPF) 

Consumer 
goods 
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Given tl1at resources and capacity are Hmited:, a choice has to be 
n1ade about tthe type of good to produce. Look closely at polnts X 
and Yon the d1agra1n. Point X shows the 1na.xilnun1 possible output 
of consum 1e:r goods. assu1ning that the economy only produces 
consu1ner goods (i.e. no capital goods are pioduced). Likewise] point 
Y shows the n1axin--.um possible output of capita] goods, assuming 
that the econo1ny only produces capital goods. In fact points 
X and Y show the two extreme production possibHittes, sinc,e all 
goods are either consumer goods or capita] goods. Finally, the line 
drawn between points X and Y in Figure 2+ I shows aill the different 
possible combinations of consumer goods and capital goods the 
econon1y can produce, given the available resources and given the 
state of t,echnical knowledge~ This Hne is the economy 1s production 
possibility fr,ontier (.PPF). 

KEY TERMS 

cons mer good: a good, such as 
a pineapple or an mp3 µJayer. used 
by consumers 10 meet their needs 
or wants. 

capital good: a good1 such as a 
machine, used to produce other 
goods. including, consumer g:oods. 

technical progress: imptoves 
methods of producing existing 

g,oods and enables. completely new 
types of good to be produced,, 

Ca pi.ta] goods a re goods such as raw n1aterials and tnachines that are used to 
produce other goods. They are also known as producer goods and jnt,ermediate 
goods. Capita] goods are very important for economic ,growth. By contrast, 
consu1ner goods (which are also known as final goods) are goods bought by 
individuals and households to satisfy their wants and needs4 ,Goods sucl1 as 
cars and television sets are ,consumer durable goods whereas sha1npoo and 
washing powder are non-durable consumer goods. 

Thie puTchase, of capital goods (by firms) is known as investment. Like·wise, 

the purchase of consun1er goods (by individua]s or househoJds) is called 
consu1nption~ As a general Yule~ if an economy decides to produce capital 
goods rather than consumer goods., ,economic gtowth will take place 
at a faster rate than if the people had chosen to enjoy a higher ]evel of 
cons·umption. 

Now consider point A on the PPF curve (Figure 2 .. 1),. ·which shows the 
economy producing K1 capital goods and C1 consumer goods. Jf people want 
faster economic growth 1nore scarce resource,s 1n ust be devoted to tlle 
production of capital goods and fewer to producing consu1ner goods. In 

other words~ there has to be 1111ove1nent fron1 point A to position such as 
point B on the PPF. Given this moven1ent, capital good production rises to 
K2, but at the exp1ense of a faH in consumer good p roduc tion to C2 . Society's 
choice has been to produce n1ore capita.I goods at the expense of fewer 
consun1er goods. 

lEXA:M, TIP 

You must learn to draw and interpret production possibrfrty diagrams, whjch are important in 
ftS, economics. In this chapter" a production possibl'lirty diagram has been used to illustrate 
the results of scarcity and opportunity cost. Later chapters will show you how to use these 
diagrams to illustrate and analyse 1other terms and concepts that are likely to be tested in the 
AS ,examinations. 
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Opportunity· cost 
Th@ 1noven1ent f ro1n point A to point B on 
the PPP curve tn Figure 2.] iHustrates a very 
[1nportant aspect of the economic proble1n) 
namely the principl,e of opportunity cost. 
The opportunity cost of any choice, decis[on 

KEYTE:RM 

opportunity c ost: the cost of the 
next best atternative sa,orificed. 

or course o,f action is measured in tern1s o,f the alternatives lhat have to be given up .. 
Hence the opportun ity cost of jncreasjng the production of capital goods from K1 to 
K2 is the faH in consun1er goods fron1 C1 to C 2 • 

Indeed, the concept of opportunity cost can be developed a stage further. Economjs ts 
generaHy assu111e that econon1ic ag,ents (for exan1ple, individuals households or 
firn1s) behave rational1y. Rational behaviour 111e.ans people try to 111ake decisions 
.in their self-interest or to 1naximise their private benefit. When a choice has to be 
m ade the best alternative is always chosen, which 1neans that t11e second best or 
next best a.lternative is rejected . Providing people a re ra.tiona] the opportunity cost 
of any decision or choice is the next best alternative sacrificed or forgone. 

EXTENSl:ON MATERIAL 

Suppose the economy is initial~ pr,oducing at pointZ in Rgure 2.1 . Because jt is producing instde its PPF. there must be 
idle resources. including unemployed labou~ in 1he economy. In this situation., the opportunity cost of increa.s1ng1 capital 
good production from K1 to K2 is not a fall in the production of consumer goods .. Instead, it ~s the sacri ficed opportunity 
for resources to remain id le. 

The type of unemployment that occurs when the economy produces inside its PPF is called demand-defioient 
unemployment. Th~ will be 1explained in some deta,11 in Chapter 20. Chapter 17 explains how an outward movement of 
1he economy's PPF curve illustra1es economic growth. 

[( 12 l, 
,l I ,_ -,;. 

- --~ 

I 
As I explained in Chapter 11 and will repeat 
from time to timej Lhe ultimate purpose of 
economic activity is to improve peopL,e~s 
econon1ic welfare and standard of living. For 
this to happen; n1aterial goods and services 
must be consumed, although qua.Hty of life 
factors , such as the pleasure derived f ron1 

fa1ni1y and fr iends, also form an irnportant 
part of weif are and human contentment. 

But with the exception of goods that ar,e 
freely available at absolutely no cost, which 
are known as free goods, ahnost all t 11,e 

goods we, constune 1nust first be produc1ed. 
This requires the use of econ0i1nic resources. 
Finit · ,conomic resources are used up 

KEYTER 1MS ' 

finite resource: a resource, such 

as oil. which is scarce and runs out 
as ,it is used. 

free good: a good, such as air, 

for wh1ch there are no c-osts of 
production and no scarcity. 

production: a process, or sat of 
processes, that converts inputs into 
outputs of goods. 

renewable resource: a resource. 
such as timber1 that with careful 
management cain be renewed as it 
is used. 
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when they are employed to produce goods and services:, and. hence are not then 
avaHable for further use. By contrast, as the nan1e indicates, renewable eco11omic 
resources can be used again and again> with careful 1nana,ge1nent> and do no,t run 
out as pro uc i 1on takes pl~ce, .. 

The basic nature of production is shown in Figure 2. 2. Production is a process or 
set of processesJ that converts inputs into outputs. The eventual outputs are the 
consu1ner goods and services that go to n1a ke up our standard of living" though 
inputs are of course also used to produce the capUal goods that are necessary for ·the 
eventua] production of cons inner goods. 

Land 
) 

Labour 
) 

Inputs or factors 
of production 

Capitai 
) 

) Ourput Orf goods or 
services fair sale in markets 

E nte rp ril se 

> 

A firm, business 
or e nt-erp rii se 

Econo1nists ca ll the inputs of tthe production process factor of 
production . Four factors of production are usua.l1y identifi1ed. 
Th1ese are land~ labou1·, capital and enterprise, the last often 
being caUed the entrepreneurial input. Entre,preneurs are 
different fro1n the other factors of production. They are the people 
who address the issues introduced in Chapter ]Jl deciding ·what 
to produce, how to produce it and for whon1 to produce iL An 

Figure 2.. The nature of 
production 

KEY TERM 

factors of p oduction: inputs into 
the production process1 such as 
land, l.abour, capital and enterprise. 

entrepreneur decides how 1nuch of the other factors of production, including 
la.bourJ to employ. The costs of employing landJ labour and capital become, the 
fir1n's costs of producti.on. Jn essence, the entrepreneur is a. financial risk ta.ker 
and decision n1aker. Profit, which is the entrepren,eur s financial reward, results 
from successful decision making. Entrepr,en uria.l profit is the profit left over 
aft1er the cost of en1ployjng

1 
the· other factors of production is deducted from the 

sales revenue gained fron1 the sale of the goods and services the entrepreneur 
decides to produce. 

An economic system is a set of instUutionaJ arrangen1ents whose function is to 
employ most efficiently scarce resources to meet the ends of society. 

The Uriled Nations Dictionary of Social Science 
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Although the problen1 of scarcity is funda1nental and co1nmon bo au forms of human 
society - fro1n humble tribal groupings of hunter-gatherers in the An1azonian 
forest to rich nations such as the USA - different societies have produced different 
insUtuti 1ona] frameworks and methods for allocating scarce res,ources an1ong 
co]npeting uses. The s,et of institutions within w]1ich a com1nunity decides what~ 
how and for whom to produce is caHed an econotnic systent~ 

Class,ification o,f e1conom,ic systems by anocat;i,ve mechani,sm 
Perhaps the most widely used 1nethod of defining and classifying economic systems 
is accordtng to the type of aUocaOve 1n echanisn1 by which sca rce resources reach 
the people who eventually consu1ne or use the1n. 

There are a variety of ways in which wealth and purchasing power can be a]located 
among individuals.J including inheritance and oll1er types of gift, theft and chance 
(such as winning a fortune on the Nationa.] Lottery]. However:, the two allocative 
n1echanisn1s by which econon1ic syste1ns are defined are the market mechanis1n 
(or price m,ecl1ani m) and the command 
mechanisn1 (or planning mechanism). 
A.n econotnic syste1n in which goods and 
servioes are purchased through the price 
mechanis]n in a system of markets is caned 
a mark t economv, wherieas one, in which 

" 
gov,ernn1ent officials or plann,ers allocate 
economic resources to fir1ns and other 
productive ,enterprises is calh~d a com111.and 
econoiny (or p la1111ed ecouo1ny)~ 

Market economies 

KEY TERMS 

command economy: the planning 
medhenism1 allocates resources 
between compenng uses. 

market economy: markets and 
prioes allocate resouroes between 
competing uses. 

In a pure market economy, the market 1n,echanisn1 (the pric1e m1echanisnm. and 1narket 
forces) performs the centraJ econon1ic task of alJocaUng scarce resources a1nong 
co1npeting uses. A n1arket econo1ny coinprises a large nu1nber of markets varying in 
the degree to 'Which they are separated from and interrelated with each other. 

A market is a n1eeting of buy1ers and sellers in which goods or services are exchanged 
for other goods 01~ services. Occasionally, the, exchange occurs through barter or 
the swapping of goods .. More usuallyl. howev1er]I the buyers and sellers use money 
as the 1neans of exchange. One good or service, such as labour, is ,exchanged for 
money, which is then traded a second time for other g,oods or services) sometimes 
immediately but of ten some time later. The exchange rn 111st be voluntary· if one party 
forces a transaction upon the other, tt is not a n1arket transaction. 

Transport costs and lack of inforn1ation may create barriers that separate or 
break up n1arkets .. In past centuries, such barriers often prevented n1a rkets from 
operating outside the relatively small geographical ar1eas of a single oountry or 
even a small region within a country. However., while some marke,ts exist in a 
particular geographica 1 location - for exa1nple a street market and untH quite 
recently the London Stock Exchange - n1any markets do not. En recent years,, 
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1nodern developments have allowed goods to b,e transported 1nor,e easily and 
at lower cost, and have helped in the trans1nission of n1arket inforn1ation via 
telephone, fax and increasing1y the internet. This has enabled 1nany 1narkers, 
especiaH.y colnmodHy and raw 1naterial markets and 1narkets ln financial 
services, to beco1ne truly global or jnternat ional markets functioning on a 
worldwide basis. 

Command econo,mies, 
A coinplete com111and economy i.s an economy in which all d,ecisions about what 
how how n1uch1 when, where and for whom to produce are taken by a centra] 
planning authority issu ~ ng co111Jnands or directives to aB the househo]ds and 
producers in the society~ Such a syste1n could on]y exist within a very rigid and 
probably totalitarian political framework because of the restrictions on [ndividual 
decision n1aki ng that are obviously hnplied. 

In fact, 1n much the sa1ne ·way that a pure n1arket economy> in which the price 
n1echanisn1 alone alloca.tes resources is a theoretical abstraction so no econon1y in 
the real world can properly be described as a complete or pure command economy. 
Be,forie the collapse of the con1munist political sy:s ten1 around 19901 the countrie·s of 
eastern Europe were con11nand economies .. However, they were not pure con1n1and 
economies. Pro,ducHon but not consumption was planned .. Consumers often had to 
queue to get consuiner goods, whose prioes were ·fixed by the plann,ers. Shortages 
r,esulted. which. together with the gene,raUy inferior quality of consun1er goods, 
contributed to the breakdo,wn of the con1mand econon1ies. So1ne com1nunist 
countries still exist, namely the People··s Republic of Ch]na, North Korea., Vietnan1 
and Cuba. Howe,ver~ all these countries, with the exception unti.l recently of North 
Korea, have encouraged the growth o·f 1narkets tei a greater or Jesser extent. They 
have corn111unist poHtical syste1ns, but they have moved away fro1n being pure 
con1mand economies~ 

1Classificati 10 ,n b,y o,wnersh1ip 
So far I hav1e defined econo1nic systems in t1er111s of the allocative n1,echanisn1 
(the 111arket rnechanis111 or the planning n1echanisn1) used to solve the economic 
prob1en1. Economic systems can also be defu1ed in terms of who owns the means of 
production: p,1~ivate individuals or the state. 

Capitalist ,econo,mies 
Capitali. 1n is .a syste1n in which the 1neans of production are 
private]y owned by indjviduaJs (or capitalists), who empl,oy 
labour to op,erate thie capital they own:, so as to produce output 

for sale at a profit.. 

Socialist economies 
In contrast to caphalisrn, in a socialist economic systen1 ·the 
1neans of production are owned by the state on behalf of the 
people. 
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capitalism: the means of 
production are privately ,owned. 

socialism· the means of production 
are social ly owned. 
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Clas,sification by allocat ive mechanism1 and ownership 
Mixed eco.nomies 
Many ,econon1ies~ particularly those of the 
developed countries of western Europe such 
as the UK .. are caned niix,ed economies. A 
n1ixed eeiono1ny, as the nan1e suggests .. is 
a mixture of different types of economic 
systen1. Figure 2.3 shows how a n1i.xed 
econon1y ea n be defined both in tern1s 

KEY TERM 

mixed economy: con1ains both 

1market and non-market sec1ors and a 
sub.stan1iaJ pubHc sector as well as a 
priva1:e sector. 

of the 1nechanis.m for allocating resources and in terms of ownei-ship. The upper 
panel of the d[agra1n shows that a mixed ,econo1ny is inter1ned1ate between a market 
econon1y and a comn1and econon1y. Defined in this way, a mixed econo1ny contains 
a large ·market ect,or and a large non-inarket se,ctor. The lower panel of the diagra1n 
sl1ows that a mixed economy contains a ]argre public sector and a large private S·ector. 

F"g e 2.3 
D'ifferent types of 

economic system 

Cornma1nd 
economies 

Mixed 
,economies 

Market 
economres 

~~~J;--------. 
In which the ·planning ta· 
mechan Ism al locates 
scarce resources to 
their final use.s 

S,odalist 
economies 

con . 1n 

Large 
non-market 

sector 

Large 
market 
sector 

Mixed 
economies 

In which the pri:ce 
meciha n ism a~ locaites 
scarce resources in 
the systetTI of markets 
which malkes up the 
econom1y 

C,a pit,a list 
economre,s 

---!--~ -. 
In which the means contain 
of p r,od uct~on are 
publlicty or sodall~y 
owned, via the state 

Larg1e 
public 
sector 

large 
private 
sector 

In which the means 
of production are 
privately. owned by 
individuals mn a1 
system of p ri vat ,e 
enterprise 

Th,e devellopmen1t of the mjxe.d 1e1co1nom·y 
A mix,ed econo111y developed quickly in the UK in thre 1940s, when a number of 
important industries such as coai, rail and steel were nationalised and taken into 
public ownership. At the san1e, ti111e the 1944 EducaUon Act and the crea.tion of the 

National Iiea Uh Service extended state provision of education and healthcare. 

For about 30 years aft ,er the end of the Second World War, fron-i the 1940s to the 
1970s the 1najorUy of UK citizens (and the major poHHcal parties) agreed that 
the mixed. economy was working w 1eU. Most people believed that certain types of 
econo1nic activity1 particularly the production and distribution of consun1er goods 
and services were best suited to private enterprise .and the n1arket econo1ny~ But 
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people also accepted that son1e industries;, tllre utiHty industries,, which at the tin1e 
were natural 1nonopolies, ought to be national ised and that important services such 
as education,. healthcare and roads shou]d be provided by governn1,ent outside the 
market and financed through the tax system. In short a consensus 1existed around 
the belief that the inixed economy was right for the UK. 

CASE STUDY 2.1 

The UK economy and models of capitalism 
To understand 1he UK mixed ,economy, it is useful to compare 
two models of capitalism: the ·s,ocial mar ket model, with 
an emphasis on the pat,emaJr,st role of the state, and the 
Angl,o,-America1n model~ in which markets dominate and 
the role of the state is more limited. 

The German social market economy has been 

compared to a football game: 

In a good game of footbal I ,it ts to be noted that the game 

follows definite rules; these are decided in advance. The 

spectators of a game of football would deeply resent the 

pfayars coming on with an agreement about the number 

of goats this or that side was to be credited with, and then 
not playing a fajr and interresting game as expected and 

paid for with gate money. ln a social market economy, the 

government lays. down the order and the rules of the game, 

while retaining freedom of competition. 

FoUow-up q uestion 

Here, is an extract from the views expressed in 2008 

by German Chancellor Ange!a Merkel on the virtues of the 
German social market eoonomy: 

The German way is a free market tempered by consensus­

building poliUos and a generous welfare state. TI1e social 
market economy was always against the division of society. 

It is a system that had and sti ll has social cohesion and 

equality at its core. It tries to forge alliances. In a way. w,a 

will perhaps always insist on a higher degiree of equality 

than in Anglo-Saxon societies. 

The Anglo-American model is based on unfettered 

markets, self-interest I innovation and ,entrepre11eu rism t 
and in essence a 1winn,er takes all' society. 

Explain two differences between the German .social mariket economy and the American economy. 

Fron1 the 1960s onwards ho,vever a growing n1inority land perhaps eventuaHy a 
majority) of ,economists and politicians blamed the mixed economy for the UK ·s 
deteriorating econo1nic perfo1·1nance,, re,}ative to that of its main competitors in 
western Europe and Japan. Critics argued that the public and non-n1arket sectors 
of the economy are very often inefficient and wealth. consuming rather than wealth 
creating. The public and non-market sectors had become too big and needed cutting 
down to size. Critics of the ndxed 1economy argued that a concerted effort should be 
111.ade to change fundan1entaUy the nature of the UK econon1y by increasing private 
0 1w nersh ip and m,arket product ion. 

During the 1980s and the early and rnidel990s, Conservative governments 
implemented po1icies that succeeded in changing the nature of tlle mix in favour of 
prE.vate ownersh]p and 1narket forces at the expense of public ownership and state 
planning. The UK econ0i1ny is now rnuch closer to being a pure 1narket and private 
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Privatisation of state-owned 
industry in the UK occurred 
in the 19B0.s and "1990s 

CASE STUDY 2.2 

enterprise economy than it was 40 years ago. The three n1ain poHcies used to change 
the nature of the UK econo1ny have been: 

pr ivat.fsal ion - selling off state-owned asse·ts such as nationalised industries to 
private ownership 
ma1·ketisation or commercialisation - charging a market priee for goods and 
services tha.t the state previously provided 'freie' 

deregulation - re1noving barriers to entry and governn1ent red tape and 
bureaucracy from t]1,e operaUon of markets 

These policies of economic Hberalisat[on were first introduced by Margaret Thatcher's 
Conservative governm,ents in the 1980s,. Thatcher believed that thie JLnixed econorny 
she inherited in 1979 was actually a 1nix,ed-up economy, performing inefficiently and 
uncompetitively. To a large extent, she estabHshied a new agenda that the Labour 
governn1enrs fro1n 1997 to 2010 also accepted, continuing the process of refor1n 
(or reaction?) that they inherited. The Conservative-L1beral Den1.ocrat coalition 
governn1ent elected in 201 O has continued to develop these policiesl though it 
ren1ains to be seen what wilJ happen if there is a chang,e of government in 2015. 

T lhe end of history? 
Few if any of you reading this book were born at ·the 1ime 
of the collapse of the old command economies in ,eastern 
Europe at the end of the 1980s. and the beg1inninrg of 
the 19,90s. At 1he· time1 political. and economic ana1lysts, 
particularly those living in 1he USA, claimed that this was a 
triumph for capitalism and the market economy. 

' . 
18 

Around 1991, after the fall of 1he, Berlin Wall and the 
collapse of the Soviet Un ion the US political anaty'st 
Francis Fukuyama declared tha1 the triumph of the 
West was so corn pl,ete that it had brought about The 
End of History. American capitalism was no,t just the 
best economic system; irt was 1he only system that 
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could operate effectivety. But by 1995! Fukuyamal had 
changed his views, arguing that capitalism and n1arkets 

on their own are not enough for social c-ohesion ~n an 
economy. He, was now stressing the virtues oi a form 
of mixed economy, but with a central feature of the mix 
being the rde of non-governmental or,ganisations (N,GOs) 
that lie between markets and the state. NGOs are part of 
the space be,tween'. which means all the intermedia1e 

assoc;ations, such as companies, churches and charities, 
critical to the functioning both ,of the market and of the 
state. Fukuyama claimed that those oountries that have 

had the most dynamrc economies are, those that have had 
the most vigorous networks of intermediate associadons: 

1he USA~ Germany andl Japan. But todays ,probfem is that 
1he assocJationa~ network is dis.integrating, in fhe USA at 

least under the stresses of headfong economic change. 

FoUow-up ,questions 
1 Do you think tha1 events since 1995 support or refute Fukuyama's views? 
2 The case study brieily mentions the roles in the economy of ·non-governmental organisations (NGOs) that He 

between mari<ets and the state\ Explain the meaning of the, term, 1non-govemmental organisation' and give two 
examples of importan1 NGOs in the UK. 

The economic problem is limited resources in relation to people1s deskes and wants. 
The economic problem results from scarcity. 
Scare ity resu Its in the need for oho ice. 
Whenever a choice has to be made there is an opportunity cost. 

The opportunity cost of any decision is the next best aJterna.tive forgone. 
Economists generally assurme that peop~e a.re rational. choosing the best alternative avaifable. 
ScarcifyJ opportunity cost and choice can be illustrated on a production possibility diagram. 
Pr:od.uctton is a proc-ess,, ,or set of processes. that converts input ·into outputs. 
The inputs jnto the productton process are cal led factors of production. 
The entrepreneur is the factor of production that decides what to produce, how to produce 
and for whom to produce. 
Different economic systems allocate· resources between d tfferent uses in different ways. 
In a market economy, the, price, mechanism pertbrms 1he· a lfocatiive task. 
The UK economy is a. mixed economy~ containing a mix of market and non-market sectors, 

and private and public sectors. 

The nature of the UK mixed economy has changed durri ng the last 40 years. 

Exam-style question 

1' With the help of an approprrate diagram. expfa~n the cen1ral economic problem,. 

2 With the use of an example in ,each case, exp]ain how decision makjng by both individuals and firms 

is affected by opportun i1:y cost. 

3 Evaluate 1he benefits and costs of solving, the ·economic prob~em through the use of m.arkets and 
the price mechanism. 

4 In the, 1990s, the British railway system was privatised. Different rail services between different 1owns 
and cities ar,e now prowded by different rail companies,. Do you agree that British rail travellers have 

benefited from, 1he changes in provision of rail services? Justify your answer., 
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capital good: a good, such as ,a machine, used to produce oth.er goods,. includi.n,g 

consumer goods. 

1capitaJism: the n1eans of production are privately owned. 

1command eco11omy: the p]annh1g n1echanis1n allocates resources betw1een 
con1 peting uses. 

consumer good: a good, such as a pineapple or an 111p3 player, used by consu1ners 
to n1eet their needs or wants. 

demand: the quantity of a good that households a1~e wilHng to buy in a 1narket. 

econon1ic problem: only a Hmited a rnount of resources are avaUable to produce, the 
un H1nited quantity of goods and services pe,ople desire. 

1eco11omics: the study of choice and decision making in a world witl1 li1nited resouroes. 

·factors of production: inputs into the production process such as ]and, labour, 
capital and enterprise. 

Hnite resour,ce; a resource- such as oil,, which is scarce and runs out as it is used~ 

·nee good: a good, such as ah; for which there are no costs of production and no scarcUy. 

'macroeconon1.ics: examines the 1econon1y as a whole. 

market eco11omy: ma1~kets and prices allocate resources between competing uses .. 

microeco11omi.cs: exa[nfnes individual consun1ers, fi nns an.dn1a1·kets in the econo111y. 

:mix.ed econou1y: contains both 1narket and non-ma.rket sectors .and a substantial 
pub]ic sector as well as a private sector.. 

11ormative,: an opinion that cannot be scientifically tested. 

opportu11ity cost: tlu~ cost of the next b 1est alternative sacrificed. 

positive statement: a staten1ent of fact o,r one that can be scientifically tested. 

p,roduction: converts inputs or factor services into outputs of goods. 

production possibility diagram: a diagram that shows different possible 
combinations of goods that can be produced using available resources. 

renewable resource: a Iesource> suc·h as thnber, that w jth careful 111anage1nent can 
be renewed as U is used. 

socialism~ the means of production are socially owned. 

supply: the quantity of a good tl1at ft rms are prepared to seH in a market. 

technical progress: in1proves n1et hods of producing e,xistin.g goods and enables 
coinpletely new types of good to be produced,. 
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Chapter 3 

22 

Suppose you ask a person the question What is meant by economics?i As 'well as some 
~ess printable replies, one answer you may get is ·supp1y and demand1

• Suct1 a reply is 
actually very sensible because a lot of economics is about how markets work, and about 
how ordinary ind~viduals such as you and II demand or supply goods and seNices in 
markets. This chapter, which focuses on demand, is foHowed by two chapters. the frst of 
which considers supply while the second brings demand and supply together to allow 
us to see how a market taken as a whole functions. 

·············~·················-············~···~·············~···············································~····· 
. -

....... ., • • • - - - · - • - ••• • J(' • • •• • • • • • - - • · - . - •• -

,· LEARN ING1.'.0U!r1COMES1f 
•-..~-···· ,..· -· ·'• ·•,r . • .... , .. ,_,.,-_,,• - -fr - ---····-•_:,·.: 
---------

This chapter wi! I: 
• explain the differenoe between warns. desires and ,effective demand 
• distinguish between indiviidual demand and market demand 
• explain the claw of demand' 
• examine the slope of a market demand cuNe 
• ,explain shifts of demand and the conditions of demand 

distinguish between complem,entary goods and substitute goods 
explain how normal' goods, dlfer from infer,or ,goods 

• di,stinguish between composite demand and derived demand 
explain the dirfferenoe between a shirft of demand and a movement afo:ng a demand curve 

• consider circumstances in which ,consumers may respond to higher prices by increasing 
demand 

Wants, desires and effective dermand 
For several years, an elderly ·~bag lady" used to walk past n1y house. All her poss,essions 
were in the trolley she dragged behind her. From what I could gather,, sbe had no 
[ncon1e apart fro1n the charity toe.al people gave her. Her Ufe lay outside the welfare 
benefit syst,em operated by the state, which is supposed to act as a safety net fo,r poor 
and downtrodden people, the cast-offs of society. Then suddenly~ the, poor won1an 
van ished . A few days later, n1y local newspaper reported starkly that the body of an 
old lady had been discovered in a churchyard near my house~ The ]ady,s death was 
appa[ ently due to hypothern1ia. linked to malnutrition. 

Fro1n this sad story, you can gather that my local bag lady lacked the wherewithal 
to meet he1~ basic wants, nan11ely sufficient food to provide a reasonable diet,, war1n 
clothing and shelter - the v,ery things that 1nost of us take for granted. 

Now Iers compare, this poor lady's situation (w·ben sl11e was alive) with n1ine. I e,njoy 
a con1fortable 111iddle~class life in which au my basic wants are 1net. However, stnce 
a v,ery young age, I hav,e dreamt of 1owni11g a hright-r,ed new Ferrari~ Unfortunately 
tlle price is above .£200 OOO. By borrowing up to the hUt, I 1night be able to buy the 
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car~ but no way can I pay for ]tout of n1y income. ]. desire the car but co n1y chagrin] 
I cannot exen;ise an effectiv1e deinand for a brand-new Ferrari, or a t least the 1nodel 
I have set n1y sights on. 

When econo1n ists refer to de1nc nd they always n1ean effective dem nd* Effective 
demand is desire backed up by an ability to pay. UnUke the poor bag ladyj 1nos t of 
us can exercise an effectiv1e demand for the goods that fulfi l our basic wants1 but 
unless w1e are extremely rich~ w itl1 1noney no object, we are not in a position to buy 
all 'the goods we desire~ 

I can not exercise an 
effective demand for a 
new Ferrari 

Individual demand and market d 1emand 

Effective d,emand usuaHy eelates to 1narket emand. Th.is is the 
qu antity of a good or service that a U the consumers in th e market 
w·ish to, and are able to, buy at different prices. By contrast individual 
demand is the quantity that a particula.r indiv id uat such as you or I, 
would like to buy. The relationship between 111arket and individual 
den1and is si1nple. Market de111and is just the sun1 or add ition of 
the den1and of all the oonsum.ers in the market. Thus, if in the UK 
40 n1illion people are p1iepared to buy nectarines at prices ranging 
between D and LS a kilo> market demand is the sum oi th e, individual 
den1a.nd of 40 1nillion peop]e . 

The 'law 1 of de111and states that as a good ~s price fa Us, n1ore is 
den1a nded. There is thus an inverse re ]ationship between pr[ce and 

KEY TERMS 

demand: the quantity of a good 
or service that consumers are 
willing and able to buy at g~ven 

prices in a given period of time. 
For economists~ demand is always 
effective demand. 

effective demand: the desire for a 
good or service backed by an ability 

to pay. 

market demand: the quantity 
of a good or service that all the 
consumers in a market are w illing 
and able to buy. 

quantity cte1nanded. Note tl1 1e word ,: lawj is in inverted co1nmas .. Tllis is because a 
law [n econom ics is not as strong or watert igl1t as a law in a nat ural science subject 
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such as physics or ast ronomy. Whereas a law in physics wil l aJways holdj a social 
science law a lways has ifs and buts attached. More of a good is usually d1e1nanded as 
Us pi-ice falls , but there ar1e excepUons .. Tai find out 111ore read the extension n1aterial 
later in the chapter .. 

The market demand curve 
The ·market de1n and curve dra.w n in Fi.gure 3.1 iJ lustra.tes the ·]aw, of demand. [f the 
price starts off ]1igh, for example at P'1~ househo].d demand is 1Q1• But if th,e price falls 
to P 2,. quantity Q2 is de111a nded . 

Demand for a good varies according to 
th,e time period being considered. For 
exan1p]e, weekly de111and is different f ro1n 
daily, 1nonthly and annual demand. For 
this reason, the hor1zontal axis ]Il Figure· 
3~1 is ].abelled ,:1QuanUty demanded per 
period 0 1f Ume~. In later diagran1s, the label 

•
1Quantity is used. Always re1ne1nb 1er that 
this is a short.cut, and stands for 'Qu antity 
de1nanded per period of ti1neJ. 

0 01 --- 02 Quantity 
demanded per 
period 1of time 

Figure 3.1 A market demand curve 

------

EXAM TIP' 

You don·t need to write 1Quantity demanded per pedod of time' on the horizontal axis of 
a demand curve diagram. When answerrng AQA exam questi,ons, the label 'Quantity' is 
adequate. 

Shifts of demand 
When we draw ,a 1narket demand curve to show how much of the good or service 
households p [an to de1nand at various possib[1e pr ices, we assunJie that all the other 
variabl.es that m.ay also influence den1and are held unchanged or constant. This is the 

1ceteris pa ribus assumption .. Ceteris paribus means 
other th ings bejng equal ~. Among the variables 

whose values ar1e held constant or unchanged 
·when we draw ,a deinand curve are disposable 
income and tastes or fashion~ CoHectively, the 
variab].es (other than the good 's own price) whose 
values detern1ine planned demand are often caUed 
the conditio11s of demand. 

Th 1e cond·t1ons of demand 
The n1ain conditions of den1and are: 

KE.YTERM 

condition of dema d: 
a determinant of demand1 other 

than the good's own price, 1hat 
fixes the posmon of the demand 
curve~ 

• the prices of subs'titute goods (or goods in 1competing demand) 
• tl1e prices of complementary goods (or goods i11 joint dem a11d] 
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• personal income (or more strictly personal di · posable income :0 i. e. income after 
tax and receipt of benefits) 

• tastes and preferences 
• po,pulation sizeJ whiclr1 influences total market size 

If any of the conditions of den1and change) the position of the dernand 
curve changes; shifting either rightwai--d or leftward. Figure 3.2 
Hlustrat,es a rightward shift of the demand curve~ which .is also called 
an increase in dema11d~ Following a rightward shift of den1and 
more of the good is den1anded at all prices. For exaJnple at a price 
of P 'i, the quantity demanded increases from Q1 10 1Q2 . Conversely a 
leftward shHt of demand (known as a decrease in demand) causes 
the quantity demanded to fall at all prices. 

A·mong events that 111 ight cause a r ightwa.1 d sh Ht of 
den1and are: 
• an increase in the price of a substitute good or ,good in 

con1peting den1and 
• a fa(] in the price of a co111pternentary good or good in 

joint demand 
• an increase in p 1ersona.l disposable income (but see the 

·foUowing section 1011 nor1nal and inferior goods) 

Price 

KEY TEHM'S 
- -

decrease in demand~ a leftward 
shift of the demand curve. 

increase in demand: a rightward 
shift of the demand curve. 

fJ 1 
,_ 

• a successful advertising campaign making pe1ople 
think 1nore favourably about 1he good 

• an increase in population 
Quantity 

Figure 3.2 The effect of a dghtward shift of demand 

!Normal and i·nf1eri1or g 1oods 
When disposable income increasesJ a den1and cm·ve, shifts right,ward~ but 
on]y if the good is a nonnal good., A norn1al good is a good for which 
demand increases as income increases. However, somie goodis are inferior 
goods. ln the case of an inferior good,, de1nand decreases as income· 
increa.sesl and an jncrease in incorne shifts the den1and curve l1eftward .. 

To take an exampl,e:, private car transport and bus t ravel ar1e not j111st 
substjtutes for each other; one is a normal good and the other 1s an 

inferior good~ a good for Vilhich 
demand decreases as income rises. 

normal good: a good for which 
demand incr,eases as income rises .. 

inferior good~ As people1s inco1nes rise., den1and for cars generaUy increases, while, at 
the same tin1eJ demand for bus travel as a form of public transport usually faUs. I.f pe,ople 
respond in this way to changes in inco1ne then private, transport is a normal good) but 
certain fortns of pub[ic transport are inferior goods. For an individual, whether a good 
is normal or inferior depends on personal jncomej tastes and, poss[bJy age. For young 
childrenl junk food such as sweiets is usually a norn1al good. When parents increase 
s1naH chUdren>s pocket 1noney; they generally buy 111ore sweets. But as chUdren get 
0 11der, tastes changeJ .and sweets may very well be.co11ne an inferior good~ 

Comp1lem 1entary goo,ds an1d substitute goods 
An increase in the price of a con1ple111entary good (or a good in jloint den1and) has the 
opposit·e effect t,o an increase in the price of a substitute good (or a good in competing 
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Chapter 6 deverops 
the analysis of 
complementary and 
substitute goods 
and normal and 
inferior goods. 

CASE .STUDY 3,1 

de1nand). For example, Sony ganies consoles and Sony games cartridges are 
con1plementa.ry goods in joint den1andJ but Sony and Xbox consoles ar,e in 
co111peti ng de1nand or substitute goods. F0Uow1ng a significant rise in the price 
of Sony consoles, demand for the1n falls, whjch in turn reduces the de1nand 
for Sony games cartridges. Tl11e den1and curve for the Sony cartridg,es shifts 
leftward. Bu1 the de111and curv1e for Xbox conso]es players shifts rightward, 
assuming that consumers consider an Xbox console to be a good substitute for 
a Sony console. How1ever, aH this .may be changing'" For decades;, the cartridge 
ga.111es rnodel ruled the games i.ndustry. Gan1es p layers purchased the hardware 
and then bought packa,0 ed software titles separa,ttely. But new technology now 
means that games are increasingly downloaded from the internet. 

Downloaded digital music replaces CDs and DVD 
Back in the y,ear 2000, when the first mp3 players w,ere 

hj1tting the market~ it wasn't imagined 1hat downloaded 
digital music sales would overtake CD and DVD sales. 
Even when the iTunes store opened in 2003, Apple was 
only vying for a small-yet-respectabl,e market share .. . at 
least, at first. 

Music technol,ogy history has Just hit an important 
milestone,. Downlo,aded digital music sales have finally 

overtaken physical music sales to the tune of a 55.9% 
majority. Downloaded sales have gone up 9.1% in 2012 
while CD sal·es have decreased by 10%, though music 
sales in general are up 3,% after a decade of pre,tty 

c,onsistent ·decline. 
What are we giv~ng up by adopting the new technology? 

Tangible insert booklets and artwork, fold-out posters, and 

FoU1ow-up questions 

the joy of holding a plece of mus~c in our hands. What are 
we gaining? Instant satisfaciions convenience~ and mobile 
purchas~ng1 power. This all sounds reminiscent of "the LP 
versus cassette or CD comparison of years past. 

While we,ve seen record shop giants like HMV 
shutting up shop due to faHing revenue and a. general 

shift of music sales going to the likes of Amazon.com and 
Tesco, this marks the first time 1hat we can 1ruly imagine 

CDs being phased out as the years go on. It's getting1 
hard er to find physica1I releases of all but the hi'ghest­
profi fe artists, and this trend is not only here, to stay, but 
will certainly evofve further. 

Music technology history has just hrt an important 
milestone. How w~ II our ways o,f consuming music ev·olve 
as tfme goes on? 

1 Over the last 60 years. demand for recorded music has switched from vunj4 records to1 CDs and then to, 
downloadabte digital music. Explain two reasons for these changes ~n demand. 

2 How would you describe the demand relationship between CDs and downloadable digital music? 

Composite de;mand and ,d1erived dlemand 
Students of ten confuse competing demand] which occurs in the case of substitutes. 
with composi.te de,mand and derived de1nand. Co1nposHe demand is demand for a 
good which has 1nore than one use. This lneans that an increase in demand [or one 
use of the good r,educes tlle supply of the good for an alternative use; for example, 
if 1nore ·wh,eat is used for bio fuel, less is avaHabLe for food., unless wheat growing 
increases significantly~ B.y con'tl·ast:t derived de·mand for a good occurs when a good 
is necessary for the production of other goods. The de1nand for capita] goods such 
as n1achinery and raw 111aterials is derived fron1 t h ,e de1n a nd for consu1ner goods or 
finished goods~ If the den1and for cars faHs so does the de1nand for engines gear 
boxes and other car c1omponents,. 
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The demand for goods and services 

Mov·ement ,along a demand curve and shift of ,a dlemandl curve 
Another source of confusion lies in the diffeJence between a rnove·rnl(.~nt along (or 
adjust1nent along) a den1and curve and a shift of a den1and curve. A move1nent 
a long a demand curve takes place only when the good 1s price changes. As 
explained earlier:! provided the de111and curve slopes downvv:ard, a fall in price 
results in niore of the good being den1and ed. This is son1,ethnes called an 
exten.sion of d,emand. Likewise, a contraction of demand occurs when a rise in 
price leads to less being de1nanded. 

By contrast. a change in a condition of dem.and shifts the demand curve to a 
new position. As already explained, a rightward shift of demand - for e,xample., 
caused by the effect of increased incon1e on de1nand for a nor111a] good - is 
often called an increase of de1nand. Conversely* a decrease of den1and occurs 
,~.rhen an event such as a rise in the price of a com.ple1nentary good causes less 
of the good to be den1anded, shHUng the de111and curve leftward. 

EXTENSION MATER1IAL 

EXAM TIP 
----

Jn 1he Unjt 1 exam, 
objective test ques1ions 
and tJhe third part ,of a 
data-response question 
on a market often test 

understanding of the 
difference between 
a movem.ent a.long a 
dem·and or supply curve 

and a shift of the curve. 

This extension ma"terial introduces you to the ·way demand theory is taught in un iver.sity economics - in terms of 
demand functi,ons. Howev,er, you don't need to know this for AS or A2 Economi,os. 

Ad and function 
A functlonaJ relationship exists between two variables whenever a change in one variabf,e, known as the independern 
variable or explanatory variable, causes a change in a second variabfe, which is the dependent variable. The relationship 
between quantity demanded and price, illustrated in Figure 3.1~ can be written as: 

This teHs us that the quantity demanded of a good (Qd) is a function of the good's price (P). The symbol 'f indicates that 
a change in the value of 1he independent varrable (shown inside the brackets) causes a change in the dependent variable 
(O'n the left-hand side of the equaHty stgn). In a demand funct:ion, chang:es in the good's price are assumed to ea.use 

changes in the quantity demanded. 

Qd = f(P) does not indicate the precise nature ,of the i unctional relationship, but as the demand curve sl'opes dowriward 
to the right, the rel:a1ionship is negative or inverse; an increase in price causes a faJI in the quantity demanded. 

Qd = f{P) is an example of a single explanatory variable demand function. But, as exprained earlier, there are many 
other variables besides the· goad's own price that influence demand. Other influences. such as the level of drsposable 
income and tastes and preferences, are the conditions of demand. The functional1 re1ationship Qd = f(P), and the demand 
curve in Rgure 3.1. result from the ceteris paribus assump1ion ('the assumption that the conditions of demand remain 
unchanged). Indeed, we can write! 

Qd = f(P). ceteris psribus 

Dropping· the cetens paribus assumption, the demand function becomes: 

Od = f(P, Ps, Per Yd, tastes, population size ... ) 

This is a multi-explanatory varial:JJe demand function. A ll the symbols inside the· brackets except the goad's own price (PJ1 are 

the conditions of demand. If any of them change then the demand curve shifts to a nevv posnion. P8 , Pc, ~ are respectively the 

sy,mbofis for the prioes of substitute goods. the prices of complementary goods and disposable inoame. The dots at the end 
of 1he symbols repr,esent any o~her expanatory variables that influence demand, but which have not been indicated exp!ioitty. 
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Up1ward-sloping deman 1d curves 
De1nand curv,es don>t hav,e to slope downward, though they usually do. In Chapter 
6, it wiH be shown that there are circun1stances in which a den1and curve 1nay be 
horizontal or vertical. However, as Figure 3.3 iUustratres, a de1nand curve n1ay a]so 
slope upward, showing that 1nore is de1nanded as the good~s price increases. 

There are a nu1nber of possible explanations for 
upward-sloping de1nand curves. Two of th ese, 
Veblen goods and goods for wllich consurners 
perceive a high price to be an indicator of hig11 
quality, are explained in the ex.tension material 
opposite. 

0 

Demand 

There are two otber situations in which 
consu1ners n1ay respond to higher prices by 
den1anding more 0 1f a good. 

F' g ure 3. An upward-sloping demand 

The first is speculative, demand. If the price cur11e 
of a good such as hous.ingj!. shares or a foreign 
currency starts to rise~ people n1ay speculate that in the near future the price wHl 
rise even further. In this situation, de1nand ls Hke]y to go up. In the case of rising 
house pricesj young people who wish to becon1e first-time buyers 1nay scramb]e to 
buy houses, fearing that if thiey wait, tl1ey 111ay never be able to afford 1to buy a house. 

The fina1 type of good with an up\vard-sloping demand curve is known as a Giffen 
good. However, there· is very little evidence that 1Giffen goods actually exist. A 
G.if fen good is a highly inferior good that for1ns a large part of the total spending of 
extre1nely poor people~ Consider a situati1on in which a very poor f an1Hy buys only 
two foods - potatoes and rneat. Potato,es ,, the inferior good, are the fan1ily ~s main 
foodstuff. Meat .is 1he luxury, wh1ch the fan1ily only eats on Sunday. In this situation, 
a rise in Lhe price of potatoes n1eans that the fan1Uy-'s real incoine fa Us. The fal] in 
real incorne increases the fa111ily s demand for potatoes~ which are inferior goods (at 
least for this famUy). In effect~ higher potato prices 111ean that the family buys even 
n1ore potatoes because they ea n no longer afford n1,eat~ 

Many students make the mistake of believing that all inferior goods are Giffen goods., 

with upward-sloping dlen1a11d curves. This is wrong~ Most, and possibly all inferior 
goods have conventional downward-sloping demand curves. A good has to be highly 
inferior for it tobe a 1G[ff1en good and jn any case the Giffen phenonfl·enon can only exist 
for extremely poor families. WbiJe it is true that an Giffen goods (if 'they exist) must 

be inferior goods the reverse is not true~ Few if any, inferior goods .are Giffen goods. 

EXAM Tll!P 

The AQA economics specification does not require knowledge o1 upward-sloping demand 
curves~ Nevertheless; exam candidates often maike the mistake of referring1 to inferior goods 
as Giffen goods. 
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The demand for goods and services 

EXTENSION MATER,IAL 

Are there any exceptions to the 'law' of demand? 
According to the 'law1 of demandj firms that lower their prices should sell more. Sometimes, however, you may come 

across a company that tries to persuade us to buy more of whatever the firm is selling, precisely because its goods are 

more expensirve than those of its competitors. The ·reassuringly expensive advertising campaign for Stella Artois beer 
is a good example. 

A few y,ears ag.o, ln1erbrewt the Be]gian company that owns the Ste!la brand, decided to se11 its beer as a premium 
brand~ lnterbrew hoped that high prices would attract more customers. (Those readers enjoying a misspent youth who 

regularly buy beer may heve noticed 1hat, in recent years, Stella. has changed tack, selling its beers on the ~stack 'em 

high, sell jem fast' principfe. at discounted pr1ic-es.) 

Perhaps more could 
be done o justify Stella's 

ridiculo11s price.. 
xqui ~ · tcHa Inst . 

iatin lla tmice. · , ~ 
Lh lA 1i,r lilU \\ con do alx,ut il. 

nffi ~ ·n :1 stn:a11 hi nLi, ' [ikt'! Lh on 
un U 1 I ft. i beyond oW' m ns. 

.1 aki ng t Ua p1up rJy ju ~t co far loo 

m 1 ·h n1un • 
\\ · couJd~ r ou might ·up1oo~e, adult.er ,t 

o ur Jlt miutm barl \vilh a fi ·, ba ~ of a M ( t 

r1u tionahle grain. 
· u bsliilul ortlin o , for n 1 

l lb nul of 1th" val fo Lh 

An economist might argue that the r.reassuringly expensive' campaign shows that SteHa was marketing its beer as 
a Veb1en good, named after the Norwegian economist Thornstejn Veblen. A Veblen good is a good of exclusive or 
ostentatious oonsump1ion, or a 'snob' good. Veblen goods are sometimes called positional goods, though strictly a 

posirtional good is so scairce1 thet only few people can ever acquire it. Some people wish to consume Veblen goods, 
such as the Ferrari car I mentioned ear~ier in the chapter, because possession of such 1goods indicates how we!I a 

person has done in society. Flaunting Veblen or posiiti,orial goods sends signals to other (hopefuHy envious) peopfe 
about how well off you are. 

Don~t confuse a Veblen good with another type ,of good which mig·ht attract more demand at h1gher prices= namely, 

a good for which consumers use price as a short-cut for informa~on about qualiily. Consumers may lack accurate 
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information about the quality of some of the goods they are considering buying, partioularty goods such as second­
hand carsJ computers and, in the example below, horses. In this sjtiua1;on1 a potential buyer may fe,ar that a low pdce 

means I.ow quality, and that conversely a high price means h~gh quality. 

This reflects a problem whion, according· to economist George Akerfof (winner of the 2001 Nobel Prize for Economics), 
is as old as markets themselves. It concerns how horse traders respond to the question: ttf he wants to sell that horse, 
do I really want to buy it?' Akerl'of beHsves that such questioning is fundamental to the market for horses and used 
cars1, and it is also a1 least minimaHy present in every market ·transaction. 

·',-.,~.--- ·:... - · 'i 

, SUM11\1AJRY.: 
~~ ~ - - - -· ._ . :. ·~ A 

Demand means effective demand, based on ability as weH as wimngness to pay. 

Market demand is the sum of the individual demand of aJI the consumers in the market. 
The '1law1 of demand states that as a good1s price faHs. more is demanded. 

Mlarket demand (and individual demand) can be represented on a demand curv,e. 
For most goods~ demand curves sJope downward. 
If any of the conditions of demand change I the demand curve shifts to a new position. 
The conditions of demand include 1he prices of substitute ,goods and goods ~n joint 
demand, disposable incom,e and tastes and preferences. 

Consumer goods can be diviided into normal goods and inferior goods. 
Composite demand is demand for a good which has more than one use. 

Derived demand for a good occurs when a good is necessary for the production of 

other goods .. 
A m,ovement along a demand curve must not be confused with a shift of a demand curve. 

A few goods may have upward-sloping demand curves. These are Veblen goods; goods 
for which price is an indicator of quality, goods in speculative de,mand and, possibly, 

Giffen goods. 

Exam-style questions 

1 Expl'ain the re~tionship between th,e demand exeroised by a particular indivrdual for a product 
and marnet de,mand tor the product. 

2 Expl'ain the significance of the ceteris paribus assump1ion in microeconomic theory. 

3 Eva~uate the view that a fall in a goad's pdoe wil l inevitably lead to more demand for the good. 

4 Do you agree that whenever a person desir-es a particular good such as a Mercedes sports car1 

this wil I inevitably lead to more demand for the good? Justify your answer. 

30 

(12 marks) 

(12 marks) 

(25 marks) 

{25 111arks) 
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Ohapter 2 introduced you to the fact that a market is a vo~untary meet;ng of buyers and 
sellers, with the buyers deciding how much of a good or service they wish to buy,, while 
fims or suppliers decide how much to sell'. Chapter 3 then explained how individuals and 
households exercise demand in a market. Thls chapter looks at the other stde of market 
transactions, invest~gating· how frms or producers decide how much of a good they 
wou~d like to supply and sell . 

As you proceed through this chapter, you will note how it is similar to the prevJous chapter 
which e,xp1ains the nature of demand. The sirnilarity rs no accident. For the, most pa1t 
this chapter applies the same logic and rine of reasoning to explatn supply. Much of tne 
explanation is simtlar1 but do note 1he differences 'between the theory of supply and the 
theory of demand . 
•••••• • • •••••••••••••••••••••••••• ••••••••••••••••••••••••••• • ••••••••••••••••••••••••••••••••• ••••••••••••••• 

- -, .. --:...:,--:_.~.:_-,-~::.--_--.,:, .. _-:_----- ·~~ : -- .. - -....,;,_,. : ___ _ 

,' .. ~-~-~-~.~--.~-~_.J;~_yr[.9~-~-~-;;'.:.: 
This chapter will: 

dis1inguish between the suppiy of a single firm in a market and market supp~ 
• exptain the 1law1 of supply 

examine the slope 01 a market supply curv,e 

explain shift-s of supp!y and the conditions of supply 
explain how expenditure taxes and subsidies shift supp!y curves 
distinguish between joint supp!y and competing supply 

Supply by a slngl1e firm and market supply 

K,EY TERMS 

Chapter 4 

Nor1naHy when econon1iscs refer to upply , they lnean market supply. 
Market s upply is the quantity of a good or service that all the firms 
or producers in t11e 1narket plan to sell at different prices. By contrast 

as the naine indicates supply by a s'ingle ft nn is the quantity that a 
particular firm within the market 'Would like to selL As with demand, 
the relationship b ,etwe,en the two is sin,_ple. Market supply is just the 
sun1 of the supply of all the fi rn1s or producers in the 1narket. Thus 
if in the UK, 20}000 far1ners are prepared to sell to1natoes at various 
prices ranging Iron1 very low to very hfgh> n1arket supply sums the 
supply deci.sion of a ll the fa nners i.n the Illarket .. 

market supply: the quantity of a 
good or service that all the i irrns in a 
market are Willing to se!I. 

The ilaw'' of supp y 

supply; the quantity of a good or 

service that irms p lan to sell at ,given 
prices in a gtven period of time. 

'The ·1aw~ of supply states that as a goad's price Tises:, 1nore is suppUed. There js thu s 
a posit ive or direct relationship be,tween price and quantity supplied. (Tl1ere are 
exceptions to the 'law~ of supply. To find out 1nore. read the ext1ension materia ] that 
follows the next section on 'the rnarket supply curve.) 
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Th,e market s1upply curv1e 
Th@ market supply curv1e drawn in Figure 4.1 iHustrates the ~law· of supply. If the 
price starts off 1ow, for exan1p]e at P1 ftrn1s are wi11ing to supp]y Q 1. But i.f the price 
rises to P2 , planned supply increases to 02 .• 

Price 

P,. 

Figure 4.1 A ma~ket 
supply curve 

0 o, 02 Quantity 

The main reason for upward-sloping supply 
curves stems fro1n the bus'iness objective 
which econo1nists generany asswne that firms 
have. This is the· profit-11"1aximising o·bjiective. 

It is assu111.ed that firn1s always ahn ro n1ake 
the biggest possible profit. Fro1n this it foJ lows 
that a firm will only want to supply 1nore of a. 
good if it is profitable so to do. 

supplied per 
penod of time 

KEY TERM 

profit: the difference between 
total sales revenue and 'total costs. 
of production. 

For a fir111 1 profit is t hie difference between the sales revenu1e the firn1 receives when 
selling tbe goods or services it produces and the costs of producjng the goods. Now, 
assun1ing fir111s do not change their siz.e or scale, the cost of producing extra unHs 
of a good generaUy incI,eases as firms produce moI1e of the good. As a resu]t,. it 
is unprofitable to produce and seU extra units of a good unless the price rises to 
con1pensate for the extra cost of production. The result is the upward-sloping n1a.rket 
supp]y curve sl1own in Figure 4 .. 1. 

- -

EXAM TIIP 
----

Figure 4.1 shows a linear supply curve: that is, a straight line. 1HoweverJ neither supply curves nor 
demand curves have to be linear. A non-linear suppjy or demand curve rs depicted by a tcurved' 
curve. Both Unear and non-linear curves are possible. ln an exam it does not matter which you 
draw - providing the curve is meant to be upward sloping. Supply curves usuany slope upward, 
although, as the extension material ,explains. other shapes of supply cu,ve are possible . 

. As with den1and the supply of a good varies according to the Un1.e period being 
considered~ Hence the words ··Quantity suppUed per pe·rjod r0f time" on tbe horizontal 
axis in Figure 4.1. In later diagra1nsJ this is shortened this to ',Quantity'. But again, as 
·with den1and re·meinber th.at this is a shortcut. 
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The supply of goods and services 

EXTENSION MATER1IAL 

Back ard-b nding upply curves 
Occasionally~ supply curves do not slope· upward. Backward-bending 
supply curves, iUustrated herej have been observed ijn the markets for oil 
and. labour. ,consider a situation in whi,ch workers aBm for a target weekly 
wage, say £7,50. If the hourly wage rate r'8es, they can achreve their target 
by supp!lying !ess labour, preferring more leisure nme to more 1money. 
Such behaviour fS quite likely in dangerous and unpleasant occupations 

such as coal mining. 

Price 

p 
3 

0 

X 

f n Figure 4 .. 2, ·the supply curve of labour slopes upward in a convent~onal 
way until point X is reached. Thus, supply goes up from 0 1 to 0 1

2 following 
a wage rate rise from P1 toP2. However. anyfurtherwage rise, for example 

from P2 to P3 , causes workers to supply less labour. Supply falts to 0 3 in 

this case. Figure 4 .2 A backward-bending supply curve 

Shifts of supply 
In Cha.pter 3,, we saw how a market demand curve, shows how much all the consumers 
in the 1narket p]an to buy at different pr[ces of the good, assun1ing all the other 
factors that influence de111and re1nain constant~ Tllrese other factors~ 
were caHed the c,onditions of de1nand and it was ex.plained how, if any 
of the111 change> the d 1emand curve shifts to a new position., 

In exactly the sa111,e way, a market supply curve shows the quantittes 
of the good that all the fi.nns in the1 1narket plan to supply at different 
possible prices, assuming the condition · of upply remain uncha.nged. 
Again, if the ceteris paribus assumption no longer holds, one or more of the 
condiUons of supply change, and the supply curve shifts to a new positjon. 

The conditions of supply 
The lTtaln conditions of supply are: 
• costs of productiont includ!ing 

- wage costs 
- raw n1aterial costs 
- energy costs 
- costs of borrowing 

• technical progress 
• taxes in1posed on firn1s, such as VAT' excise duties and the business rate 
• subsidi,es granted by the governn1ent to fir]ns 

As I have noted if any iof the conditions of supply change the supply 
curve shifts to a new position. A rightward shift of supply is also 
known as an increase in supply, whereas a ]eftward s]1ift is knnwn 
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KEVTE:RM 

conditio of supply: 
a determinant of supplyr other than 
the good 1s own price; that fo.ces the 
position of the supply ou rve. 

KEY TERM 

increase in su ply: a rightward 
shift of the supp~ curve. 



1KEYTERM 
as a ecrease iI1 , upply. .An Price 

decrease in supply: a teftward 
shift of the supply curve. 

increas·e in wage costsl which. 
for 1nany fir111s are the 1nost 
important cost of production, 
shifts the supply curve leftward 
(or upward). Firms reduoe ·the 

CASE .s·TUDY 4.1 

quantity of the good they are prepared 
to supply because production icost s l1ave 
risen. For example, when the price is P1 

in Figure 4. 3, a leftward shit t of supply 
from S1 to S2 causes tile quantity firms are 
prepared to supply to fall fron1 Q 1 to Q·2 • 

EXAM TIIP 
- - -

0 Q1

1 Quan~ty 
ofgood5 

Figure 4.3 A leftward shift of the supply ourve 

Chapter S explains how, follo,wing an increase end a decrease in supply, there is a result~ng 
adjustrnent or movement along the demand curve. Likewise an increase or decrease 
of demand results in an adjustment or movement along the supp!y curve. Examination 
questions often test your understanding of the difference between a shift of a curve and an 

adjustm,ent in response to a price change along the other curve which has not shifted. 

Supply curves also shift when technical progress occurs, or when firn1s enter or leave 
the market. Technical pTogress generally reduces production costs and shifts supply 
curves rightward. The entry of new fir1ns .into c he market has a simHar ,eff1ecL 

Conversely,. the supply curve shifts leftward when fir1ns leave the n1arket. 

Fluctuations in commodity prices 
The Unit 1 1exam sometimes contains data about changing 
conditions .of demand or supply ·for a product, and the 

reasons for, or consequences of, a shift of a demand ourve 
or a supply curve in the market Very often the market is. a 

commodity market for an rndustrial raw material such as 

copper or a source oi energy such as oil. 

cases military upheavars in Libya, Egrypt Syria and other 
countdes, the boycott of Iranian crude oil in response to 
its nuclear weapons programm,e, and the risk of terrorist 
attacks aH have conspired to make oj l markets more 
volatile. 

Other factors contributing to prtce volatility are the time 
lags in oil production and speculation. However, greater 

oil producbo,n from 1he United Stat,es, Canada and other 
poJ iti ea.I ly stable countries provides a critical hedge aga.nst 
price volati I nty. 

Volatne oi I p rices 
Some comm1odity price fluctuations ar,e inevitabl'e in a 
market-based ,economy. But high price voiati'lity creates 
uncertainty and risk. Much recent volatility in 011 prices 
can be related to unrest in the Middle Ea.·s1, in itself 

caused by the Arab Spring. The political and in some 

Fo,lf1ow-up que·stions 

Now watch a very good Money Week •introduction to 
Commoditiesf video clip on YouTube (w w.you be . .,;om}. 

1 Explain how 'time l'ags in oil production and speculation' can lead to pri.oe volatiHty. 

2 Explain how ,greater production in politically stable countries can act as a hedge against price volatility. 

- --
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The supply of goods and services 

How expenditure taxes and subsidies 
shift supply curv,es 
A supply curve also shifts Leftward ( or upwa Id) when the government in1poses an 
expe11diture tax such as custon1s and excise duties or value added tax (VAT) on 
firn1s. Fro1n a firmJs point of view;; the tax is sh11ilar to a rise in production costs, 
so the supply curve shifts leftward. Firms try to pass the tax on to consu1ners 
by increasing the, price of the good. For this reason, expenditure taxes provide 
exarnples of indirect taxe ~ The higher price charged means 
consun1ers indirectly pay thie tax, even though tbe firms and not 
the consu1ners pay the tax to the govrernm1ent f see Figure 6.9 in 
Chapter 6 for an exa1nple). 

KEYTERMIS 

How the supply curv1e shifts dependls on whet Iler the tax firms are 
forced to pay is an ad ualorem tax or a specific tax . In the case of an 
ad valorem tax such as VAT, which is levied at the san1e percentage 
rate (e.g. 20%) on whatev1er the price would be without tlle, tax, 
the new supply curve [s steeper than the old supply curve~ 'This 
is shown in the left-hand panel of Figure 4 .. 4~ But in the case of a 
sp,ecific tax or unit tax, such as the excise duty levi 1ed on tobacco,. 
alcohol or petrol, the tax levied on each unit of the good is not 
affected by the good~s price before the tax ·was in1posed. Because 
of this, the new and old supp].y curves are parallel to each 0U1er, as 
the right-hand panel of Figure 4.4 iHustrates. 

Price 

(a) Ad valorem or percentage tax 

Supply 
before 
tax 

(b)1 Specific or unit tax 

Price 

Supply 
before 
tax 

ad valorem tax: a percentage 
expend~ture tax such as VAT. 

expenditure tax: a tax levied by 
the government on spending by 
consumers. The firms semng the 
good pay the tax to the government, 
but consumers indirectly pay vria the 
resulting price rise. 

unit tax or specific tax: 
a tax levled ,on a unit of a good, 

irrespective of the good 's price. 

Fig are 4. 
An expenditure tax 

0 Quantity· 0 Quantity shitting a supply curve 

How subsidies shift supply curve.s 
A sub .idy given by the govern1nent to producers has the opposite 
effect to an expenditure tax .. In the case of a specific subsidy~ 
which is illustrated in Figure 4.5, the s U]n of money paid co fir1ns 
for each unit oI the, good produced Is the sa 1ne whatever the price 
of the good. By contrast the size of the subsidy wou id vary if 
the subsidy were dependen.1 on the price of the good before the 
s ubs[dy was pa id. 
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subsidy: a payment made by 
government, usually to producers, 
for each unirt of the subsidised good 
that they produce. 



---

,, as· 

Fi ure 4.5 A specific or unit 
subsidy shifting a supp'y curve 

Price 

0 

Supply before 
subs,idy 

Supply 
after 
subsidy 

Quantity 

Join supply and compe Ing supply 
Chap,ter 3 explained the difference between con1ple111entary goods (or goods in joint 
demand) and substitut,es (or goods in competing demand)~ It then went on to explain 
how [ f the price, of a con1ple1nentary good increases, the d,emand curve for the other 
good in joint den1and shifts leftward. In the case of substitut,e goods,, the opposite 
relationship holds:: a rise in the price of the substitute leads the den1and curve for the 
good in competing d,emand to shift rightward. 

With supply curves, there are rather sirnilar relationships when goods are in jou1t 
supply and when they are in competir1g, supply. These relationships areJ however 
a Utt]e bit different from the, demand r,elationships. Joint supply occurs when 
production of one good ais-o leads to the supply of a by-product+ For exa1nplet the 
slaughter of a cow to provide 1neat leads to production of one extra cow hide, which 
[ncreases the supply of leath,er. In this exan1ple, meat is the 1nain product and leather 
is the by-product though the relationship cou ld be reversed .. 

Suppose now the price of beef incre.ases and 
farmers believe the high price wiU continue 
in future years. More cattle w HJ be bred fo,r 
slaughter.! and the supply of leather wjU 
also i ncrea.s,e,. Thus a rise in tl1e price of the 
first good (be,ef) shifts the supply curve of 
the other good in joint supply. 

Now consider what happ,ens if two goods 
are in competing supply rather than in joint 
supp]y~ The relationship between food and 
bjof uel provid,es .a highly topical examp]e,. 
As Cas·e Study 4~2 explains;. .increased 
den1and for biofuels such as ethanol has 
diverted crop production away from food More cattle will be bred if beef prices rise 
supply to the supply of fuel for 1notor 
vehicles. Because farme,rs producing crops such as wheat in.aize and sugar ca.n earn 
a higher price by seHing thei.r produce to energy con1panies, the supply curve of such 
products for food is shifting lertward~ 
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EXAIM TIP 

Think how you could use a production possibility curve diagram to illustrate how competing 

supply involves switchiing productive resources between different forms of production. 

CASE STUDY 4.2 

Competing supp y: biofuel and food 
Record-breaking food pnices in 2011 led experts to ·warn 

of the danger of another global food crisis. There ar,e many 
causes of recent increases. in food prices:, but the gro,wth in 
production of blo'fuels is one of the most important About 

40% of US corn or ma1ize production goes into biofuels. 
In 2011, 18% of biofuels used in the UK were made from 

wheat and oom1 that are staple foods in the developing 

worid. Yet just a year ,earlier, the· UK hardly used either of 
these. 

Increased demand for biofuels inevitably drives food 

prices higher. And biofuel use is only set to grow. 
Less ·food is p,anted as biofuel production increases. 

FoUow-up quest ions 
1 Exp!ain how divertirig1 crop production to meet the demand for biofue~ is affecting world poverty. 

2 ExpJain two causes, other than increased biofuel production, of recent increases tn food prices. 

A market suppfy curve shows how much of a good ail the firms in the market plan or intend 

to supply at different prices. 
A market supply curve is derived by adding togeth,er the, individual! supply curves of an the 

firms 1or producers in the market 
If one or more of the conditions of supply change, 1he supply curve shifts to a new position. 
If costs of production, such as wa.ge oosts, incr,ease~ the supp~y curve shrrts leftward or 

upward. 
Technical progiress usually reduces production oos.ts and shifts the supply curve rightward 

or downward. 
An expenditure tax shifts the supply curve leftward or upward. 

A subsidy granted to producers shifts the supply curve n,ghtward or downward. 

Exam- tyle questions 

1 Exp!ain three reasons why a supply curve may shift rightward or downward. 

2 With the help of an approprrate diagram~ expfain the effec1 of a government subsidy granted 
to producers of the good on the good's price. 

3 Eva'luate two policies the ,government could use to increase the supply of housing. 

4 Do you agree 1hat governments should intervene in agricultural markets to force farmers to grow crops 

only for food and not for other purposes? Justify your ans.wer. 

Unit 1 Markets and market failure 
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Bringing demand and 
supp y together in a 
competitive market 

The comedian Sacha Baron Cohen, in his guise as AJi G, once interviewed the eminent 
now sadly deceased, economist J . K. Galbraith,, then in his late eighties. Ali G asked: 

'What is supply and demand? Is it like with me Julie? I supply It and she demand it.' 

Poor old JKG repltect 1Suppjy and demand is an old economic e~ression . .. ', but was 
unable to complete his sentence. I am sure that had he been able to do so, Professor 
GaJbraith woujd have summarised some of the rest of this chapter, though of oourse what 
he said would have been much more elcquento/ expressed. I am not going to repeat 
the rest of the 1interview', interesting as It was; the tanguage l1ardty befis an econo1n ~cs 
textbook. If you are interested, you can of course fhd the whole intervie\lV on the internet. 
···········································~············· ......................................................... . 

This chapter will.: 
• distinguish between goods markets and fac1or markets in the economy 

explai1n the difference between a competitive market and an unoompebijve market 
• bring demand and supply curves together in a suppjy and demand diagram 
• distinguish between market equilibrium and dfsequiiibrium 
• explain how a shift of supply or demand disturbs market equilibrium 
• distinguish between a shift of a supply or demand curve and an adjustment along a curve 
• examine the adjustment process that r,estores equilibrium in a market 

• survey the, functions that prices perform in a market or mixed economy 

Goods markets and factor markets 
Market ·econon1ies and mixed eco11omies contain a large number of mark:ets. Many 
of tbese n1arkets can be grouped under the heading of either goods markets (or 
product market ) or factor market . These markets are respec lively markets for 
outputs or final goods and services (consumer goods and services), and 111arkets 
for the factors of production or in.puts necessary for ft na 1 goods eventuaUy to be 
produced~ Households and tir]ns operate si1nultaneously in both sets of n1arkets .. 
In goods marketsJ households exercise demand tor consumer goods and s 1ervices 
produced and suppli1ed by firms. For household demand in the goods market to be 
an effective den1and - that is, den1and backed up by an ability to pay - houset1o]ds 
n1us"t sell their labour or possibly the services of any capital or land they own, in 
factor markets. In these factor markets it is the firms which exercise the demand 
for the factor services sold by the househo]ds as inputs into the production process. 
---

EXAM TIIP 

Onie ,of the data-response questi,ons in the Unit 1 exam is likely to be· on a goods market: 
forexample, the hous1ing market or the 1oy market. 
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KEY TERM Competitive markets, and uncompetitive 
markets 
The extent to wl1ich n1arkets aie comp, titi ve or uncon1petitive is 
of great in1portance. At one extren1e a n1arket is highly con1petitive 
when the very large nun1ber of firms in the market produce uniform 
products, incur si1nilar costs of production and have no ability to 
influence the ruling market price (or equHibrium price) set by 

competitive market: a market in 
which the, large number ,of buyers 
and seilers pos:sess good market 
information and easily enter or !'eave 
the market. 

supply and de111and in the n1arket as a whole. Highly con1petitive markets lack 
entry barriersj which means that new fir1ns can. enter~ Likewjse:> firms already 
in the n1arket can leave if they wish to. Because there is also a high degree o[ 
transparency in the 111arket, firm.s can find out what their co1npetitors are doi.ng. 

At the other extreme is a maiket in w .hich there is no 
co1npeti Uon at al], simply because there is only one 
firtn jn lhe market, protected by entry barriers. Such a 
market is called a moi1opoly. As Chapter 12 explains, 
m.onopo.Ues can often exploit consu·mers: for exan1.ple, 
by hi king up the price restricting the output they 
mal<e available and also restricting consun1eff cho,ice. 

Real-world tnarkets usually lie somewhere between 
the extre111es of a high degree of competition and 
1nonopoly. In n1any markets, such as the 1narket for 
mobile phon,es, re,aJ-world firrns use factors such as 
style and fashion to make one· firm's product differ 
from the co111petitors'· products. As a result. prjces usually vary for the branded 

products sold by ea.eh of the firn1s in the n1arket. How,ever, the ability to influence 
consu1ners in this way is not nearly so prevalent in the market for an agricu1tural 
good such as to111atoes) wh,ere ]arge nu1nbers of farmers produce a simHa.r uniform 
product. The next sections of this chapter expla]n how such a inarket functions. 

Tomato farmers produce 
a similar, uniform product 

CASE STUDY 5.1 

Ta do with the pric · of fish 
For a market to be competitive, buyers and se11ers need 
accurate information about supply and demiand. Before 
the use of mobile phones, fishermen in southern India 
lacked info.rmation about prices being oharg,ed for new1y 
caught fish in ,other fishing vil lages along the coast This 

lack of adequate informatio1n about oonditions of supply 
and prtces being charged ,ed to smaJI. separated and 
reJa1ivety uncompetitive fish markets. 

If a fishenTian made a good catch, other fishermen 
operating out of his home port and ftshing in the same 
area w,ould also catch a lot of fish. Bui when all the frshing 

Unit 1 Markets and market failure 

vessels sailed ba.ck home1 fish prices in 1he local village 
fish market would slump because of excess supply. 

Another possibil ity was to sa~I down the coast 

after 1he catch was made, in the hope that in other 
villages fish catches were less, bountiful and prices 

were therefore better. But, because of high fuel prices 
and uncertainty about what might be happening: 
eJsewh er,e. fisherm,en generally chose to return to their 
own village. This was wasteful because oversupply 
led to f ish beilng thrown away, even though they mJght 
have been sold in slightly more distan1 f ish markets. 



Another result was wide variations in fish prices in 
different fishing villlages. 

t~sh that previously had been thrown back into the sea fell 
dramatically. Fish prices also fell. The •1aw of one price' 
was operating - there now being a single, prfc-e along 
the coast for more or less identtoal fish. By improvjng 
1he exchan,ge of information between fishermen. m,obile 
phone technofogy has 1herefore contributed to the growth 
of a larger and much mor,e competitive market. 

However, afte,r mobile phones had: been introduced in 
southern 1:ndja, while they were stiH at sea fishermen began 
to can markets all along the coast to find out where prices 

werre highest Having obtained this informationt fishermen 
were now prepared to market their fish further afie~d I 
despit,e the fue~ costs involved. The number of unsold 

Folli1ow-up que,stions 
1 Explain how the case study illustrates how better informa1ion on the part of buyers or sellers improves the way a 

market ~u notions. 
2 Name two, UK markets that have been made more competitive as a result of the, growing use of mobi~e phones. 

Bringing ,demand and s,upply curves together 
in ,a comp,etitive market 
I will now br[ng to~ether the n1arket den1and and n1arket supp]y curves (ex.plained 
[n CJ1apters 3 and 4) to see how the equilibriu]n price is achieved within a single 
competitive goods market in the economy. Th,e market we shaH look at is the tomato 
n1arkeL The essential Iea.tures of the market are shown in Figure 5.1. 

Fig u 5. A supply and demand 
graph for the tomato marke·t 

Price 

0 

Market 
suppl¥ (S) 

Market 
· dema1nd 

{D) 

Quantity per period 
of·time 

Note 'that later diagran1s in this eh apter label the curves D and S~ and the horizontal 
axis is labelled ',Quantity~,. D, S and ·Quantity, are shiorthand for , Market demand\ 
·Market supply~ and 'Quantity per period of tin1e'. 

The 1nark,et demand curve drawn in Figure 5.1 shows how many tomatoes all the 
consu111ers in the market plan to purchase at different prices i.n a particular period 
of tin1e. In a sin1ilar way, the n1arket supply curve shows how n1any ton1atoes aU 
cbe farmers and firms in the 1narket wish co supply at different prices in the sa1ne 
tilne pe,riod. 

The equilibrium price 
The concepts of equilibrium and its opposite, 
disequilib,rium- are of gJJ.ieat ilnportance in 
econon"lic theory and analysis. You should 
think of equilibritu11 as a state of rest or a state of 
balance between.. opposing forces. In a mar~et, the 

KEY TERM 

e qu i libri um: a state of rest or 
balance between opposing forces. 
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opposing forces are supply and demand. Mar et equilibriu1n .. which 
is shown in Figure 5.21 occurs where the de1nand curve and the supply 
curve cross each other. At price P* house holds plan to de1na nd exactly 
the same quantity of tomatoes that finns plan to supply~ p• therefore is 
the equiHbrium price, with Q* being the equilibrium quantity. 

Price · s 

KEY TERM 

market equilibrium; when planned 
demand equals planned supply in 

the market. 

D 

0 Quantity 

Fr g e 5 . 2 Mark et equilibrium in 
the tomato market 

, EXAM TIP 

It is importan11o understand the concepts of ,equilibrium and disequilibrium in economics. 
You wm come a,cross many other examples besides market equilibrium and disequilibrium 
explained in this chapter. In your later studies,, look out for macroeconomic equilibrium and 
bal!a.nce of payments equilibrium. 

Disequilib1rilum 1in1 tlhe market 
It is [ mpossible· at n1ostpriees for both households and ft11n s si111.ulta neon sly 
to fu]fil their n1arket plans .. In Figure 5.3 Pt is a disequilibriun1 price 
for rto11nat,oes because the tom.ato growers and sellers cannot fulfil their 
plans at this price. When price is P1

1 in Figure 5.3> firms would like to 
supply Q2 .. but households are on]y willing to purchase Q1. 

Price 
P; 

Excess supply 

Excess demand 

5 

KEY TERM 

market disequilibrium: when the 
market fails to clear. The market 
plans of co,nsumers and firms are 
inconsistent with each other. 

D 

0 Oi Quantity 

Figure 5. 3 Disequil ibrium and 
equilibrium in the tomato market 

To expla in this further, U is useful to d :ivide the n1arket into two 'sides:> - t he short 
sid,e' and the long side~ When the price is Pi, households or the people wishing to 
buy ton1atoes, are on the short side of the n1arket while to1nato producers are on 
the long side. The economic agents on the sho:rt side can always 
fulfil their 1n arket plans., but those on the long side cannot! Thus 
when the price is P1, house ho]ds can purchase exactly the quantity 
of tomatoes they wish to, nan1ely 1Q1• Farrners and other tomato 
producers . however,. are in a different situation. They would Uke to 
se H Q21 but can only seU Qi,, as long as the price remains at P'1• T'he 
differ1ence between Q2 and Q1 is e ce s upply or unsold stock. 

Unit 1 Markets and market failure 

KEY TERMI 

excess supply: when ·firms wish 
to, sell more than consumers w ish 
to buy~ with the price above the 
equilibrj um price. 
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EXAM TIIP 
-----

Many students never realty get to grips with miaroeconomic analysis because they fai l to 
understand the difference between market plans and market action. Your market p lans are 
what you want to do when you go shopping; your market action is, what you end up doing . 

. At P1, as at any other p1dce, actual or TiBa.lised de1nand equals actual or realised 
supp]y. However this is large]y irreleva1 t·, the key point is that at price p ·1~ planned 
supply exceeds plann,ed den1and. 

The Jnarket is also in disequilibriui-n at price P2 because households are unab]e to buy 
as much as they wish to at this price. Hous1eho]ds would like to buy Q2 of tomatoes,, 
but they can .. 't , because at this price tomato producers are only wHUng to supply Q'1• 

The situation is now reversed compared to P1* Ton1ato buyers are on the long side of 
the n1arket and faTm1ers and tomato sellers are now on the short side~ In this case, 
t h,e difference betwe·en Q2 and Q1 is excess 
demand or unfu1fHled den1and~ _louseholds 
end up buying Q'1 of tomatoes because this 
is the maxhnum quantity ton1ato producers 
are prepared to seH at this price. Once again 1 

actual demand equals actual supply (na1nely 
Q1), but planned supply is now less than 
planned demand. 

KEYTE:RM 

excess demand: when consumers 
wish to buy more than firms wish 
to sell1 wat, ~e price below the 
equilibrium price. 

I will now introduce a most important assumption abou.t economic behaviour 
which recurs throughout 1economjc theory and analysis. I wH] assun1e that 
whenever an economic agent such as a household or fir111, fails to fulfil Hs 1narket 
plans, ic has an inoentive to change Hs market behaviour. When excess supply 
exists in the market (as at P1 in the to1nato 111arke,tJ! the 1narket mechanisnt or 
price rnechanistn swings into action to get r'id of unsold S'tocks. By doing this,, 
the price mechanism moves the market towards equilibrium. Economists assume 
that firms react to stocks of unsold goods by accepting a lower price. EventuaHy 

the price faHs until the an1ount that households wish to buy equa ls exact ly the 
quantity that firn1s are prepared to supply~ In the ton1ato 1narket equilibriun1 is 
reached at price P*. 

In thie case of excess demand, it is useful to d1vide hous1e holds into two groups of 
customers. 1n tbe tomato market the first group, depicted by the distance, fron1 0 to 
Qh are lucky custoJners who buy th 1e good at price P1 before the available quantity 
runs out. By contrast . unlucky households , shown by the distance from Q1 to ,Q2 ,. 

cannot buy lhe good at P1, possibly because they turned up too latem However.., jn 
order to be ab]e to purchase the ,good, uni ucky consunners bid up the price until., 
once again~ equ Hibriu1n is reached a't P . 

The, equHibrium price P'\ is t he only price which satisfies both households and 
firms. Consequently; once this price is reacl1ed, neit11er group has reason to change 
their rnarket plans. At P'\ planned de1nand equals planned supply and the market 
clears. 
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Here is a summary of the inain conclusions of this very important part of the chapter. 
• A 1narket Ls in disequHibriu1n when: 

- planned den1and < planned supply in which case the price falls, or when 
- planned demand > planned supply, in which cas.e the price rises. 

• A m.a-rket is in equHibrium when: 
- planned demand = planned supply, in which case the price does not change. 

How a shift 0 1f su1pp~y disturb1s market equilibrii1um 
Once supply equals demand in a market, for example at point X in Figure 5.4 the 
rn.arket r1en1ains in equiHbriun1 untH an external event hits the n1arket and causes 
either tJ"1e market supply curve or the 1narket de111and curve to shift to a new position. 
Figure 5.4 iUustrates what happens in the tomato market when .an event such as a 
bun1.per harvest causes thie supply curve of tomatoes to shift right,Nard,, fron1 S1 to 

S2 • Before the shift of Hle upp]y curve P 1 was the equHibriu111 price of con1atoes. 
HoweveJ, once the supply curve shiftsJ P1 becomes a disequilibrium prioe. Too n1any 
ton1atoes are of~ered for sa]e at this price, which n1eans there is excess supply in the 
n1arket. The excess supply is shown by the dist a nee Q2 n1inus 0'1, or fro1n X to V. To 
get rid of this unsold stock to1nato producers reduce the price they are prepared to 
accept. The mark,et price falls f r0i1n P 1 t,o P2 •. wll[ch eliminates the exc,ess supply. In 
the new e,quilibriurn, -planned supply once again equals planned demand, but a1 the 
lower equ.Hibriu1n price of P2• 

Price 

0 

EXAM TIP 

o, 
Figure 5. The effect of a rightward shift of 
the 1market supply curve of tomatoes 

Make sure you can d istinguish between a shift of a supply ar demand curve1 and the 
adjustment to a new equilibrium alon,g the curve that does not shift. 

Sh1ifts 10f supplly or ,d,emand curves an1d adjustments 
al 10 1ng a curve 
As noted in Chapter 31 students of ten confuse a shift of a supply or den1and curve 
with an adjustment 1or niovemen.t along a curve~ Figure 5.4 can be used to explain 
the distinction again. 

In Figure 5~4). the n1arket supply curve of to1natoes shi~s fro1n S1 to S2, creating 
eX!cess supply equal to the distance betweien X and V. The adjustment proc,ess then 
kicks in~ reduc[ng the price from P1 to P2 • The adjust1nent involves a movement 
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along the den1and curve from X to Z (and also along the supply curve from V to 
Z). The shift of the supp]y curve is often caUed an increase in supply, whereas the 
resu!Ung adjustn1ent along the demand curve is known as an extension of de1nand. 

The next diagram, Figure 5. 5, shows an increase, jn demand, f 0Uow1ed by an ext1ension 
of supply. You can draw your own diagra n1s Lo H lustrate (a) a decrease in supply and 
a contraction of den1and and (b) a decrease in demand and a contraction of supply. 
You should also at this point go back to Chapters 3 and 4 to refresh your knowledge· 
of the different conditions of de1nand and conditions i0f supply that deternlJine the 
position iof demand and supply curves. A bumper harvest shifts the supply curve 
of ton1atoes rightward, and a change in consumers' incomes, described in the next 
section, shifts the n1arket den1and curve. 

igure 5. TI,e effect 
of a rightward shift of the 
·market demand curve fo r 
tomatoes 

EXAM TIP 

0 

AQ,A does not require use of terms such as an increase or an extenston of demand. By all 

means use th,ese terms1 but expJain what you mean on the first occasion you use the 1erms 
in your answer. 

How .a shift of dema 1nd disturbs market equilllibrium 
Figure 5.5 shows what happens in the 1narket for ton1atoes following an increase in 
consu1ners · incon1es. 

People who enjoy eating ton1a toes usuaJly consider ton1atoes to be, a nor111 a 1 good: 
that is; a good for which demand increases as i.ncome increases. Before the increase 
in consumersJ incomes, 111,e ,equilibrium price of ton1atoes was P1, determ[ned at 
the intersect ion of curves D'1 and S. At thls pr.ice planned den1and equals planned 
supply.. However increased incomes shift the market cten1and curve r[ghtward 
from D1 to D2• Im111,ediate]y, disequilibrium replaces equilibrium in the ]OarkeL 
The rightward shHt of den1and creates excess denTand in the n1arket, as long as 
tJ1e price ren1ains at P1 .. Excess den1and is shown by Q'2 tninus Qi, or the distance 
betw·,een H and K. 

The n1arket adjusunen t ]nechanis1n now swings into action to get rid of the excess 
de1nand. The price increases to P'2 to eliminate the excess demand and the quantity 
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of to1natoes bought and sold rises to Q1

3 • In response to the increase in demand from 
H to KJ there is an adj'ust111ent along the supply curve between Hand 1 (an extension 
of supply) to establ i.sh the new equ i1ibriun1. 

EXTENSION MATER1IAL 

Auctions a d1 estab · hing an eq ilibri1 m pric 
These days almost all students. are aware of eBay. the internet-based auction on which aJI new and second-hand goods 
that you can think of are traded. Economists believe that auctions prov1rde a quick, and indeed an almost ins1antaneous,, 
way of elirninating ~cess demand and ,estab[ishing market equilibrium. Consider, for example, the situa1ian shown 
in Figure 5.5 immediatety following the increase in demand. If tomatoes wet'ie to be auctioned, the price would rise to 
that offered by the high,est bidder at P2 . The market wou~d clear instan11y. But would it? It is hmghly unlikely that a single 
consumer would wish to buy all the tomatoes sold in ttie market. The auction would have to be more oomplicat,ed, 
perhaps enabling different consumers to buy at different prices between P1 and P2. Auctions are in faC't quite rare. 

To find 1out more about auctions, read Case Study 5.2. 

CASE S,TUDY 5.2 

Auctions 
In theory, an auction provides a quick and efficient method 
of establishing equilibrium in a marke1. An auction is a 
kind of economic activity that has been brought into many 
people1s everyday I ives by the i ntern,et, through sites such 
as eBay. But auctions also have a long history that spans 

many different domaJins. For example, the US government 

uses auctfons to sell Treasury bills and 1imber and oill 
leases; Chrf.stie;s and Sotheby's use them to sell art; and 
Morrell & Co. and the Chicago W~ne Co1mpany use them 
to sell wine. 

Each bidder has an intrins'ic value for the ~tern being 
auctioned; he, or she is willing to purohase the item for a 
pliice up to this value, but not for any higher price~ 

Thr1es· types of auction when a single rtem is being 
sold are: 

Ascending-bid auc·tions, als o called Eng1lish 
auctions .. The sell er gradually raises the pricel bidders 

drop out u ntU finaHy on·ly one· bidder remains, and tha1 
bidder w ins the object at this fina~ prjce. 

2 Descending-bid au,ctiions, also called Dutch 
auctions. The sell1er gradually lowers the price from 

FoUow-up questions 

0 
Te 

Today Only 

M'fS ry D pi M clay 

1~ 
some high in1itial value untU the first moment when 

some bidder accepts and pays the current prioe. 
These auc1ions are called Dutch auctions because 
flowers have long been sold in the Netherlands using 
this procedure. 

3 First-price sealed-bid auctions,~ In this kind eif 
auctionl bidders submit simultaneous 'seal,ed bids· 
to the· seHer. The terrnino!ogy comes from the original 
format for such auctions~ in wh Leh bids were written 
down and provided in sealled envefopes to the seller. 

who would then open them all together. The highest 
bidder wins the obj~ct and pays the value of her bid. 

1 eBay is the best~known and the largest internet-based auct1on. Give your views on the advantages and 
disadvan1ages of trading goods on ,eBay. 

2 Explain how the use of the inte·met has affected the costs consum.ers incur when searching for goods they want 
to buy. 
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The functions prices perform in the 1ec,onomy 
Chapters 2, 3 and 4, and [ndeed this chapter, 
have provided you with lots of infor111ation 

about the role of prices in a n1arket econoI11y 
or a mixed ,economy~ So far however, tl1e 
precise functions t hat prices p,erforrn in an 
econon1y hav,e not been explained. F shall 
conclude this chapter by explaining these 
functions~ They are: 
• the signalling function 
• the incenti re function 
• the rationiI1 or allocative functio1 

The sign1aHing fun 1ction 

-----

KEY TE.'RMS , 

incentive function: prices create 

incentives for consumers and firms 
to behav,e in certain ways. 

rationing or allocative function: 
prices allocate scarce resources 
between competing uses. 

signalling function: prices provide 
information to buyers and sellers. 

Prices provide infonnation that aUows all the traders in the n1arket to plan and 
co-ordinate their 1eco1 omic activities. Let me provide one example. Most Friday 
af teJnoonsJ I visit my loca[ streiet n1arket to buy fru it and vegetables, including 
tomatoes and lettuce. Th,e prices,. which are show]1 on white plastic tabs stuck into 

each tray of produce help ine to decide what to buy+ Of course~ in forn1a'tion about 
prices alone is not enough. I also need inforn1ation about the quality of the goods 
on sale which I t ry to get by looking ca1·efuUy at the size of the produce and for 
ble1nishes such as bruising on apples or pears~ 

The in 1cent ive fun1ction 
The [nforma Uon si.gnaUed by relative pricesJ such as the pri.ce of to1natoes r1elative to 

the . rice of lettuce creates incentives for people to alter their econo1nic behaviour. 
SupposeJ I or example,, l go to my Jocal market 
intendin g to buyl along w ith other vegetables, 
a kilo of to1n atoes and one lettuce~ As it is 
Friday fternoon, by the ti1ne I arrive at the 
n1arket, the street traders have cut the price 
of to1n atoes by SO% to try to prevent unsold 
stock accun1tdating whose quaHty in ight 
deteriorate overnjght. A fall in the price of 
to1natoes .. relative to the price of other goods 
that I could buy, creates an incentive for n1e 
to buy more tomatoes, provided of course 
tbat 1 believe the quality has1fl dete,riorated. 

The ration1ing1 or ,allocative function 
Suppose I respond t,o a fall in th,e relative 
price of ton1atoes by buying more, say 2 kHos 
rather than th,e s'[ngle kUo I had intended to 
buy as I 1nade my way to market.. Because 
my irrcorne is liinited spending 1nore· on 

Prices perform three f uncUons in a market or 
mixed economy 
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Bringing dem1and and supply together in a competitive market 

one good usuany 1neans l spend less on otber goods. Prices; together with income 
ration the way peop]e spend their money. Suppose to1nato prices falt not only in 
nny ]ocal street. n1arket on a Friday afternoon, but throughout the, econo1ny for a 
sustained period of thne~ Tomatoes are now cheaper relative to other goods in the 
econon1y. On the one hand, the Jow 1er re]ative price causes households to increase 
thei.r d1em.and for ton1atoes, substituting 10111.atoes in plaoe of other vegetables. But, 
on the other hand, a lower re]ative price may indicate that growing to111atoes is not 
a very profitable activity. In response, farmers grow fewer tornatoes. If these events 
h appenl the in£or1nation signal led by changing relative prices creates l ncenUves 
for econotnic agents to alter their market behaviour, and changes the W'ay scarce 
r,esources are, rationed and allocated between compet[ng uses. 

EXAM TIP 

It is importan110r recognise that when mari<ets perform weH, p rioes convey accurate 
information and create, suitable incentives for ,economic agents to respond to. But when one, 

or more of the three funchons of prices perfonns unsatisfactor ily, or in ,extreme cases breaks 
down completel,y~ m1arl<et fai[ure occurs. 

A competitive market coir,tains a large number of firms producing simiJar goods or services. 

New firms can easily ,enter a competitive market, and incumbent firms can easily leave. 

The price mechanism alfocates, scaroe resources between competing uses in a competitive 
market. 
In a competitive market, a goad's price is deterrnin 1ed by supply and demand. 
When planned demand equals planned supp,ly, a market is 1n equilibrium. 
Market disequilibrium means that excess demand or excess supply exists in ~he market. 
Firms respond tei excess supply by redU'cing the quantity of the good they are prepar:ed 
to supply. 
Consumers respond to ,excess demand by bidding up 1he price of the good. 
A shift of a supply or demand curve disturbs equil ibrium and feads to excess supply 

or demand. 
A rightward shift of demand, known as an increase in demand, leads to an extension 

of supply. 
A rightward shift of supply, known as an increase in supply, leads to an extension of demand. 
Prices perform three functions in a market or mixed economy: signamng~ creating incentwes; 
and rationing and allocating r,esources between competing uses. 

Exam- tyle qu slions 

1 Explaijn the difference between goods markets and factor markets in an economy. 

2 Explain why the market for tomatoes is competitive whereas the market for tap water 1s. uncompetitive. 

3 Assess the importance of markets in a mixed economy such as the UK economy. 

4 Do you agree that governments should never intervene in markets? Justify your answer. 

Unit 1 Markets and market failure 
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Chapter 6 

i' 4}f, ·1 
I ,1 

,: ~ 
----

Whenever a change in one variable (such as a good's price) causes a change to 
occur in a second varlable (such as the quantity of the good that frms are prepared 
to supp1y), an eJastlcity can be calculated. The elasticirty measures the proportionate 
responsiveness of the second varlabte to the change ~n the frst variable. For example, if 
a 5% increase in price were to cause frms to increase supply more than proportionately 
(say by 10%}J supply would be eJastJc. In this examplef a change in prioe induces a 
more than proportionate response by the produoers. But If the response were less 
than proportionate (for ·example, an increase in supply of on1y 3%}, supply would be 
inelastic. And if the change In prrce were to induce an exactiy proportionate change 
in supply, supply would be neither elastic nor ~nelastic - this is called unit elasticity of 
supply. Elastlclty is a useful descriptive statf stic of the relationshlp between two variables 
because it is independent of the unitsi such as price and quantity units1 in which the 
variables are measured. 
•••••••••••·••••••••••••••••••••••••••••••••••••••••••••••••• • •••••••••••••••~••••••••••••••• • ••••••••••••••••w•••••• 

. ' 

1 .LEARNING":,0 ,UTC.OMES .. :, 
•.,-:· ·:__. - •·· .. -- ~., :: • ·--= .. 1 I ,. • -- - •,. 

This chapter will: 
• explain the eJasticities you need to know 
• investigate price elastjcity of demand 
• di~nguish between ~he slope of a curve and its elas1ioirty 
• outline the -factors determin.1ng prrce elasticity of demand and ptioe ,efasticity 

of supply 
• relate price elasticities to the shapes of demand and supply curves 
• explain how price, elasti'ciity of supply and the shape of supply curves is different in the 

short run and the long rrun 

• relate inc-ome elasticity of demand to normal goods and inferior goods. 
• re:late cross-elast icity of demand to goods in join1 demand and to substit ute goods 
• analyse how price elasticity of demand affects who bears the burden of an 

expenditure tax 

The elasticit es you n1eed to know 
Although in principle, econo1nists cou ld 
calculate a great inany ela ti.citi s~ indeed one 
for each of tl1e econo1uic relat[onships in which 
they are· interested the four ruain ,elasticities 
you must know are: 
• price elasticity of demand 
• price e[asHcity of supply 
• inco[ne e,la.s'licity of de1nand 
• cross-elasticity of demand 

eJasticity: the proportionate 
responsiveness of a second variable 
to an initial proportionate change in 
the frst vari'abf e. 
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Elasticity 

EXA:M TIP 

Make sure you don't confuse the four main elas1icities. It is very easy to confuse prioe 
elas,ticity of demand, price ,elasticity of supply and rncome elasticity of demand. You must 
also avotd writing the formulas iupside down]. 

The foUow ing formu]as are used for calculating these elasticities: 

. · . 
1 

. t' ·t f d d proportionate change in quaritity demanded 
pnce e as 1.ct Y O eman = proportionate chang,e in price 

. , 
1 

. . ,f . . 
1
. _ proportionate change 1n quantity supplied 

Pnce a ast1crty o supp y - . h . . 
· proportionate c ang,e 1n pnce 

. . . ,-
1 

. . , f d . . d proportionate change in quantity de·manded 
income e ast1c1ty o eman = . . . 

proportion ate change ,n income 

cross-elastidty of 
demand f.or good_ proportionate change in quantity of A demanded 
A w fth respect to - proporti,onate change in price, of B 
the pdce ,of B 

Price eia.sticity o,f dem1and 
Price elasticity of demand measures consu111ers' responsiveness to 
a change in a good "s price+ (Price elasticity of demand is son1etin1es 
called an 'own price1 elasticity of demand to distinguish it from 
cross-e ]asticity of dem.and. Cross-elasticity of dernand n1easures thie 
responsiveness of delnand for a part ictdar good to a change in the 
pr ic,e of a completely di fferent good.) 

KEY TERM 

price elasticrty of demand: 

the proportionate change in 
demand for a good foUowing an 
init,al proportionate change in the 
Q'Ood's own prtce. 

A simple rule for dete,cting whether dem,,and is price elastic or inelastic 
A.s an a]terna1ive to using the for111u la stated above to calculate prioe elasticity 
of den1a.nd between two points on a dernand curve .. a sh11pJe rule can be used to 
dete11.nine the genera.] nature of tl1e e[as1icity between any two, points on thie demand 
curve: 
• if total consunler expenditure increases [11 response to a price fall de1nand is 

elastic 
• if total consu1ner expend[ture decreases in response to a price faU, den1and is 

inelastic 
• if total consumer 1expenditure remains constant in resp 1onse t,o a price falt demand 

is neither elastic nor inelastic: Le. elast icity = unity (1) 

P:rice elasticity ot demand ,and slope 
It is important not to confuse the abso lute response indicated by the slope of a 
curve with the proportionate respo,nse n1easured by elasticity.. Tak,e a careful look 
at the two demand curves In Figure 6.1 . In Figure 6 .1 (a)'" a straight Une (or linear) 
de1nand curve has been drawn~ O,bviously a. straight line has a constant slope. 
But although the slope is the sa1nie at all points o,n tJ1e curve; the elasticity is noL 
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Moving down a negatively sloping Unear dre1nand curve, the price elastic ity of 
den1and Ialls from point to point along the curve. Demand is elastic (or greater 
than unity) .at an po.ints along ·the top half of the curve. El.asHcily equals unity 
exactly half way along the curve:, [alUng be] 1ow unity and towards zero along the 
bo ttom half of the curve. 

Figure 6.1 Price 
,elasticity of demand 

Price 

(a) Ela5tidty varying ft'om point 
to point moving down a 
linear demand curve 

Fallin 
expenditure 
~ncir,ease in 
expend itu ire 

--~~~~~~~~~--~~~ 

O 0102 03 04 Quantity 

Price 

~b) Constant elasticity of 1 1(un ity) 
at aH points, on a rectangular 
hyperbola demand ,curve 

FaU ]n 
,expenditure 
lncreasie in 
e·xpenditure 

~-Demand 

0 Quantity 

If elasUcity falls fron1 po[nt to point 111oving down a Un ear den1and curve, it foUows 
that a non-linear curve (i.e. a curved line) is needed to show the sa1ne e]asticity at all 
points on the curve. Figu re 6.1 (b) shows a demand curve witl1 a constant elasticity 
of 1 at all poin ts on the curve: that [sJ e ]asticity equals unity at aH po1n ts on the 
curve~ Mathen1aticians call this a rectangular llyperbo1a~ Whenever the price faJls,, 
t11e proportionate change in q nan tity de111anded exactly equals the proportionate 
ch ange in price. In thjs case, con sun1er expenditme· ren1ains unchanged following a 
rise or fall in price~ 

EXAM TIP 

It is easy t o confuse elasticity with the slope of a curve. Remember to include the 
word 'prop,orlio11ate' (or a o/o s1gn} above aind betow the divrding line when calculating 
elasticities. 

Infinite price elasticity of d'emand and zero price elasticity of demand 
Horizontal and vertical de111an d curves h.ave constant elasticities at all poin ts on 
the eurvie. A horizon.ta] demand cu rve, su ch as thie demand curv1e in Figure 6.2(a) ,, 
is infinitely eJasUc or perfecUy elastic. At the other extren1e, the vertical den1and 
curve in Figure 6.2 (b 1 is completely inelastic:r displaying a zero price elasticity of 
demand at a]l points on the curve. Wh,en the price falls, for exa n1p]e Cron1 P1 to P2 ,, 

the q uantlty den1and ed is unchanged. 
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Price 

P' 2 

p, 
1 

(e) II nfi nitely ellastic: demand 

0 

EXTEN,SION 'MATERIAL 

Demand 
Pf.0 =oo 

Quantity 

Elasticity 

(b) Zeror elastiicity of demand 

Price ] E Demand P O = O 

P, 

Fig 6. _ Horizontal! and 
0 Quantity vertical demand curves 

Mathemabdans draw demand and supply diagrams with quantity on the vertical axfs and price on the horizontal axis. 

When demand and supply diagrams are drawn in this way, vertical curves are infinite~y elastic1 while horizontal curves 
have a zero elasticity. This is 1he opposite to the way economists draw demand and supply diagrams. 

Nleg·ative elasticities 
Usually demand curves are neither horizontal nor verticai, but hwe a negative siope, showing that as the goad's price fa11st 
the quantity dem:anded rises. In this situation, elasticity as weH as slope is also negaitlive. However; economists usually tgnore 
the minus sign o,f the elasticity. Ignoring, the minus sign, al I etasticities larger than 1 are, elastic and aH tess than 1 are inelastic. 

CASE S,TUDY ,&.1 

Elasticity and tobacco taxation 
Various studies have cafculated the price 
elasticity of demand for crgarettes of different 
groups in society such as the young and the 
old, and men and women. 

A World Bank review concluded that price 
nses of about 10% woutd on averag:e reduce 
tobacco consumption by about 4 % in rtcher 
oountdes.. Smokers in poorer nations tend to 
be more sensitive to price changes. 

Reviewing 86 studies, Gallet and List 
found a mean price elasti.o~ty of -0.481 

FoUow-up ,questions 

m,eaning that1 10n averagei a 10% increase 
in price wiH be followed by a decrease in 
consumption of 4.8%. They also found 
greater responsiveness among youn,ger 

ipeopi,e. with an average price elasticity 
of -1 .43 for 1eanag1ers, -0. 76 for young 

adults~ and -0.32 for adults .. They found an 
average, price sensitiv,ty of -0.50 for men 

and ....,0.34 for women. Studies have also 

tended to show greater price sensitivity 
among fow~ncome groups. 

1 Most of the elasticity statistics quoted above lie between zero and - 1. Qjscuss the 

significance of this for governments. 
2 Suggest two reasons why adult smokers may be less responsive to a rise in the· price of 

cigar,ettes than teenage smokers. 
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igure 6.3 
The five demand 
curves you need 
to know 

Summary: 1difierent dem,an,d 1c·urves an,d theilrr pritce elasticities 

i(a) Perfectly elastic (b) Elastic demand (cl Untt elastic (d) Inelastic ,demand (e) Completely 
inelastic demand 

0 

demand demand 
p p p 

PE.0 -= oo 

D 

D 

I 
D 

D 
tQ 0 ,a 0 Q 0 Q 

Th,e facto,rs determining price elast icity· ,of dlem,an,d 

5 ,ubstitiutability 

p 
D 

Pf0 = 0 

0 Q 

Substitu'tability is the n1ost iJ11po1L1a11t deter111inant of price elas'tjcity of de1nand. 
When a s ubstitute exists for a productJ consu.1ner.s respond to a price rise by switching 
expenditure away fron1 the good, buyi.ng instead a. substitute whos,e price has not 
risen~ When very close substitutes are available, den1and. for the product is highly 
elastic .. 1Conversely, de1nand is likely to be inelastic when no1 substitutes are available~ 

Percentag,e of income 
The dernand curves for goods or services upon which households spend a large 
proportion of their inco1ne· tend to be more elastic than those of small items 'that 
account for only a s1naU fraction of incon1e. 

Necessities o,r luxuries 
It is so]netimes said that tbe den1and for necess[ties is price ine]asUc., whereas de1n.and 
for luxuries is elastic. ·However .. this state1nent s]1ould be treated with caution. When 
no obvious substitute exists1 demand for .a luxury good may be ine·lasticJ while at the 
other extren11e1 demand for particular types of basic foodstuff is likely to be elastic 
ff other staple foods ar1e availab]e as substitutes~ The ,existence of substitutes reaUy 
determines price elasticity of den1and, not the issue of W'hether the good is a luxw1,1 

or ni~cessity. 

Th,e 'width' of th,e market definition 
Ti1e· wider th.e definition of the market under consideration, the lower th,e pri,ce 
elasticity of den1and. Thus the demand for the bread produced by a particular bakery 
is Hkel y to be n1ore elastic than the denfland for bread produced by a 11 bakeries. Quite 
obviously, the bread baked in other bakeries provides a nu1nber of close substitutes 
for the bread p_roduced in just one bakery. And widening the possibl1e 1narket we 
are considering sUH further, the elasticity of de1nand for bread produced by aU the 
bakeries will be greater than that f1or f,ood as a whole·. 
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Time 
The tilne period in question wiH also affect the priee elasticity of 
den1and. For n1any goods and servicest de111and is more elastic in the 
long run than jn the short run becaus,e it takes tin1e to r,espond to a 
price change~ For exa1nple, if the price of petrol rises relative to the 
price of diesel fuet it wiH take tiine· for motorists to respond because 
they wiH be vlocked 'in' to thei r existing inv,est1nent in petrol-engine 
auto.mobiles. However, in certain circumstances, the response 1night 
be greater in the short run than in the long run~ A sudden rise i.n the 
prioe of petrol might cause n1otor jsts to economise in its use for a few 
weeks efoire· getting used to the price and drifting back to 'their old 
motoring habits. 

Price ela.sticity of supply 
Whereas den1and curves are generally 'ownward sloping, supply 

Elasticity 

curves usuaUy slope upward. A rise in price causes firms to respond Motorists may 'overreact' to petrol price 
by supplying n1ore of the good.. The n1athen1atical properties of rises in the short term 
upward-sloping (or positiv,e) supply curves are different fro1n those, 
of downward-sloping (or negative) deinand curvesm As with demand c urves, the 
, flatness· or .. steepne,ss' of a supply cu rve is a mis[ieading indicator of elasticity. 
The key point is not tthe s]ope of the curve, but whether the supply curve intersects 
the price axis or the quantity axis. 

u .pward-sloping straight~line (Jinear) supply curves display the 
following price elasticities: 
• if the supply curve intersects the price ax[s1 the curv,e is elastic at 

aU points! though elasticity fa Us towards unjty n1oving from point 
to point up the curve 

• if the supply curve b1tersects the quantity axisJ th,e curve is 
ine[as tic at al1 points, though e lasticity rises towards unity n1oving 
fro1n point to point up the curve 

• if the supply curve passes through the origin, elasticity eq u.als 
un Uy ( + lJ at aH points on the curve, 

KEY TERM 

price elastici~y of supply: the 
proportionate change in supply 
of a good foUowing an ini1i1al 
proportionate change in the good's 
own pnce. 

(a) Elastic supply (b) inelastic suppty (c) Unit elasticity of supply 

Price 
Supply 

0 0 
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,Q1 Q2 Quantity 

Supply 

Figure .4 Pri,ce 
elasticity of supply 

and linear supply 
Quantity curves 



Figu e 6.5 
The five linear 
supp I y curves you 

need to know 

54 

EXAM TIIP 
----

It is useful to understand why the elasttcity of upward-sloping supply curves differs ·from 

the elasticity of downward-slop.Ing demand curves. How,ever. exam questions tes1 your 

knowledge of the economics of elasticity rather than the mathematics of e~sticity. 

(a) Perfectly elastic (b) Elastic supply (c) Unit elastic i(d} lnefastic suppr, (e) Completely 

p 

0 

supply supply 
p p 

Pf5 ~ 1 

s s 

Pfs : co 

s 

Qi Q 

Non-linear supply c:urves 
Figure 6.6 shows how elasticity can be 
observed at any point on an upward~ 
sloping non-linear supply curve. This is 
done by drawing a tangent to the point and 
noting the· axis which the tangent intersects. 
Because1 the line drawn tangential to 
pail t A intersect the price axis supp]y is 
elastic at point A. TJ11e tangent to point B 

intersects at the origin., so supply at paint B 
[s unU elastic. FinaHyJ the tangent to point 
C inLersects the quantity axis, so supply is 
inelastic at point C. With this supp]y cu1v 1e, 

Q 

inelastic suppty 
p IP 

s s 

Pfs = O 

PE5 < 1 

0 1Q 0 1Q 

Price · 

0 

Figure 6.6 Price elasticity of supply and a 
non-linear supply curve 

elasticity falls 1noving from point to point up the cu1·ve. Supply is elastic in the lower 
section and inelastic in the upper section of the curve+ 

A clloser lo10
1

k at p,erfectly elastic dem1andl an 1d, supply 
Figure 6.7 shows a perfectly .e]astic demand curve and a perfectly elastic supply 
curve .. (These can also be labeUed infinitely elastic detiland and infinitely elastic 
supply.) Although the two parts of Figure 6. 7 appear to be identical (apart from 
tbe labels), this is v1ery n1isleading. 'The apparent similarity disguises a sign ificant 
difference between perfecdy elastic de1nand and perfectly elastic supply~ In Figure 
6~7(a)~ demand is infinitely elastic at an prices on or b'elow the demand curvel. though 
if the price, rises above the de.rnand curve (for examp]e from P 1 to P;J, the amount 
den1anded inTmed iately falls ·to zero. This is because perfect substitutes ar1e available 
when dernand is perfectly price elastic~ Customers ceas1e to buy the good as soon as the 
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Elasticity 

price rises above the demand curve:, switching spending to the perfect substitutes 
whose prices have not changed .. 

By contrast,, in Figure 6. 7(bl, supply is infinitely elastic at all prices on or above 
the supply curve, though if the price falls below the supply curve (for exa1nple 
fron1 P1 to Pi) the an1ount supplied in1n1ediately drops to zero~ P1 is the 111inin1un1 
pr ic,e acceptable to firms .. lf they are paid this price ~or any higher price), fir1ns 
stay in the 1narket... but the· in.centi ve to s'tay in the n1arket d isappeai~s a t any 
lower price~ Fir1ns leave ·the 1narket, unable tei n1ake sufficient profit. 

(a) Perfectly elastic derna nd 

Price 

Demand P,1i------------------------Pfo : oo 

0 Quantity 

(b) Perfectly elasti:c supply 

Pri·ce 

0 Quantity 

EXAM TIP 

Exam candidates often 
oonfuse perfectly ·e~astic 

demand with perlectly 
elastic supply. 

Figure 6 ~ - Perfectly price 
elastic demand and sup ply 
curves 

Housing mark t elasticities 1in the UK 
UK households hav,e an income ~asticity of demand for housing that 
exceeds +1. However! demand for housing is prioe inelastlc. These demand 
elasticities, combined w ith a low prjoe efasticity of supply· for hoursing, push 

the UK's housing market towards long,-term rising p ri'oes. 

able 6.1 The price e1asticity of supply of new 
ho LJS.i ng1 in selected oou ntrres 

Country Price elasticity of supply 

New housing would need to have a price eJasticity of supply of +10 for 
suppliy to equal demand in the, fong term. But if the price elasticity of supply 
for n,ew housing remalns low, as the table showsll house pric-es will never be 

stable in the UK w hen the demand for housing is increasing .. 

FoUow~up ,questions 
1 Suggest why th e price elasticity of supply of new houses is lower in the 

UK than in the USA. 
2 'New housing would need to have a price elasticity of supply of + 10 for 

supply to equal demand in the long term.1 Explain this statement. 

The factors determinin 1g prrice el,asticity of sup1ply 

Th,e len,gth of the production period 

- ·-
Canada 

UK 

USA 
-

France 
-

USA 

Ireland 

If firn1s can convert raw materials into finished goods very qui.ckly (e.g. in just a 
few hours or days)t supply wiH tend be n1ore elasti.c than when several rnonths are 
involved.; as w ith many agricultural goods. 
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The availab,ility of spare ,capacity 
When a firn1 poss,esses spare, capacity, and if labour and raw n1aterials are rreadily 
availab]e, producUon can generaUy be increased quite quickly in the sh1ort run. 

The eas,e of a'ccumu'lating stocks 
Wl1en stocks of unsold finished go,ods are stored at lo1w cost, firn1s can respond 
quickly to a sudden. increase in demand. Alternatively, firn1s can re·spond to a pr[oe 
fall by diverting current production away fro1n sales and into stock accun1ulation~ 
Likewis,e, the eas,e with which stocks of raw materials r0r con1ponents can be bougJ1t 
from outside suppUers and then stored has a similar effect. 

Th,e ea·se of switching b,etw,een a.ltern,ative methods of produc,tion 
When fir1ns can quickly alter the way tl1ey produce goods - for example; by 
switching between the us,e of capital and labour - supply tends to be more e]astic 
than when there is l jtt le or no choice,. In a sin1 Uar way if firms produce a range 
of products and can switch raw materials, labour or machines fro1n one type of 
producti1on to another, the supply of any one product tends to be elastic. 

The numbe,r o,f firms in the market and the ease 1of' entering the market 
Genera.Hy, the n1ore firn1s there are in the n1arket and the greater the ease with 
which a flrm can enter or leave, the greater the elasticity of supply~ 

Time 
I have already noted that demand is more elastic in the long run than in the short 
run because H ta~es time to respond to a price change. The same is true for supply,. 
Figure 6.8 shows three supply curves of increasing elasticity. S1, S 2 and S 3,. which 
U]ustrate resp1ectively n1arket period supply, short-run supply and long-run supply. 

Fi .ure 6.8 The effect of the time 
period upon price elasticity of supply 

Price 

P2 

P3 
P4 
P1 

0 

S3 

Quantity 

• Market period supply - the 111arket period supp]y curve S1 :is shown by a. vertical 
Une. S1 depicts the situation facing fir1ns foHowing a sudden and unexpected 
rightward shift of den1and from D1 to D2. When surprise,d by a sudden increase in 
demand, firms ea nnot hnmediate ]y inc1.-e,ase output. In the market period supply 
is con1pletely ine]astic and the price rises from P 1 to, P2 to eliminate the excess 
demand brought about by the rig.htward shift of the demand curve. 

• Short-run .supply - the higher price n1eans that higher profits can be made, 
creating the incentive for finns to increase output. In the short run firJns 
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Elasticity 

increase au t put by hiring 1nore variable factors of production such as labour. 
The short-run increase in output is shown by the 111ovement up the shoit-run 
supply curve, Si. The short-run supply curve is n1ore elastic than the n1arket 
p,eriod supply curve; S1. In the short run1 supply increas1es to Q2 ; and the price 
falls fron1 P,, to P?. . 

... -
• Lor1g-run s.upply - if firrns believe the· increase in de:mand wiH be· long lasting, 

and not just a te1nporary phenomenon,. they 1nay increase the sea le of production 
by ,e1nploying n1or1e capital and other f a.ctors of production that are fiX!ed in the 
short run> but variable in the long run. When this happens! firins n1ove along 
the ]ong-run supply curve S3 • Output rises to Q1

3 ,. and the price fans once .again 
in this case to P4 .. 

EXA:M TIP 

You should remember that tor most goodsj both the demand curv,e and the supp!y curve 
are more price e!astic in the tong run 'dian in the· short run. 

In a co1npeHtive indust117 with low or non-existent barriers to entryJ. elasticity of 
supply is gr1eat1er in the long run than in. the short run, because in the long run (but 
not the short run) firn1s can enter or I.eave the n1arket Short-run supply is less elastic 
because supply is restricted to the firms already in 'the industry. 

ln1C01me 1elasticity of demand 
'The nature of inco1ne el . · ticity of d1emand - which 1neasures how 
diem.and responds to a change in income - depends on whether the 
good is a normal good or an inferior good~ Income e,lasticity oi demand 
is always negative for an inferi,or good and positive for a norm.al good. 
This is because the quantity de111anded of an inferior good faHs as 
incorne rises~ whiereas the qua~ntity d,emanded of a n1or1nal good rises 
with income. Normal goods can be further divided into superlor 
goods or ]uxuries, for which the inco1ne elasticity of d.e1nand is greater 
than + 1, and basic go1ods; with an incon1e el.asticHy ly j ng between O 
and +l. Although the quantity de1nanded of a norma] good always 
rises with [ncome~ it rises n1or1e tha.n proportionately for a superior 
good (such as a Juxury car). Conversely, demand for a basic good such 
as shoe polish rises at a slower rate than income. 

1Cross-el1asti1city of demarnd 

KEYTE.RMS 

income elasticity of demand: 
the proportionate change in 
demand for a good fol lowing an 
initial proportionate change in 
oonsu.mers' inoo.me. 

cross-elastici1y of demand: 
the proportionate ,ohange in 
demand for a good foHowing an 

init ial proportionate change 
in price of an other good. 

Cros -el .. sticity of demand measures how the demand for one good responds to 
changes in the price of anothet· good. The cross-elasticity of demand bet\veen two 
goods or servi.ces indicates the natur,e of the de1nand relatfonship betwe,en the goods. 
There are three possibilitf es: 
• joint demand (or complementary goods) 
• con1peting demand (or substitutes) 
• an absence of any discernible de1nand relationship 
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Joint d ,emand o,r ,compleme.nta·ry goods 
Co1nple1nentary goods, such as cou1puter ga1nes consol,es and computer games, 
have negative cross-elasticities of den1and. If the 111.anufactur,er increases the price 
of the gan1es con.sol,es (the llard ware); detnand for the con.soles falJs. This causes the 
de1nand for games (the software) to use in the consoles allso to f a1L A rise in t1le price 
of one good leads to a f.aB in de1nand for the· other good. 

Competing dem,and or substitutes 
The ,cross-eJas ticity of demand between two goods wl'1ich are substitutes for 
each other is positive. A rise in the price of one good causes den1and to switch 
to the .substitute good whose· price has not risen. Den1and for the substitute 
good [ncJeases~ 

No disce·rnible demand ~elation1ship 
If we sel,ect two goods at randon1 - for examp]e, pencHs and bicycles - the cross­
elast icity of demand between the two goods wHl be zero. A rise in the price of one 
good will have no measurable effrect upon the demand for the other good. 

---

EXA.M TIP 

The size and sign (positive or negative} of income and cross ... elasticties o,f demand affect 
how a good1s demand curve shifts fallowing .a change in income or a change in the price of 
a substitute or ,good in joint demand. 

How the effect of an expenditure tax depends on 
elast·city of demand 
If you refer back to Figur,e 4.4 in Chapter 4, you ·will see that an expenditure tax 
[n1posed by tJ1e, governn1,ent on fir1ns shifts the good 's supply curve le{tward~ Fro1n 
1the point of view of the firn1s that produce and sen the good the tax has t11e same 
effect as a r[se in costs or production: for example, a rise in \iVage costs or raw 
n1aterial costs. As js the case with cost 1ncre·ases by raising the price of the, good to 
cover the tax, firn1s try to increase I.he price charged to cust0rn1ers by the full an1ount 
of the tax~ However, their ability to do this depends on price elasticity o,f demand 
( or on the ,elast icHy of the curve tl1at hasn't shifted). Figure 6. 9 shows that when 
den1and is relatively elastic~ consu1ner resistance 1neans that son1et but not an,. of 
a tax nn this case a specific tax) is passed on to consu1ners as a price rise~ The tax 
per unit {labeHed Tin Figure 6.9) is 1neasur,ed by the vertical distance between S1 

(the supply curve before the tax was .hnposed) and S2 (th,e supply cuive aftei, the tax 
was ilnposedJ. Im1nediately after the i111position of the tax, firn1s 1nay try to raise the 
price to P1 + T, passin.g aB the tax on to consurners. However, there is excess supply 
at this price. Via the· n1arket u1echa.nisn1~ the prloe falls to P2 , thereby elimjna.ting the 
excess supply. In the new equiljbrium pare but not all of the tax has been passed 
on to conswners as a price rise. When detnand is relatively elastic as in Figure 6. 9 
this a111ounts to less than 50 % of the tax. 
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Fi u e 6.9 Shifting the 
incidence of a tax when 

0 02 01 Quantity demand is price elastic 

The part 10f the tax passed ,on to consumers as a price rlse is called the hilted incidence 
of the tax. The rest of the tax (the unshifted iltcidence) is borne by rums or producers. In 
Fi.gure 6. 9, the total tax revenue paid by fun1s to the govemn1ent is shown by the rectangle 
bounded by heavy b]ack Unes. The part of the tax rectangle above what was the equilibriurn 
price (P1) before the tax was hnpos1ed, shows the shifted incidence of the tax. The pait of 
the tax rectangle below P1 shows the unshi.fted incidence. 

You should now draw diagrams similar to Figrne 6.9, but with perfectly elastic, unit 
elastic, IrelaUvely inelastic and conn.pl1eteiy inelastic den1and curvies. T.he diagran1s will 
show that firn1s, ability to pass the incidence of a tax on to consinners a.s a price rise 
is great,est when de1nand is comp]etely inelastic, and non-existent when de1nand is 
perfectly elashc. 

Students o.ften confuse the effect of an increase in an indirect tax imposed on firms 
with the effect of a direct tax such as income tax imposed on individuals .. Whereas 
a tax in1posed on firms shifts the supply curve of a good, by reducing consulners~ 
incomes,, income tax shifts the de1nand curve, for a good. An increase in inconJe tax 
shifts the den1and curve for norm a] goods leftward but if the good is an infedor 
good, the den1and curve shifts righLward. 

Fh1aHy,, note that subsidies granted to firms have the opposite effect to tax,es hnposed 
on firms~ Subsidies shift the supply curve rightward or downward showing that 
fir1ns are prepared to supply mor,e of the good at an prices. 

Shifts of demand and supply curves. and 
adjustments a ong demand and supply curves 

l"he extent 10 which price or output changes foHowing a shift of de1nand or supply 
depends upon thre slope and elasticity of the cuTve that has not shifted. Figure 6.10 
shows a den1and curve shifting rightward - along a gent]y sloping supply curv,e in 
Figure 6. IO(a) and along a n1uch 1nore steeply sloping supply curve in Figure 6. lO(bJ ~ 
Prior to lhe sl1ilt of demar d, equilibrium occurs at po1int X in botb panels of the 
diagram. In each case, the rightward shift of demand induces an adjustment along 
the supply cu1"\,e to a new equUJb1·iun1 depict1ed at point Z. With the elastic supply 
curve shown in Figure 6. ]O(a), the quantity adjustment is greater than the price 
adjustment. Thie reverse is true in Figure 6. lO(b) .. where the supply curve is inelastic. 
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Fig re I I The 
adjustment to a new 
eq uil ibriu m following a 
shift of demand 
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EXAM TIP 

You should apply elasticity anaiysis when answering1 exam questions 10n the effects of a 
shift of a demand or supply curve. The, extent to which the, good's price or equ~librium level 
of output changas depends on t he p rice ,ellastccity of the· curve 1hat has not shiftied. For 

example, when the supply curve shif1s leftward, the price elasticity of the demand curve 

determines the extent to which the good's prioe and q uantity changes. 

--- _-- - - - ~.~ 

SUMM.AJ'fY . . . .. . ' . .. , ~ 
------~" 

BastLcirty measures the proportionate respo:nsNeness of a second variable to an initial 
change in a fi rst variable. 

You need to know about price elasticities of demand and supply, and incom,e and cross­
elasbcity of demand. 
Make sure you know the fonnulas for aH four elasticities. 
Don't confuse elasticity with the slope of a curve. 
It is important to understand the de1erminants of all the elasticlti'es of demand and supply. 
The availability of substitute products ts the main determinant ,of price elasticity ,of demand. 
Income elasticity of demand is positive for normal goods and negative for inferior goods. 
Cross-e1astfcfy of demand is positive for substitute goods and neg1ative for complementary 
goods or goods in joint demand. 
Knowledge of elasticities, partiou~arty price and income elasticity of de:mand, provides 

useful ~nforrnation that aids decision making by businesses and the government. 

Exam-styl1e qu stions 

1 Explain how price ,elasticity of demand affec.ts total consumer spending· when a goad's prico0 ,changes. 

2 Expl:ain how fhe prtce elastioity of supply of new housing has affected' UK house prices in 
recent decades. 

3 Eva~uate the view that the ability of firms to exploit their customers depends on 1he price elasticity 
of demand for their products . 

4 'W hen demarnd ·is elastic. taxing a good can succeed in s,w itching consumer e.xpendfture away from 
the good; it is less, successful at raising revenue for the government.~ Evaluate this st atement. 

---

,, , 

(12 marks} 

(12 marks) 

(25 marks) 

{25 marks) 
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Ohapters 3 to 6 explained the theory of l,ow a market for a good or service operates. 
In this chapter; 11 will1 apply supply and demand theory to a number of real worfd markets 
and sets of marketsJ concentrating on markets whict1 could provide the scenario for a 
Unit 1 data-response question on how a market functions. The 1markets we shall look 
at are agricultural marketsj markets for other primary products (such as o il and metals) 
housing markets and sports markets. 

i•••••• •• ····~·~·-························· · ··•·,············· · ······················· · ··-··········· · ··~········ 

This chapter wiU: 
explain why marke1s for farm products and other primary products are prone to 
unstablepdces 
explain how speculation affects markets for prf mary products such as the markets 
formeta,s 

describe how OPEC affects the market for crude oil 
investigate the factors determining demand and supply in UK housing markets 
examine some of the chara,oteristics of sports markets 

Why prices are often unstable in agr:cultu al 
markets 
Throughout recent history, agricuhural mark,ets for foodstuffs and primary 
products such as rubber have experienced two closely related problems. First, until 
recentlyll there was a long-run trend for agricultural prices to fall relative to those 
of m.anufactured goods and, second, prices have n net uated considerably fron1 year 
to yeaL Agricultural n1arkecs are prone to d iseq uH ibriu111 and ra ndon1 shifts of the 
supply curve from year to year , caused by climatic factors. This leads to unaccep table 
fluctuations in agricultural prices that~ as Chapter 14 explainsJ require governn1ent 
intervention to stabiHse the price. 

The l,ong-run fall in agri 1c.u.ltural prices 
The long-run downward trend can be explained by shifts of the d1emand and supply 
curves for agricultural products ov,er extended periods of tin1e. This is shown in 
Figure 7.lj where the equilibrium price for an agricultural product in an early 
historical period is P1. 0 1ver time, both the dem.and and supply curves l1ave shifted 
rightward . causied for example by rising [ncon1es and population growth shifting 
the den1and curve, while in1proved methods of far1ning have ·ncreased supply. But 
for nr1.any far1n products,, the shift of supp]y, brought about by i1npro,ved crop yields 
and increased agricultural productivity, ]1as greatly exce,eded. the shift of demand~ 
resulting in a fa U to the i,ower equilibriun1 price P1 • 
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However:, since 2007/08 we might be seeing the beginning of a long-run trend for 
food prices to rise. Can you thfn k of reasons why this 1night be h appening? 

Fig re 7.1 The long1-run faJI in the 
price of agricultural products 
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S,hort-run fluctuatio,ns in a.,gricultural pri1ces 
Figure 7.2 provides an ,explanation of fluctuating fa rm p,rices. In the diagram) pri,ce 
volatiHty is caused by random shift.s of the short-run supply curve in response to 
fluctuations in the harvest. The diagram shows two short-run supply curves: a ,:good 
harvest ' supply curve,ii 51, and a 'bad harvest· supply cu.rve, S2 . Weather conditions 
and other factors outside farmers' control shift the position of the supply curve from 
year to year between the liinits set by S1 and S2. A.s a result,, 1narket pri.ces fluctuate 
from year to year within the range of P1 to P2• 

Figure 7.2 
Fluctuating agricul tura I 
prices caused by sh~f1s 
of supply 
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If you turn forward to Chapter 14:, you will see that the govern1nent or a gover11ment 
agency, or inde,ed a co-operative of the, farn1ers themselves can try to stabilise, 
the price of an agricultural good with a support-buying policy ·which involves the 
accumulation of a buff,er stock. Buffe[ stock intervention has sometimies also been 
used to stabHi.se the prices of other primary products, particularly metals* 

EXAM TIP 

Support buying and buffer stocks are expla ined in Chapter 14. Exam questions are often 
set on methods of government intervention in primary produ'ct markets. 
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CASE STUDY 7.1 

Ris· g food prices 
Food prices rose by 2~3% ,each year between 1990 and 
2012~ and in som,e years by more. There are four main 
reasons for this. First, the US gove'mment subsidises 
maize production that is used for biofuels. This takes 
maize out ,of the food supply, raising prices. Second, 
the World Trade Organization (WTO) llimits the amount of 
co,rn and wheat tllat the USA and European Union (EU) 
can subsidise and store in stockpiles. This reduces the 
cushion available to add to the food supply when there 
are shortages, thus adding to food price voJatiHty. Third. as 
more people around the world grow ndheri they eat more 

meat. Gra~ns are diverted into feeding the animals that 
provide meat, further reduc,ng1 the supply for foods such 
as bread. Fourth, higher crude oil pr,ices lead to higher 
food prfoes. Food is transpo.rted long distancesi espeoiall'y 
when imported. Higher fuel prices increase shipping 
costs. which then feads to higher food prices. 

Food riots occurred in 2008 andl in 2011 1 causced by 
sudden in cr,eases in food prices. It is likely that as prfces 
continue to rise,, food riots could take p1 ace e.Jery year 
somewhere in the world. 

FoUow~up questions 
1 Why do the prices ,of commodities such as wheat and copper fluctuate more from year to year than the pr~oes of 

consumer goods such as cars? 
2 Using a demand and supply graph, explain the effects of commodity speculati,on on the price of a foodstuff such 

as sugar. 

EXTEN1SION MATER:IAL 

The cobweb theory 
Agricultural production often has a relatively long production period, compared for example with many types of 

manufacturing . Arable farmers make dec~stons to gro1w crops several months before the harvest, while, in a siimilar 
way. livestock farmers 1must breed anilmals for meat production many months befiore slaughter. As a result, farm,ers 
may form market p [ans on how much to suppl'y on the basis of last years price rather than on the prices current 
th~s year. The length of the production period means there is a supp~y lag between the decision t,o produce and the 
actual supply coming on to the market. A possible 1effect of a supply lag ,can be explained by the cobweb theory 
illustrated in Figure 7.3. 

Flgure· 7.3 shows a stable cobweb in the pig market, in which 
the 1market price eventually converges 10 equm brium at price P 1, 

located where the long-run demand and supply curves intersect. 
Suppose an outbreak of sw~ne disease reduces pig supp!y from, 
01 to 0 2 in Year 1 (but does not affect the position of the demand 
curve or the supp l.y of heatthy pigs in future years). In the current 
year (Year 1 )~ the maximum number of pigs that can be sdld on the 
mar,ket is shown by a vertical line drawn through Q2. The vertical 
Hne is the comple1el,y ine!astic supply curve1 for Year 1. Th;s means 

that the price rises to P2, det,ermined at point A on the verttca'.I line. 
The now higher price of P'2 enoou~ages farmers to breed 10 3 pigs 
for slaughter in Year 2. 
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Figure 7.3 A stabl:e cobweb 
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When Year 2 arrivesj the vertical ~ine drawn through 0 3 depicts maximum poss~ble supply. But the slaughter of 
Oa pigs causes the, marked pdce to fall to Ps, which means that farmers breed 'fewiejr pigs (Q~ for slaughter in 
Year 3. In subsequent years, price and output continue· 10 oscmate in a series of deqreasing fiuctuat1ions until 
eventuaUy - in the absence of any further shock hitting the market - the manket converges again to a long-run 
equilibrjum. 

In the d iagram! the cobweb event ually converges to a l,0ng1-run equi1librium because the long-run dem,and 
curve, has a g:entler s [ope than the long-run supply curve. This is a stable cobw,eb. Howe,ver, an unstable 
cobweb is als1a pos-sib,e. Instability o,ccurs if the long-run demand curve ris steeper than the long-run supply 
curve. In this easel the market d iverg1es in a series of yearly oscillations further and further away from the long­
run equilibrium. 

' . . 

·64 

The effect of speculative activity in 
commodity marke'ts 
Th 1e importance of .sp,ecul,ative dem1and 
Farm products are not the only goods whose prices fluctuate wild ly fron1 year to 
year .. The san1e is true t·or many primary products, especially metals such as copper 
and nickel. Part of tile reason for this stems from t11e fact that it takes years to open 
new 1nine·s,. with the result that sudden increases in demand cannot easily be met 
from supply. 

Another reason is speculation . Many of the 
people and organisations that buy and sell 
c,01nmodities such as copper never intend 
to use the metal, or indeed ever to actuaHy 
see or take deliv,ery of the product. Instead, 
when tl1ey think that the price of copper 
[s going to rise, probably in conditions of 
[ncreasing global demand w hi]e supply is 
lin1ited, speculalors step into lhe market 
and buy copper, believing that the price 

KEYTER,M 
- -

speculation: occurs when people 
buy or sell a good or service 
because they believe the p rice ;,s 
going to rise ·Or fall in the future. 
Successful speculation means 
people benefit from1 capital gains or 
avoid capita'! losses. 

w HJ the,n ri s,e stiU further in the future. If speculative den1and is lar ge enough., th,e 
speculators then1selves force the price up . In these circu1nstances, high,er future 
prices becon1e self-fulfiHing. ]n a sinlilar way when speculators start to s,eH in the 
belief t hat copper prices are going to fa1t the act of speculative selling forces down 
the prloe of copper. 

The price of crude oil 
Speculation has also affected the price of crude oil, but for this product, as 1Case 
Study 7.3 explains., rising world demand and the activities of the Organization of 
Pet roleun1t Export ing Countries (10P·EC, a producers· organisation and cartel) h ave 
been the n1aln factors detern1in ing the price of oil. Cartels are price rings w·hich 
somethnes restrict output in order to rais,e the price of a good. 
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EXAIM TIP 

Exam questrons have often been set on the market for crude oil, or on the markets fo'r petrol 

and diesel fuel. Cartels will not appear explicitly in AS question S1 but questions have been 

set on the way OPEC has restrjcted supply. 

CASE STUDY 7.2 

Should governments intervene to prevent speculation? 
In 2011, the House of Con1mons Selecl Committee 
on Science and Technofogy became concerned by 
reports of financial institutions entering commodity 
markets and buying up srgnificant quantities of 
strategic me1als. The committee recommended 
that the UK government investigate, whether there 
are incrieasing levels of speculation in the metals 
markets and. if there are, their contributton to price 
volatility~ and whether markets that allow hi:gh levels 

of speculation, with associated price volatility, are 
an aoceptab~e way to deliver strategic commodities 

to end users. 

FoUow-up questions 
1 What is meant by speculation?' 

Speculative demand can afteGt the price of copper 

2 Draw a supply and demand diagram 10 iHus1rate· the ,effect of speculative 
demands ,on the price of a commodity such as copper. 

3 Do you think specuf ation should be banned? J'us1ify your answer. 

CASE STUDY 7.3 
- -

OPEC and he price of crude oil 
Most people are familiar with 1he price of crude oi~, whi:ch 
is often mentioned when motorists are complaining 
abou1 the high price of patrol or diesel fuet In fact, in 
the UK, the high prices of these fuels are ~ argely a result 
of the high expenditure tax that the British grovernment 
levies. But! as Figure 7.4 shows, the world price of crude 
oil has generally been rising rapidly in recent years,, 
though in real terms it is not {as yet) as h igh as it was 

around 1980. Part of the reason io r high all prices lies 
in the activities of OPEC, the Organization of Petroleum 

Exporting Countries. 
OPEC was creat,ed in 1960 to, protect the intere-sts 

of oi l-producing countries. OPEC allows oil-producing 

Unit 1 Markets and market failure 

countries to guarant,ee 1heir income by co-ordinating 
policie-s and prioes among them. The crea1ion of OPEC 
was a response to the efforts of Western oil companies to 

drive oil prices down. 
Before ~cent discovedes of new oil sources, two­

thirds ,of wodd oil reserves were believed to be l'ocated in 
OPEC countries and OPEC members were responsible for 

half of the world's oi l exports. 

OPEC s aim has been to keep crude oil' prices within 
a particu~ar range,, To do that, OPEC countries attempt 
10 control the a'mount o,f ,crude ,oil 1hey export and avofd, 
fl.ooding or squeezing the jntema1ion.ai marketplace. 

But the oil market is notoriously difficult to balance, as 



demonstrated by sharp price swings in the years since 
OPEC was set up. 10PEC members do not necessarily 
have 1iden1ical interests, and often find ~t d ifficult to agree 
on their price and output strategies. 

In the early 2000s~ the pri,ce range was between about 
$25 and $30 a barrel, later upped to between about $55 
and $65 a barrel. The fact that by late 2007 crude airs 
pr~ce had risen to over $901 with occasional spikes ·to 
over $100, shows that OPEC has not been completely 
successful in controlling the price of oil. 

OPEC attempts to oon1ro~ the prrce of crude oill, not 
through a buffer stock scheme, but by altering the rate 
at which its members release or supply oil on to the 
market. This is an example of a retentio1n scheme, 
which operates through shifting the supply curve of a 
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product rather than through purchasing a stockpile o,f 
the good. 

Some ,QPEC economies, such as Saudi Arabi:a, are 
completely reliant on oiL TheJr ~ong-term inter1est is to 
prevent oil pri1oes rising too high, as this would speed 
up r,esearc h in ind ust d ali se d countries for alte rn ati ves 
to oill. Oill producers such as Dubai realis,e that they 
must d iversify their economies befo,re oil runs out. 
They are using oi1I r,evenues to finance the growth of 
other indusir~es, part iculady financial services and 

tourism. But o1her OPEC members, such as Niger~am 
are swayed by thek short-term iinter,est t o keep oil 
prices as high as possible to fi nance the cha.,mpagne 
lifestyle of ruling elites andl the consequent need to pay 
for luxury imports. 

o-,.....~----~----~--~-----~----~--~-----~--~----~----~------. 
#~#############,~#~~ 

Year 

Figure 7.4 World price of crude oil~ 1973-2011, since the first OPEC price 'spike' in 1973 

Fotllow-up questions 
1 Using supp~y and demand d iagirams, explain the difference, between a reten1ion scheme and a buffer stock scheme. 

i(See Chapter 14 for information about buffer stock schemes.) 
2 Why can t OPE,o complet1e1y controf the world price of ,oil? 

- --

t1 , • 

166' . . 

---

Hlouslng markets n the UK 
Housing ma1~kets can be separated accord ing to the 
type of property (fiats semiRdetached and detached 
.houses, etc.);f but 1nost importantly by the type 
of tenur,e enjoyed by the household Uving in the 

EXAM TIP I 

Exam questions may be 
set on aspec1s of the 
UK housing market. 
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property. (A household js not the same as a fa1n ily. For example"' a family placing 
an elderly grandparent in sheltered accomn1odation creates a new one-person 
house hold. Likewise a teenager leaving the fa n1 Hy hon1e to Uve in a n a L beco1nes 
a new household.) 

There are two rna!n types of tenure in the UK housing n1arket~ These are 
ow11er-oc,cupation, which means that at least one me1nber of the hous,ehold 
living in the p1·operty owns the accorn1n.odation, and privately rent,ed housing. 
In the latter case,, a private land]ord owns the property which is rented t 10 a 
tena11L There are also various forms of socially owned housing such as council 
bou.ses and flats (owned by local authorities] and housing associations. The 
UK housing n1arket can be divided into sub-markets containing different types 
of property~ 

Regional h1ousin11g markets 
News pap rs of ten r,efer to the North- South divide which certainly 1exists in the UK 
housing market. Housie prices and privat,e rents are much higher in London and 
the southeast region than they are in other UK regi.ons,, though there are pockets 
o,f high-priced housing outside the southeast in locations such as the Manchester 
and Leeds coin muter b1el ts and Edinburgh. By 2013, the average price of houses in 
Greater London had ris,en abov1e £461,000 and the nu1nber of ·m iiliona.ire' properties 
was proliferatingj while at the other extre1ne, run-down houses in declining and 
increasingly deielict northe1 n ma.nu fact uring regions were selling .for less than 
£5,.000 - i£ a buye,r could be found. 

The factors explaining differences in regional house prices include the imn1.obiHty 
of housjng and the poor quality of housing in some ]ocaHons (though 1nuch badly 
built housing in London now co1n1nands high prices), but a.re prim<; rHy supply and 
de1n and factors. 

Factors affecting the supply aif housing in different regions include the avaHabiUty 
of building land and the operation of planning controls~ De1nand factors, which 
relate strongly to the relative success of r,egional econonlies,, includ,e population 

density and growth (both of which are in turn affected by migration between 
regions), and marked regiona] differences in personal incon1e and wealth., 
together with the l1ending poli.cies of fi.nancial interinediarie·s such as banks and 
b u [ ]ding societies. 

The markets for new arnd sec,ond-han1d housin1g 
ew houses are 1nost]y bought from specialist house-build ing co1npanies~ 

A few;, ]arge,. house-building con1.panies account for n1ost of the new houses 
built in the UK. Second-hand houses are g,enerally bought from their existing 
occupiers who wish to seH. With these transactions,, the act of selling a house 
siinultaneously creates a demand, in the sense that the seller needs another 
house to live in. 
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Practise drawing this 
diagram. It is the most 
important diagram on 
the housing market. 
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Th,e 110,ng-run rise in the pri,ce of housing1 
There has been a long-run tr,end for house, prices to rise in the UK, ignoring short-run 
boo1.ns and busts~ Both the den1and for and the supply of housing have increased 
(or shifted rightward) in the long run, but unHke in the case of agricuUura] goods 
described earlier, de1nand has increased faster. 

Supply has increased because the quantity of new houses added to the housing stock 
each y,ear exceeds the nrnnber de,molished or converted to other uses. The supply of 
housing for owner-occupancy increases fastest when landlords wt thdraw fL"o111 the 
rental market and seU their properties~ Sometimes however, as in recent years1 housing 
market conditions a.re mo,re· favourable for private letting and the reve,rse happens. The 
n1ain causes of thie ]ong-iun rightward shift of demand have been: population growth; 
the growth in 'the nu·mber of households; real incon1e growth (housing being a nonnal 
good with a positive income elasticity of den1and]; and people switching to owner­
occupancy~ which they ti·,eat as a superior good (incon1e elasticity oi den1and > + 1) 

and away fron1 the perceived inferior substitute rented acco1n1nodaUon. 

The l,evel of econon1ic acdvity in the national 1econon~y also affects the canst ruction 
Industry .. Since, the 1970s the heiu e-building industry has becon1e increasingly 
dominated by a smaH nurnber of ""volume· builders. The bu[lding co1npanies buy 
!and and hold th,e, land .in a ' land bank?. Houses a re, then built in the expectation 
of being sold during or shortly aner construction .. The process tends to be 
speculative - very few houses are built to rueet customers~ specific requirements~ 
The construction process itself is son1et 1n1ies contracted out to smaller bui ld,ers'" 
·who depend on hired plant and equipn1,ent and w110 mainly emp]oy casual Labour. 
In recessions or econo1nic slow~downs there is often a high lev,el of bankruptcy 
an1ong smaUer buildjng firms and subcontractors" and unemploy1nent an1ong 
buHd[ ng workers soars. 

Short-run fluctuations in the 1price of ho,usi1ng 
Short-run price fluctuations are explained prin1arHy by th,e1 short-run demand 
curve shifting rightward or leftward along the near-vertical short-run supply 
curve. Figure 7.5 shows the demand curve increasing;, shifting right,Yard from 
D 1 to D2 , causing house prices to rise fron1. P 1 to P1~ with a. s111aller resulting 
expansion of supply. 

Figure 7. Short~term 
changes in the price of 

housing 

~ce ,of 
housrng 

P2 

P, 

0 Q2 Quantity 
ofhou5ing 
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The short-run supp11·y 10f hou1sh1g 
In the short run, as Figure 7.5 shows,, the supply of housing, is highly price inelastic 
or unresponsive to pri.c,e changes. The factors that iexpla1.n t:hi.s include! the gen,eral 
shortage of ]and; the effect of plann[ng conlro1s whjch make it difficult to convert 
land fro1n other uses; and the length of tin1e taken to build a new house. 

CASE STUDY 7.4 

Britain's housing crisis 
According to l he housing pressure g roup Shelter~ Britain 
is suffering a massive housing crisis. There simply aren't 
enough decent. affordabfe homes. More, than 2 million 
people find their r,ent or mortgage a constant struggle· or 
are falling behind with payments. 

Against a baokground of mounttng debt acr:oss the 
oou~ huge numbers of homeowners are having their 
homes repossessed: because 1hey are no longer able to keep 
up with their mortgage repayments. Second home ownership 
is pricing I ocai people out of many rural areas. Over 1 . 7 
milltan households are cur.riently waitingr for social housing. 

Some homeless households - many with dependent 
children - wa1t ·for years in temporary accommodaUon. 

Families renting privately on l,ow incomes have to put up 
w ith po,or I iving conditioins and little security. 

The number of new househafds is inor"easing faster 
than the number of house buitds. And at the sharpest end! 
many hundreds of people sleep rough an fhe streets every 
night) cold and fearing for their safety. Shelter believes this 

situat,ion is unacceptable. 
Around 7.4 million homes in England fail to meet the 

govemment 11s Decent Haim1es Standard. The UK is now 
more polarised by housing wealth than at any time since 

the \riictorian era. 

Follow-up questions 
11 Describe three causes of homelessness in the UK. 

Housing ~s an ;ssue that affects every one ,of us. We 

an mow how important having a decent home is. From1 
our health and emotionaJ we111-belng, to our achievement 1in 

educati,on and our ability to get work, where we live has an 
enormous impact on our lives. 

A home •s a place that provides security~ privacy, 
decent living conditions,, and links, to a oommuniity. A home 

must be suitable to the needs of iits residents - providing 

adequate space, affordable costs and Ii nked support 
where necessary. 

Shelter campaigns for better housing policies and 
laws to end homelessness. The only solution to the 
current housing crisis is to build n1ore homes. According 
to Shetter, the governmenrs proposa'I to build 150,000 
affordable homes over 4 years is less than a third of what 

is needed. This will leave mnlions of families stuck in limbo 
on housing waiting1 Hsts, and push house prices further out 
of the reach of those on ordinary incomes. 

Bad housjng is closely linked to many wider social 
problems that bltght nei'ghbourhoods~ such as crime and 
antisocia l behaviour. And She1ter believes these problems 
can be best addressed once the underlying housing 
issues have been resolved. 

2 Eva1luate three pol'ioi·es the government could use 1o r,educe or eliminate the, problem o,f homelessness in the UK. 

Th,e demand for hous,ing 
As with all consumer goods, people demand housing for Lhe utility or welfare derived 
fro1n 'the consun1er services that houses provide . . AH houses provide basic shelter, 
but each and every house also has a particular co1nbination of other consu,ner 
attributes> such as location, a viewj a gardenJ car parking and roo1ns suitable for 
work, leisure and hospitality. HoweverJ the demand for housing is a ]so affected by a 
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number of speci.al factors. Housing is a consumer durable good, delivering a strea.m 
of consu111er .services over a very long period., often a century or more. Unlike most 
durable goods,, such as cars and tel,evision sets whi:ch depire,ciate and lose value 
during their Hves:, 1nost hous,es - or certainly the land on which they ar,e built -
app1reciate and gain value. Thjs means that the demand for housing is deter1nined 
not only by people's need for shelter, but by the fact that people treat housing as a 
forn1 of invest1nent Housing is an attractive wealth asset - indeedt the niain wealth 
asset owned by r.nany ·uK residents. 

In a rising house market, f1rst-time buyers may try 10 buy before houses become unaffordable 

As a resu]t far from reducing demand,. a rise in house prices can trigger a speculative 
bubble in the housing n1arket in which rising prices drive up de]nand causing a 
further rise in pr[oes, with the process continuing untU the bubble bursts. R.ising 
house prices 1nean that owner-occupiers already on the ,thousing laddef have a vested 
interest in further price rises. Existing owner-occupiers become wealthier because 
the va]ue of their property rises but the, value of their mortgages generally stays the 
sa1ne. They benefit fron1 capital gains - the difference between the price paid for 
che house and its current higher market value,. In th.is situation) there is an increase 
in the number of 'first-thne buyers' as young people, d 1esperate to get on the '"housing 
ladder',. try to buy houses before th.ey beco1ne unaffordab]e. Moreover) wishing to 
beco1ne even 1nore wealthyt existing owner-occupiers put their houses on the n1arket 
and ·trade up" to buy larger properties or houses in more desirab]e locations. Both 
tbese events shift the d1en1and. curve for housing rightward and fue] a further rjse in 
house prices. D1urjng housing n1arket boo1ns, activity soars with increases in both 
the 11u1nber of people tryjng to sell and the nu1nber trying to buy property. However, 
den1and rises faster than supply. 
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EXAIM TIP 

House prices can be determined by speculative demand, and also by the fact that people 
treat housing as an ~nvestrnent good .. 

Sports markets 
U is not possible in this chapter to examine an the special features of sports 1nark1ets 
that 1nake such 111arkets interestinge I wHl start by introducing a feature· of 1narkets 
not previously explained: the possibiHty of a. secondary n1arket or black market 
emerging. 1 will then exa1nine shifts of den1 and in sports markets for spor ls in 
co1npeting de1nand (or substitutes) and also for sporting activities which. are in 
joint den1and (comple1nentary goods). Th,e chapter wi 11 be· completed by .looking at 
pricing at different sporting events whHe Case Study 7.5 explains a peculiar feature 
of competition in the rnark.et for compelitive sports such as footbaH or rugby. 

S,ec1ondary m,arkets, in tickets for sports 1events 
Secondary markets that occur when governments impos,e maxin1um price laws or 
prioe ceilings are of course iHega], though criminalised trading stiU takes place in 
such 1na rkets. Howev,er some secondary 111a1~kets are p ·erfectly legal: for exan1ple, 
n1arkets in tickets for popular sports events such a . the FA Cup Final. In these cases, 
the secondary m.arl{et emerges because the- agency pron1oting the event under-prices 
tickets. 

This is iUustrah~d in Figure 7.6(a). The supply curve for tickets is vertica], reflecting 
the capacity of the stadium in which the event takes place~ The nun1ber of seats in 
the stadium is around 90,000. ,Given the position of the demand curve, if tic~ets 
were priced at £150, the primary 1narket would work efficiently. There would be 
no excess demand and hence no need for a seconda].·y n1arke·L But if the Footbal1 
Association prices tickets at £50, 150,,000 fans want to see the 1natch~ Excess den1and 
is 60.,000. ln this situation, a secondary market enables ·unlucky' supporters, who 
are prepared to pay n1core than £50 to watch the match~ to buy tickets sold by 'lucky· 
fans who are prepared to seH at a price above £50. 

· EXAIM TIP 
---

Black markets or secondary markets occur when demand exceeds supply in sports 

markets. Such black markets are not necessarily illegal. 

Figure 7.6(b) shows a situation n1ore co1nmon in lower league footbaH and in other 
less popular sports. Be,cause of the position of thre demand curve, only 5"'000 tickets 
aie sold at the price set by the club hosting a lower league footbaB match, even 
though stadium capacity is .20 .OOO. There is an excess supply of 15,,000 seats at the 
price set by the footbaU club+ Indeed in this example some seats wou]d r1ema.in 
empty even if tick1ets were given away free. To fill the stadium, the club would have 
to pay people to watch the n1atch. 
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Figure 7. Exoess demand 
and excess supply at football 
matches 

1EXAM r ·1p 

Sports ·markets provide 
plenty of examples 
of substitute and 
complementary good 
re1lation ships. 
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S,hifts of demand in leisure m,arkets 
When two leisur1e activitie·s are substitutes or comple1nentary goods, a change in 
the price of one leisure activity causes the den1and curve for the other to shift 

Suppose:- for example, there is a faU in tl1.e price of tickets to see soccer 
1natches~ This 1night lead to a leftward shift of the de1nand curve for tickets 
for rugby football 1natches. This is shown in Figure 7. 7(a). The size of the 
leftward shift will depend on the extent t,o which, from a spectator,s point of 
view,. the two types of football are substJtutes for each other. Howeve,r, a faB 
in the price of tickets for soccer n1atches wil1 trigger a rightward shift in the 
demand curve for compleme11'tary goods, such as the repHca shirts wora by 
many spectators~ This is shown in Figure 7. 7 (b). 

(a) lhe market for tickets to watch 
rugby football mratches 

(b) The market for replica football shirts 
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Fig re . Shifts of 
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and complementary 
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in admission pdoeSi to 
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Chargin1g diff,erent p1ric,es at ,a sports event 
One way In which the providers of sport and leisure facili.t ies ca.n incr,ease revenue is 
by charging different prices both for different ev,ents avaUable at the fa.ci]ity ,and for 
different customers. Football clubs charge higher prices for big games: for exa ]nple 
against a top club or a local r ival. Likewise) son1e theatres charge different prices 
for different plays or shows. Also, sports fans are charged different prices for seats 
in different parts of the stadiu1n~ S0n1e seats provide a better view than others, so 
the quality of th,e product varies according to where the seat is located. Custorners 
are prepared to pay 111or,e for a high-quaHty view ,and co1nfort than for lower quality. 
Lower prices for chUdren and old-age pensioners are a co111n1on feature of pricing 
for sports and leisure events and facility use. A further variant is lower prices for 
frequent users: for example:, in the form of season ticket pricing. 

CASE STUDY 7.5 

The strange na ure of competition in competi ive sports 
Some professionaJ sports markets, such as the football 
market, provide an in1eresttng m ix of competition and 
monopo!y. (Monopoly is one fim, on1ly in a market.) In 
football clubs or teams compete in a league. The purpose 
of oompetirtion is to ·win 1he league and to be g,enerallly 
successful from year to year. 

In m,os1 conventionaJ markets, becoimh1g a monopdy 
by driving rivals out of business represents um mate 
success for a firm. But if a soocer club bankJrupts all iits 
rivals, there ~s no one to play against! 

·If Manchester Untied were always to win the Premiership,, 
the league would become boring and fans would lose 
interest. Scottish football. where Celtic and until recently 

FoUow ... up questions 

Rangers have dominated. has already suffered ~his prob1,em, 
1hough the1 two leading teams are still weJI supported. 

The top teams in the UK, and in other European 
oounuies such as Spain and Italy, might seek to soJ1va the 
problem by abandoning na1ionall feagues~ and forming 
a new tsuper !eague' where competition promises to be 
stiffer and the market more, interesting for fans. 

In the 1990s, with the aim of allowing firms in aJ I 
markets to compete on a level playing field undistorted 

by artificial barriers1 the European Union created a singfe 

market. An ultrmate logic of the single market is the growth 
of EU-wide leagues in profession al' sports su eh as footbal I 
and rugby, and the decHne of national sporting leagues. 

1 Name twa exa1mples of monopoly other 1han in sports 1markets. 
2 The owners of American football clubs playing in 1he NFL hav,e ensured that their dubs can't be relegated. 

Why does the possibi lity of relegation ma~e competibon interes1ing in the UK soccer premiership? 

.-Ysti1NfMARY--~ 
- ""' - _,,,,4 

Prices in markets for primary products, including agricultural goods, are often unstable. 
For many agricultura~ goods, there has been a longi run fall in prioes caused by supply 

curves shifting! rightward by more than the rightward shift of demand. 
Shortarun fluctuations in agricultural prices are often caused by good and bad harvests, 
result ing from changing1 weather conditions. 
Speculation affects prices in commodity markets and arso in the housing market 
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• Prices of crude oil and of petrol ,and diesel fuel have been affected by OPEC - a producers' 
organisation and pries ring. 

In the short run, 1he main determinant of house prices has been the dem.and curve for 

housing shifting up and down the inelastic supply curve for housing. 
Black markets or secondary marke1s are common i1n the markets for t ickets for sports 
events. 
Substitute and complemen1ary good relationships are common in sports markets. 

Exam- tyle questions 

1 Expl1ain why agricultural prices are often unstable. (12 marks} 

2 Exp~ain the main reasons for changes in average house prices in the UK. (12 marks) 

3 Eva~uate thiree ways in which the govemm,ent ,could intervene in UK housing markets to make 
housing more affordabl:e. (25 ma ks} 

4 Black markets or secondary markets often exist in markets for tickets to attend sporting events such as 
Wimbfedon t1ennis. finals. Assess the extent to which black markets perform a useful economic function. {25 marks} 

- - -
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Production, specia isation 
and exchange 

The meaning of production was trrst explained in Chapter 2 - in the context of tt1e role of 
production in trying to solve the fundamental economic problem of scarcity. This chapter 

begins by reminding you of the meaning of production. before 1introducing and explaining 
a number of production-related concepts: namelyl productivltyJ producUve effioiencyJ 
the division of labour and specialisation. For specialisation and the diVision of tabour to 
be worthwhile, tt1e exchange of goods and services must be possible. Exchange can 
take p lace through barter, but in modern economies, money is almost always used as 
the medium which allows exchange to take place. I cornptete the chapter by explaining 
the main features of a frm·s average cost curve and then use average cost curves to 
illustrate economies and diseconomies of scale. 
·~· ..•. , ••.• ~···················,···········~·~········~······· ······~·················••t4••• •..... , •.•.••..• , .. 

:'.?iEARN.1i'N1·a,l:_tiitrc:ciivliis? 
~. . . . 

This chapter win: 
remind yO'u1 of the meaning of production 

• distingu~sh between productfon arid product1ivity 
explain the various forms of productivity! including. labour productivity 
introduce the conoap1s of specialisation and the division of labour 
explain how successful special isation and division of labour require exchange 
to take place 

introduce avera,ge cost curves 
explain the .meaning of productive effciency 
with the use oi cost curves, explain economies and diseoonomies of scale 

.Production 

KEY TERM 

Chapter 8 

EarUer in the book, in Chapter 2, I in traduced the meaning of 
production, and also the roles of factors of production such .as labour 
and capital in the product ion process .. Before proceeding any further 
with th]s chapter, riefer back to 1Chapter 2 and read again thie section 
on product ion. Th,e key point to ren1en1ber js that production converts 
inputs, or the s1ervices of factors of production such as capita 1 and 

production; converts inputs 
ortactor services into outputs 
of goods. 

labour. into ft nal outputs of goods and services~ 

Also re1nen1ber that production is a means .to an end, and not the end itse·]t I cannot 
stress too often that tlle purpose of economic activity is to increase· human happjness 
or economic w ,elfare in a sustainabl1e \-Vay, withollt destroying the ability of future 
generations to enjoy the resources the plane't provides£ Most, but not aH econo1nic 
welfare is obtained from consumer goods and services, which hav,e ultimately been 
produced by extracting and then using the earth~s natural resources. Production is 
a necessary precondition for eventua] consu1nption; without production~ hun1an Hfe 
as, we know it would not be possible. 
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Product~vi y 
Student s often confuse product ivity w Hh 
production . While closely re,]ated~ they do not 
have the san1e 1neaning. At AS, roductivity 
u suaUy means labour productivity1 which 
. is ou tput per worker. Howe,ver, capital 
productivity and land productivity can 

KEY TERM 

roductivity: output per unit of 
in put (e.g. labour productivity is 
output per worker) . 

also be measured, as can entrep,ren eurial productivity. In reaUty, of course, all t11e 
employed factors of production contribute to both at firm''s current l1evel of output and 
any increase in the level of outpuL ~o reflect the fact that all the factors of production 
contribute to production~ total factor product ivity (TFP) can be m,easured. A change 
in total factor productivity measures the change in a fi rm·s total output when more 
than one factor of product jon is ch anged. 

EXAM Tl!P 

Productivity is a key concept in both AS Unit 1 and Unft 2. Questions usually centre 
on 1abour productivityt although candidates should be aware of other meanings of the 
tern,. Questions could also mention the UK's productivity gap, which is the difference in 
prodUrotivity levels between the UK and competitor countries. 

Labour productivity or output per worker is extremely signifi.cant in n1anu facturing 
industri1es, such as the, car indust ry. In the l 990s and early 2000s> the Rover Car 
Group (which has since been bankrupted) struggled to survive in the UK car 
industry. Rover was unable to compete with Japanes,e car makers such as Nissan 
and Toyota. Nissan had invested in a state-of-the-art factory near Sunderland. 
Labour productivity in the ramshackle Rover factories amount ed to on ly 33 cars per 
worker per year. By contras t- Niss au produced 98 cars pet worter in its brand new 
fac tory. Given these fig u res, it is not su rprising that the Rover ,croup was forced to 
stop producUon. 

Spee arsatlon arnd he 
division of labour 
Over 200 years ago,, the great classical 
econ o1nist> Ada1n Smith, firs t exp]ained 
.how with jn a single p roduction u n it or firn1 

(he took the exan1ple of a pin factory) output 
could be inc:rea.s1ed if workers sp,ecialise at 
diffierent Lasks in the n1anufacturing process. 

Smith had established one of the most 
fundarn,ent a l of all econom ic princ]ples: the 
benefits of specia lisal ion or the di ision 
of labour. According to Adam Smith, tbere 
are three 1nain reasons why a factory·s total 

KEY TE:R'MS I 

divis1ion of labour: this 
concept goes hand in hand with 
specialisation. Different workers 
perform different tasks in the course 

of producing1 a good or service~ 
Differrent workers may allso produce 
different goods or services. 

specia 1lisation: a worker only 
periorming one task or a narrow 
rarige of tasks. 
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o,utput can be increased if workers perforn1 speciaUst tasks rather than if each 
worker atte1npts aU the tasks hfnrtsel f or herself. Th,ese are as follows: 
• A worker wH] not need to switch between casks~, so thn.e wi]l be saved. 
• More and better machinery or capita] can be employed. (Ernp1oying ~m,ore of the 

same' capital is caHed capital widenh1g~ while investing in ~state of the are new 
technology is ea] led capital dee.peuing). 

• The 'practice makes perfecf argument that 'Workers becon1e 1nore efficient or 
productive at the task they are doing, the greater the time spent on the specialist 
task, aHhough thls ] alter advantage can easily becon1e a disadvantage if it involves 
'd,e-skHHng' and the creation of boredon1 and alienation a1nong workers~ 

Trade and exch1ange 
KEYTERMI For specialisation to be econon1ica.Hy wortl1\iVhHe for those taking 

part in the division of labour, ,a systen1 of trade and e ·change is 
necessary. This 1s b 1ecause workers ·who completely specialise ca.n?t 
enjoy a reasonable standard of Hving if forced to consun1e only what 
they produce. The obvious solution is to produce 1nore than what the 
woiker actuaHy needs1 and then for him or her to trade tlhe surplus 
for that produced by others. 

exchange: specral'isat[on and the 
division of labour mean tha1 goods 
and services must be exchanged for 
each other. Money and the use of 
barter af"ia mediums of exchange. 

UntH quite recently, peop]e living in rural con1n1unities within the UK coul.d 
specialise and then trade whatever they produced through barter. Thus a fartner 
might harvest wheac part of wh[ch was then exchanged for services provided by 
local ,grain millers and village blacksn1iths. 

But successful barte,r requires a ,do,uble coincidence of wants* Not only must the farmer 
requin:~' the, services of the blacksn.1ith; the blacksmith 1nust want the wheat produced 
by the farn1er~ and a rate of exchange n1ust be agreed for the two products. As thEs 
exa1nple suggests, it is reasonably easy to achieve the double coincidence of wants in 
a sm.all co1n1nunity where people live close to each other and wher,e only a few goods 
and services are produced and ,exchanged .. However, in 111odern econoinies in which 
a vast nu1nber of goods are produc,ed, re1 iance on barter holds back tbe growth of the 
economy. In such economies, ba1ier is an extremely inefficient 1nethod of exchange_ 
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CASE ,ST.UDY 8.1 

EXAM TIIP 
----

The Unrt.1 exam 1may require, knowledge of money's function as a medium of exchange. You 
don~t need to know anything more about money or about banks and building societies for 
the, Unrt: 1 exam. 

These days, when we buy or sell a good or service, we almost always use mm1ey~ We 
fina nce th e transact ionJ eUhier with cash or with a debit card or cheque drawn on a 
bank or building society deposit. Using 1noney is niuch n1ore efficient than bartering,. 
as there is no need for a double coincidence of wants when money is usedl as a n1edium 
of exchange. Suppose I want to buy a te]evision from you and you hav1e a second-hand 
car you wish to sell . If we barter the goods you 1nust want n1y television set and r 
must want your car., We must also agree that the two goods have the same value. But 
if we use 1n oney rather than barter:! you pay for my car with money, which I can then 
u se to buy whatever I want from somebody else. I could also save the n1oney rather 
t han spend it. Used in th[s way, 1noney enables the econon1y to achieve much greater 
speciaJisation and division of labour than is possible if we were to rely on barter. 

Pin factories a d car manufacturing 
Speoialisation and the division of labour have been 
essential for the development of modern econon1ies. They 
enable firms to increase labour productivity and produce 
goods ,an a. ,g lobal sca!e,. 

The advantages of specialisat ion and the d ivision of 
labour were first recogntsed in the eighteenth century by 
Adam Smith tn his classic book The Wealth of Nations. 
Smith used the example of a p in factory, describing how 
dividing the pin-making process into individual tasks, 
and training workers indiv idua.Dy to perform each task1 

rncreased fabour productivity within the factory. 

Foll11ow-up questions 

Labour sped al isation involves splitting a job ,into 
separate parts~ with each task performed by different 
workers. For example~ no ·worker in a modern car factory 
makes an entire car from start to finish. Instead. some 
workers specialise, with the help of robots; in assembU ng1 
car bodies. others ~n painting the bodiesf while o,thers add 
wheels and install windows and seats. Scores of specific 
tasks are involved in manufacturing an automobile and 
each task involves different workers. 

1 The case study describes th,e d ivision of iabour within pin and car factories. How is division of labour relevant to 
diffet"ient countries specfalising in producing different goods and services? 

2 Explain the mean~ng of labour productivity and how increased labour productivity affects costs and competitiveness. 

78 

Average cast curve,s 

EXAM TliP 

At ASJ you shoufrd assume that a fir,m's average cost curve is LJ ... shaped. You will not be 
asked to explain the shape,, However you should be, abl,e to use a U~shaped average cost 

curve to illustrate ,economie-s and diseconomies of scale. 

When studying 1nicroecono1nics, we generally assu1ne that a firm~s m.ain business 
objective is to make the largest possible profit. This is caUed the profit-n1ax.in1 ising 
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objective. Profit depends on botJ1 the demand condit]ons and the supply conditions 
facing a firm, with the latter depending on whether average costs of production £al] 
or rise as the firrn 's output increases. 

Average cost or unit cost is calculated by dividing the fir1n's total 
cost of production by the size of output produced. Average costs for 
each level of output can be shown on an average cost curve, such as 
the curve drawn in Figure B~l. 

Average 
cost 

Farnng 
average 
costs 

X 

Avera1ge 
cost 

R'ising 
average 
costs 

KEY TERM 

average cost: the cost per unit of 
output; also called unit cost. 

Figure 8. A firrris 
0 Q3 Output average, cost curve 

In Figure 8.1, the firnl's average costs of production ini.tiaHy fall as the size of output 
increas1es. For 1example, ·when th1e fir1n produces output Q l 1 average cost per unit of 
output is quite, high at C1. But when the fir111 increases output to Q2,. average, cost per 
unit falls to C2 . However, for hig]1er levels of output, average costs rise, for exan1ple 
lo C3 whe11 output increases to Q3 . 

The average cost curve in Ftgure B l is U-sh aped, showing average costs faH ing and 
then rising as the level of output increases. Point Xt which is in the diagram above 
leve,J of output Q2, locates the ,cost-mi11imisiDg (1evel of output . 

.Productive ef~ciency 
Economic efficiency is one of the most hnportant 1econo111ic concepts 
you need t 10 know. There arie a nuinber of different types of efficiency, 
but the only one you need to know at AS is productive efficiency. 
'There are two contexts in which we define productiv1e efficiency -
at the level of a single firn1 wi.thin the econon1y and at the I.eve] of 
the whole econoiny. 

EXA:M TIP 

KEVTERMI 

productive efficiency: occurs 
when a firm 1minimises average 
costs and produces at the lowest 
point on its average cost ourve. 

if an exam q uesti'on asks for a definition of productive efficiency~ you can use either (or both) 
of the definitions given in this chapter. 

If you have to apply the concept, choose the definition that is most appropriate to the 
question - the first definition i~ you are e·xplaining a firm's cost~ and the second definition if 
you are discussing resource allocation in the economy. 
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Fair a singJe firm to achieve productive efficiency:1 the firm must use the techniques 
and factors of production which are avaHable to produce the cost-n1iniinising 
or opUn1un1 level of output described in the previous section. fn Figure 8.2 the 
produc lively 1efficient level of output is Qi, where the average costs are n1i11imisecL 
Q1 is located at the lowest point on the U-shap1ed average cast curve .. All other levels 
of output i.ncluding Q1

2 ar,e producti.v1ely inefficient becausie higher average costs are 
incurred. 

Average 
cost 

Productive 
inefficiency 

Fig re 8. Productive 
efficiency for a firm in 
the economy 0 

Productive 
efficiency 

Output 

KEYTEH'M 
The whole econorn 1 is productively 
ef Hcient when productio1n takes place on the 
economy ·s production possibility frontier. To 
illustrate this in Figure 8.3,. 1 hav,e redrawn 
Figure 2. l (which in Cha pte.r 2 illustrates 
scarcity as the econon1ic problen1) to show 
productively effi,cien t andl inefficient levels of 
output for the whole econon1y. 

productive efficiency (for the 
whole economy): the whofe 
economy is productively efficient 
when producing on its production 
possibmty frontier. 

igure . Productive 
efficiency for the whole economy 

Capital 
goods 

·y ·----
Al I points on t he PPF, 
including A and B, are 
product1ively efficient 

z 

AIU points i.ns~de the The economyis 
fr,ontier, induding Z, pr,oduction 
are productivefiy possibility 
inefficient frontier (PPA 

0 C2 C1 X Consumer 
ge>ods 

AU points on the ec1ono1nyts production p,ossibiHty frontier:; such as A and B, sl1ow 
output being maxin1ised fi~on1 the ava ilabl,e inputs or factors of production, given 
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the technology avaHable for the econo1ny to use~ Note that,, at point A for exa ]nple 
it is impossible to increase output of capital goods without reducing production of 
consu1ner goods,. and vice versa~ By contrast, all poi,nts inside the fronriers,. such 
as Z, ar,e produc lively ineffici1ent. At Z, it is possible to produce [nore capital goods 
W'ithout reducing output of consun1,er goods. 

Economies of scale 
As a fir1n grows in size by investing in new p]ant or buildings ,. 
it can benefit froin economie of cale,. However, beyond a 
certain size .. tl1e, firn1 1nay eventually suffer from d is1ecooomi,es 
of sca,le. Econon1les of scale are defined as falling average costs 
of production that result from an increase in the size or scale of 
the firm. 

,K,EVTERM 

economy of scale: falling average 
or unrt cos1s as a finn increases its 
s ~ze or scale. 

Figure 8.4 illustrates the natur1e 01f ,economies of scale. In the diagra111, l assu1ne 
initially that the size or scale of the business is shown by firm size 1. If there js spare 
capacity., the fi'nn can increase output to n1eet an increase in den1and by taking on 
more workers and employing more variab[,e capital. Increasing production in this 
way is shown by the, movement along horizontal ariow A drawn to tbe right of 
firn1 size l. EventuaHy, however, the firm runs into a capacity constraint~ which 

111eans that it can't produce any more output solely by en1ploying n1ore worker"' and 
machines. In order to produce 1nore output, the fir1n must expand by increasing 
its tota l productive capacity. In Figure 8.41 this is depicted by the moven1ent along 
verUcal arrow X to firn1 size 2~ 

The fir1m benefits 
from fa I Ii ng average 
costs as it incre·ases 
the ·size and scale of 
irts operations 

X 
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Once H has reached firm size 2 the firfn 1neets any further increase in demand; .in 
the first instance:, by n1oving along horizontal a1-ro·w B. Then:, when full capacity .has 
again been reached the firm 1neets further increases in den1and by investing in new 
capacity, which takes the business to firm siz,e 3. 

-

EXAM TIIP 

At ASJ you don·1 need to know the, diffelience between variable and fixed caprtal. 
N'evertheless, knowiedge of the difference is useful. As the name· implies, fixed capital. such 
as a. firm's buitdingsm cannot qutckly be changed. B,y contrast, variab!1e capital, such as raw 

materials~ can be qujok:ly changed. 

Types 1of economy 1of scale 
There are various types or causes of economy of scale, the 111ain ones being technical 
econo1nies 0 1f scale:, managerial econoinies of scale., marketing economies of scale1 

financial econumies of scale and risk-bearing econon1ies of scale and economies of 
scope. 

- -- -

EXA,M TIP 

You may be required to expJJain two or three types of economy of scale and two or three 
causes of diseccnomies of scale. 

Technical econo,mies of scaJ'e 
The main types of technical economy of scale are listed below. 
• Indivi ibilities~ Many types of plant or inachin,ery are indivisible in the sense 

that there is a certain mjnimum size below which they cannot efficiently operate. 
A firn1 requiring on]y a s1naU level of output inust, therefore, choose between 
Installing p]ant or n1achinery w·hich it wHI be unable to use continuously,, buying 
from an outside supplier.,, or using a different but less efficient method to produce 
the sn1aller requir 1ed level of outjput. 

EXAM TIIP 

You may be required to link economies of scale to the growth of monopolies. In the case of 
a 1na1ural' monopoly (expl1ained in ·Chapter 12), thef'ie is only room in the market ·for one firm 
(i.e. a mono,poty) benefiting from full econo mjes ,of scale. 

• Tl11e spreading of researcl1 and dev,elopn1ei1t costs. Research and developn1ent 
(R&D) costs associated with new products a1so tend to be indivisible and 
independent of the size of output to be pr1oduced .. With large plantsJ R&D costs can 
b,e spread over a much longer production run . ., reducing unit costs in t11e long run. 

• Volume economies. These are also known as eco1101nies of .increased djme11sio11s. 

With many types of capital equip1nen1 (e;g. lnetal sn1elters transport containers, 
storage tanks and war,ehouses), costs increase l1ess rapidly than capacity. When 
a storage tank or boiler is doubled in di.n1.ension. its storag,e capacity actuaUy 
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increases ejgl1t-fo!d. And since heat loss depends on the area of the container's 
wa]ls (which will only have increased four-fold) and not upon volum,e, a large 
s1nelter or boUer is technically rnore efficient than a sn1aH one. Volun1e econo111ies 
are tllus very ilnportanl in industries such as transport) storage and warehousing, 
as well as in n1.etal and che1nica] industries w l11ere an increase in the scale of plant 
provides scope for the conservation of he,at and energy~ 

• .Economies of massed re our,ces. The operation of a nuinber of identical n1achines 
in a large plant tn,eans that propo11ionately fe·wer spare parts need be kept than 
when fewer n1achines a.re invo]ved. This is an application of the "'law of large 
nutnbers\ since we can assu1ne that not .aH the n1achines ·w iU develop a fault at 
the same time. (The massing of resources a]so al1ows for fir1n-level economies of 
scale. A 1nu lti-product multi-·plant firrn n1ay also benefit .from the cross-fertHisation 
of experience and ideas between its various su 1sidiaries.) 

1
• Economies of vertically link!ed prooesses,. Much manufacturing actjvity involves 

a Large nu111ber of ve,rticaHy related tasks and processes,. fron1 the initial purchase 
of raw n1aterials components and energy through to the co1npletion and sale of 
the fintshed product. Within a single fi ri-11, these processes 1nay be integrated 
through the linkages between the various plants owned by the firm - with the 
output of one plant providing an input or source· of component supply for another 
plant further a]ong the route to the finished p]~oduct. Alternatively, the tasks or 
processes n1ay be integrated w ithj n the worksllo,ps of a single large plane, enabling 
the plant to benefit fro111 substantial economies of scale. The linking of processes 
i.n a single plant can lead to a saving in tin1e . transport costs and energy, and 
the close physical proximity of speciaUst workshops within the plant rnay allow 
a subsequent stage 1n the production process to be sure of obtaining 1exactly the 
supplies h needs in the right quantity and t,echnica 1 specification at the right time . 

. Man,agerial economie.s of scal,e 
The larger the scale of a firm~ the greater the ability to benefit f ron1 specialisation 
and the division of labour within managem1ent as w ,eH as within the ordin.a1ry 
labour force~ A large firn1 can benefit fron1 a functional division of labour, na1nely 
the emp]oyment of specialist managers: for exa]nple, in the fie1ds of production~ 
personnel and sales. D1etail can be, delegated to junior managers and supervisors. 

Marketing ec1onomies of scale 
Marketing economies of scale are of two types: bulk-buying and bulk-markethig 
economies. Large fir1ns may be able to us,e their market power both to buy supplies 
at lower prices and also to 1narket 'their products on better tern1s negotiated with 
wholesalers and 1·etailers9 

Financial or c ,apital-raising e,conomies of scale 
Financial or capita]-raising econo1nies of sca]e are siJnUar to the bulk-buying 
econo1nies just described except that they relate to the 'bulk-buying~ or the bulk­
borrowing of funds required to finance the business's expansion. Large fir1ns can 
often borrow f ro1n banks and other financial institutions at a lower rate of inter,est 
and on better terms than those avaHabl1e to sn1aH firms. 
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Risk-bearing economie,s of scate 
Large fir1ns are usuaUy Jess exposed to risk than s.mall firn1s,,, because risks 
can b 1e grouped and spread. Large fir1ns can sprea.d risks by diversifying thei.r 
outputJ th,eir matkets, their sources of supply andl finance and the proce,sses 
by which they 1nanufacture their output. Such economies of diversjftcation or 
risk bearing can 1nake the firm. less vulnerable to sudden changes in demand 
or conditions of supply that n1ight severely harn1 a sn1aHer less-divers·i fled 
business. 

Econ,omies iof scope 
Econo1nies of sc1op,e are factors that make U cheaper to pr,oduce a range of products 
together than to produce ea.eh one of tben1 on its own. An exan1ple is businesses 
sharing centraHsed functions> such as finance or n1arketing. 

Dise,co1nomies ,of scale 
In contrast to ,economies of scale:, diseconomies 
of scale occur when average, costs (or unit 
costs) rise as the sea [,e or size of the fir1n 
grows .. Manageria] diseconoinies ,of scale are 
particularly iinportant. They can be caused by 
com1nunication fa] lurel which occurs when a 

KEY TEAM 

diseconomy of scale: rising 
average or unit cost as a firm 
increases its size or scale. 

fir111 becon1es too large and there are 1nany layers of 1nanag1e1nent between the top 
managers and ordinary production workers. In this situation, decision making and 
tlle abiUty to respond to customers needs or to problen1s arising in the course of 
production both suffer. As a result the resources the business uses are not allocated 
as effectively as they could he~ Top 1nanage1nent loses toucl1 with junior managers 
and ernployees and with the proble111s facing the business. 

Econo,mi 1es an1d 1dise,co1nomies of sca1le and the firm's 
average cost curve 
Figure a.s shov;s how a firnf s U-shaped average cost curve can HJustrate econon1ies 
and diseconomies of scale·. The curve has b 1een drawn under the assu.mption that 
average costs change as the firm changes the scal,e of its operations: that is,, changes 
Hs o,ver.all size .. Econo1nies of sea le are shown by ihe downward-sloping se,cHon of 
tbe curv 1e., while the upward-sloping section {at a higher level of output) illustrates 
disecono1nies of scalie. This particular ave·rag,e cost curve also contains a flat n1iddle 
section lying between the dow]1w rd-sloping and upward-sloping sections of the 
curve. Tbe flat section d,epicts a range of output ]Il which there ar1e no e,cono.mies 
or diseconomi1es of scale. 1Graphs which show economies and disecono:mies of scale 
often do not have a flat middle, section. 

EXA,M TIIP 
------ -

You may be required to illustrate economies and/or diseoonomies of scale on a firm's 
average cost curve. 
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You w~I oome across average cost curves again when studylng Unit 3 at A2. At A2, it is necessary to know and understand 
the difference between short-run cost curves and long-run cost curves. Strictly, because economies and diseoonomfes 
of scale occur when the scale or size of a firm changes, the cost curve in Figure 8.5 is a Jong-run cost curve. The long run 
is defined as the time period in which all the factors of production can be changed. By contrast, a short-run oast curve 
deplcts a situation in which at least one factor of production - usually assumed to be capital - is held fixed. 

However, because knowfedge of short-run and long-run cost curves is not required at AS! you will not be tested at AS 
on the difference between the two types of cost curve. 

Internal and external econom es 
and d·secon 1omles of scale 
AH the econon1ies and dis economies of sca]e so far described a re ex.a mples of 
internal economies and diseconomie 1of sca le .. These 0 1ccur when a fi r1n grows and 
changes its scale· and size. 

By contras'[, external economies of scale occur when a firm;s average or unit costs of 
production falt not be·cause of the growth of the finn itselt but because of the growth 
of the industry or n1arket of which the firn1 is a part. ·very often;, external economies 
of scale are produced by cluster effects, which occur when a lot of 
fir1ns in the same industry are l1ocated close to each 1other, pro1viding 
markets, sources of supply and a pool of trained labour for each other. 

External diseco11.omies of scaJe occur in a similar way> with the 
growth of the whole· n1.arket raising the· average costs of all the 
firms in the industry. As with external econo1nies of scale, external 
disecon1omies can arise from cluster 1e·ffects. When a large number 
of similar firn1s ]ocate· close to ea.eh other, not only do they create 
benefits which aid all the fir1ns in the cluster; they n1ay also get in 
each other's way. Coinpetition for labour a.mongst the firms may 
raise loca] wages which while being good for workers, increases the 
unit wage costs of the,jr employers. There may also be an increase in 
local and regional traffic congestion which lengthens delivery Un1es 
and r.aises delive·ry costs both f1or firms and for their customers. 
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EXA.M T1IP 

The Unit 1 specification only 
asks for knowfedg,e of economies 
and diseconomies of scale. Because 
the specification does not menti.on 
external economies or diseoonomies 
of scale, ,exam questions wiH only 
require know!edge of internal 
economies, and diseoonomiea,. 
Nevertheless, it ms usefu I to 
know about external economies 

and diseoonomies of scale. 



CASE STUDY 8.2 
- --

Are economies of scale now less important in the car industry? 
In the twemieth cen1ury. car manufac1uring grew to 
become perhaps ~e most important industry in modern 
industrialised eoonomies. Thoug1h car manu~acture 
began jn Germany and France, the main growth of car 
manufacturing in its early years took p lace in the USA. 
Henry Ford's adaptation of the moving assembly line1 

which allowed car factories to benefit from economies of 
scale. marked the beginning of mass, production. 

Garel RhysJ director of the Centre fror Automo1ive 
Industry Research at Cardiff Univers1ty, has calculated that 
eoonomies of scale reach their peak at 250,000 ,cars a 
year 1ini an assembly p lant, a lthough for the body pane1$1he 
figure could be as high as 2 million. 

A mod en, car assembly Ii ne 

Fo,U,ow ... up questions 

However, economies oi scale in car produciion are 
now not as importan1 as ihey used to be. Reasons for this 
include: market fragmentation~ leading to lower production 
runs; bu~ding cars to order rather than in lar,ge-scale 
batches of identical cars; and new ways of assembling! 
f~nished cars in which manufacturers such as Toyota are 

outsourcing more and more of the car to outs.ide supp1iers. 
With car buyers, demanding a wider choice of vehicles, 
production runs have to get smaller. 

,As car compani.es produce an ever-wider range of 
vehicles so the way cars are made is changing. There ,is 
less need for huge, capital-intensive factories and barriers 
to entry jnto the car industry are falling. 

1 Exprain the meaning1 of each of the concepts underlined in 1he passage. 
2 Describe some of the eoonomtes of scale tha1 have ,contributed to lower average costs in the UK car industry~ 

---

,, 86' 

How interna,I ,ec,ono1mies and diseconomies of scale affiect 
particul,ar industries 
Case Studies 8. 3 and 8.4 focus on two industries or 1narkets that are affected by 
economies and diseconornies of scale. Study the two case studies, and then consjder 
the f oUowjng quest ions. 
• Using the concepts of econotnies and diseconon1ies of scalej discuss the advantages 

and disadvantages of bendy buses, first for 'Transport for Landoni the organisation 
that provided the buses, and second for members of the general pubHc. 

• Huw could the oH tanker industry be organised to get round the problen11nentioned 
in Box 8.4 about the disadvantages of large super-tankers? 
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CASE STUDY 8.3 

The ise and fall of London's be dy buses 
The ,end of London's bendy experiment has broug1ht 

shouts of joy from some people. Motorists didn't like the 
longr ll'ow monsters getting sbck round narrow crossroads. 
Cyclists hated the crushing menace, they seemed to 
present. Transport for London found too many fare­
dodgers hoppjng on and off. 

'Bendy bus.es' were used on 12 rout,es over the 
decade ftom 2002 to 2011 but Mayor Boris Johns,on 
caHed them 'cumbersome machines~ which were too 
big for narrow streets and encourag1ed fare ... dodgers~ 
Johnson has introduced nearly 500 new doubl,e-decker 

CASE STUDY 8.4 

buses to replace the 1bendies.'. But 1he tbendies1 could 
fit 120 on board, while their replacements take ,only 
85. Even if ther,e are plenty of seats a.vai lab le I wel I over 
half of them are usuaHy upstairs. Many old people and 
young mothers wirth infants don't use stairs and can't 
rieach the upper deck. They have to be downstairs. 
The I ben dies' were aJI single decker, so with the~r 
replacement . ther(;ls been a massive loss of accessible 
seats. 'The most access1ble bus in London' is now 
being missed by the old~ wheel1chair users and mothers 
with you ng1 chj ldr,en. 

Super-tankers and volume economies of scale 
The ~arge super-tankers that are used to transport crude 

oil across seas and oceans from on fields to industri~ 
markets benefit significantly from volume ,economies 

of scafe. However~ super-tankers can also suffer from a 
diseconomy of scale. This is because large s1uper-tankers 

cannot enter shaJlow ports. A wrd er tanker with a shallow 
draught does not yield as many economies, of scale as 
a conventional super-tanke~ but is more flexible and can 

enter more ports. 

Transport 
msl'.s (9ft) 

100 

6S 

' ' 

Convent io na,i 1a n ke r: 
1 Qi .. metre draft 
28~000dwt 

Rest rri cted draft vesse~: 
10-metre draft 
42,000dwt 

' Conventional ' 
30 tanker 

' .... ... _ ... _ ----
ri t I r I f i l r f 

20 30 40 50 60 70 80 90 100 1110 

Deadweight tonnes 1(dwt, thousands) 

Follow-up question 
1Give two other exampfes of volume .economies of scale. 

Unit 1 Markets and market failure 

Transport costs as, 
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U ltr a-s ha How 
draft vesse I: 
1 O..!metre draft 
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Co1111ventional tanker: 
16-metre draft 
105,000dwt 



Production is a process,, or set ,of processes, that converts inputs in1o ,outputs. 

Productivity is measured by output per unit of input. 

Labour productivity, or output per workert is 1he most commonly used measure of 
productivity. 
The division of labour means that different workers do different jobs. 
The division of labour and specialisation occur together. 
Specialisation and the d ivision of labour require 1rade and exchange. 
Money 5 the main medium of ,exchange in modern economies! though barter sti ll 

sometimes takes p lace. 

Average cost is cost per unit of output. 
A firm's average cost curve is typica"y U-shaped, showing average costs firs,t falling and 

then nlsing as output in creases. 
A firm is productively effic ient when p1roducing the cost~minimising level of ouqJut. 

For the Whole economy alll points ,on the economy's production possibility frontier are 
productive!y effioi,ent. 
Economies of scale mean tihat a firrn's average costs fall as the scale or size· of the firm . 
increases. 

There are a number of different types of economy of scalie. such as technical economies. 
Diseconomies of scafs mean that a firm's average costs rise as the scale or size of the ·firm . 
increases. 

Economies and diseconomies of scale can be shown on a LI-shaped average co·st curve, 

drawn t,o show average c-osts changing as the size of the firm increases. 
External economies and dfrseconomies of scale result from the growth of the industry rath,er 

than from the growth of a firm, within the indus,try. 

Exam-style questions 

1 Using examples other than those m,entioned in the chapter, explain thr,ee types of economy of soa!e. 

2 Explain how economies and diseconomies of scale may affect the size of a firm. 

(12 marks} 

(12 marks) 

3 Do you agree that large firms are always more productively efficient than small firms? Justify your answer. (25 marks) 

4 1lntemational competitiveness r,equfres increased labour productivity and 'the dJosing1 of 1he eoonomy's 
productivity gep.1 Evaluat,e this statem,ent. 

-

(25 marks) 
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Earlier chapters have exprained how markets work. This is the frst of four chapters that 
explain how markets fait In this short introductory cl1apter on market failurei I introduce 

the general idea of market failure. Specifb market failures. such as public goods and 
monopoly, are then explored in detaH in Chapters ·to, 11 and 12. 

··~········ ········~···········,······················-~·····················································~····· 

Because the title ,of Unrt 1 i.s Markets and Market Failure, you should expect one of the two 
data~response questions in the Unit 1 exam to be mostly ,on market failure. 

- -

:\~~~i~:~.-~~g~ci~!9.J?~~.~t 
This chapter will: 

explain the· meaning of market failure. distinguishing between complete and partial 
mark,etfailu re 
relate market failure to the important economic concepts of efficiency and equity 

discuss market fai lure in terms of the breakdown o1f the t1ree functions of prices 
examine three in1roductory case· studi,es of market failure 

The meaning of market failure 

KEY TE'RM 

Chapter 9 

Marl<.et failure occurs whenever the market 1nechanism or price 
n1ecllanisn[ pe1·forn1.s badly or unsatisfactori]y, or fails to p,erforn1 at 
al.I. There a.re two n1ain ways in which nlarkets fail. I. Markets can funclioa inequitablyr 
• Markets can Junction inefficiently. 

It is also useful to distinguish between complete market failure , 
when the market stn1ply does not exist, and partial n1arket failure, 
when the 1narket functions, but produces the wrong quantity of a 
good or service. In the former case, there is a missi11g market. In 

market fa ilure: a market 
comptetely faning to provide a 
g:ood or servioet or providing the 
wrong quan1ity (m. e. a quantity 
that leads to a misallooation of 
resources ~n the economy}. 

the latter case,, the good or service 1nay be provided too cheaply. in whitch case .it 
is over-produced and over-con.sun1ed. Alternative1y, as in n1onopoly the good 1nay 
be too expensive, in which case under-production and under~ciansumption results. 

!Markets fun,ctionin1g inequitably 
Equity n1eans fairness or justness (though in other contexts, such as the housing 
n1arket~ equity has a very different 1neaningJ nan1ely wealth). As soon as equitab]e 
considerations are introduced into ,econotnic analysis nor1native or 
value judgements are being made ~ socially fair' distlibutions of incon1,e 

-

KEY TERM 

and wealth are discussed, and questions are rajsed about the goods and equity; fairness or jus1ness .. 
servic,es people ought to produc,e a.nd consume,. 
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A.s the experience ,of 1nany poor countries shov,.rsj unregu]ated market forces tend 
to produce highly unequal distributions of lnco1ne and wealth. Son1e econo1nists, 
usuaHy of a free-market persuasionJ dispute whether this Is a n1arket failure~ S01n.e 
argue that the people who end up being rich deserve to be ric11 and that the people 
who end up being poor deserve to be poor. AccoJding to this vi1ew, the n1arket has 
not :failed - it 1n1ere]y creates incentives which, i.f follow,ed, cause people to generate 
[nore inco1ne and weaUh~ 

l_owever, n1ost 1econo1nists reject as too extre1ne the view that the n1arket contains 
its own morality with re,gard to the distributions 10f incorne and W·ealth. They argue 
that markets are ·'value-neutrar with regard to the social and 1ethical desirability or 
undesirabHity of the distributions of inco1ne and we,ahh resulting froTn the way the 
n1tarket functions ~ Few econornists now believe that n1arkets should be replaced 
by the con1mand mechanism. There, is, however, much more agreemrent that,, 
instead of replaeitig th 1e rnarket, governn1ents should modify the n1ark1et so that 
H operate,s in a n1ore equitable way than would be the case without governn1ent 
[ntervention. Taxing the better-off and redistributing tax rev1e11ues as transfers tro 
the less W·ell &off is the obvious way of correcting the market failur 1e to ensure an 
equitable distribution of inco1ne and wealth. (Howeve·r) as Chapter 14 e,xplains~ 
redistributive poHcies can pron1ote new types of inefficiency and distortion with in 
the economy.) 

M,arkets functioning inefficiently 
Monopoly and other situalions in which there is little competiUon provide exan1ples 
o.f market failure resulting from mark,ets perfor1ning inefficiiently. The wrong 
quantity is usua Hy produced i.n monopoly a.nd the wrv.ng price is charged~ Too little 
is produced and is sold at too high a price4 Scarce resources are not utilised in the 
most efficient way, and resource 1nisaUocation results. 

The next three chapters 
In thre next threre chapt,ers, six causes of 1narket failure that Jresult fro1n inefficfent 
funcdoning of 1narkets are exa1nined. These occur in the context of: 
• public goods and ext,en1alities in Chapter 10 
• merit goods and demerit goods in Chapter 11 
• ·monopoly and the immobility of la.hour ln 1Chapter 12 

(
1Chapter 11 a]so explores further the market failure 1nentioned earUer in this chapter: 

namely, income and \-Vealtb il1e-qualities, 1·1esul ting fronfl the in,equitabJ.e f uncUoning 
of 1narkets .. ) 

Market failure and th1e three funct on1s of prices 
In Chapter 5, when explaining J1ow the price n1.echani.s1n distributes scarce resorn·ces 
between alternative uses in a market or n1ixed econo1ny, you were i.ntroduced to the 
three functions that prices perfo11n in such economies. These are,: 
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• signa Hing infor1nation 
• creating incentives to influence people 1s behaviour 
• alJocating and rationing resources in response to the information signalled and 

the incentlves created by changing prices 

As a generalisation, we can say that when an three of these function perforrn well 
ma1kets a]so work well and market failure is either non-existent or trivial_ However~ 
when on,e, 01· more of the three functions of prices signiflcanHy breaks down,. market 
failure occurs~ In Chapter 10 you will see how in the case of pure pub]ic goods and 
externalities. the· price mechanism bieaks down completely~ If an alternative method 
of provision does not exist, complete 1narket breakdown means that markets fail 
co1nplete]y and none of the public good is produced. A usefu] service is not provided 
- hence the inarket failure. In the case of an exte1naUty such as poUution:p .fir1ns (and 
inde1ed consumers) that generate poUution simply dump it on other people (whom we 
call third parties). There, is no 111arket in which the unwilling consumers of pollution 
can charge producers for the discon1fort they suffer .. The tack of a n1arket n1eans there 
is no incentive for thie po]luter to pollute, less~ Hence, again, the mark.et fai]ure .. 

EXA:M TIP 

Market failu r1e can also be defined as a situation in which one or more of the three functions 
of prices breaks down, either partialfy or completely. 

Three case studies to introduce you to1 possible 
market falt1ures 
This chapter con cl lldes by introducing you to three case studies that Hlustrate ]narket 
failures wl1ich are explained in greater depth in the next cl1apters* 

Case Study 9.1 focuses on the first of the aUeged 111 rket failures looked at in Chapter 
10: namely,, public goods. Natio,nal defence and the police are often regarded as 
piure public goods, which n1arkets cannot provide. Howev1er, as you read through 
this case study, which describes how worried neighbours have set up their own 
private, police force in the state of Georgia in the USA,, you should qu1estion whether 
in fact markets a.re unab]e to provide police services. Tile employ1nent of private 
security guaJds at UK shopplng n1aHs could provide a si1nilar exan1ple. 

CASE S,TUDY 9.1 

Paying for pro 'ection 
With the disappearance of the 'neighbourhood bdbby 
patrol ltng the streets, many people feel they are riot properly 
protectecl by the local police force. 0 1ne disaffected resident 
becan1e so fed up about 1he 1inareasing number of break-ins 

Unit 1 Markets and market failure 

and car thefts in her street; she gathered together a group of 
neighbours to protect themsetves. ·wedon~t get many police 

patrolling in our neighbourhood~ so we had to organise O'Ur 

own patrd group~ hiring off-duty poUoemen~' she said. 



Crime has dropped in the neighbour-hood. The 260 
paying1 members think the £300 a year they each pay is 

a price well w,orth paying, even though over 1 ~ OOO other 

local househofds benefit from the extra protecUon they 
are getting. 

Atlanta residents have formed a private police force 

Fo1lllow-up questions 
1 To what extent are police services a public good'? Jus1ify your answer. 
2 The case study illustrates the ~free-rrder' probl'em. With the use of the example in the passage, exp!aijn what 

this means. 

'92 

The second case study centres on the ,other exampJe of inarket faUur1e discussed 
in Chapter 10. Some of you will be farnil ia r with the debate that has taken place in 
recent years about 4 x 4 vehicles such as sports utUity vehic]es (SUVs) and the,ir 
aHeged contribution to global war1njng poUution and traffic accidents (both of which 
are negat[ve ,externalities or external costs)~ 

In the March 2006 budget, Gordon Brown .. then the UK chancellor of the exchequer 
and the country ·s most important economics n1inist,er, introduced higher road taxes 
for 4 x 4 vehicles such as Land Rovers and otber aJLegedly h1gbe1" polJuting vehicles, 
popu]ar[y known as 'Chelsea tractors~. 
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CASE STUDY 9.2 
The following passage is an extract from ,a letter written by an aggrieved 4 x ,4 driver to a, popular new~aper. 

Should 4 x 4 drivers pay higher road taxes? 
lit is my ,opinion that 4 x 4s have all been branded, rather 

unfairly, with this 'Chelsea tractor· gas-guzzler in1age. Burt 
the 4 x 4s are no more polluting1 than any otlier correctly 
maintained veh&clel and owners are al'ready pay1ing huge 
amounts of tax when buying these vehic!es~ Why increase 

taxes related to running them when these drivers are 
curriently being penalised in this way? 

Follow-up questions 

It is said the size of the vehicle warrants the 'tax. 
However, most 4 x 4s take up no more room than a big 
fam~y saloon car~ such as a Ford Mondeo. There are 
already benefits in reduced taxation for people who drive 
smaUer cars by choice. and there ·is already a 1ax penal,ty 

for larger vehicles. So why put more taxes on tQp of that 
and say they need to be penalised even more? 

1 Exp!,ai n the economic faciors 1hat may be responsible for the increase in sales of 4 x 4 vehicles. 

2 G1jven the large increase in sales of 4 x 4 vehrcfes, with the use of a demand and supply dia1grarn assess whether 
taxation can reverse 1he trend back to sales of smaJII cars. 

The final case study switches attention to de1n,erit goods, which are explained in 
Chapter 11. A demerit good, such as an alcohoHc drink (e'"g. whisky) is both bad for 
the wider community and possibly a]so for the person consuming it. 

The case study article is not on alcohol,. but on a rather s]n1Har demerit good~ tobacco. 
But,, as the article indicates; there n1ay be a case for encouraging people to consu1ne 
demerit goods - so thaL they die early and thus save the taxpayer t hie cost of payjng 
pensions and keep.ing then1. a]ive i.nto extre111e old age. 

CASE STUDY 9.3 

Pr venting smoking can save ives, but it does not save money 
It costs more to care for healthy people who live years 

longer, according to a Dutch study which counters the 
common perception that preventing people smoking 
would save the governm,ent millions of pounds. 

'It was a. smaJI surprise/ said 1he Dutdh economist who 
led the study. 'But it also makes sense. If you live longer;, 

Follow-up questions 

1hen you cost 1he health system more.' The research found 

1ha1t the heaJth costs of thin and healthy adults are more 
expensive than those of smokers. Low-income peop1e,, 
who smoke most1 are probably subsrdising the hearrthcare 
of1he batter-off, who have largely given up smoking. 

1 Tak~ng account o,f the information in the passa.gei should cigarettes be classified as a demerit good or as a 
merit good? 

2 Discuss the effects of tobacco taxes on the real incomes of different groups. in society. 

Thes,e three mark1et failur,e case studies were chosen to try to get you to approach the 
various n1arket failuies you need to know a.bout in a sceptica l fran1e· of [Tiind~ Not 
all econon1ists agree that the n1arket failures included in the AQ,A AS specification 
are inde1ed fa.HuJlies of the market. But whatever views you for1nJ don't rest on blind 
assertion. An h11portant skiU to lrearn at both AS and A2 is that of justifying your 
argu1nents. 
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Market faHure occurs whenever the market mechanis1m or price mechanism pertorm.s 

badty or unsa1isfactorily1 or fails to perform at all. 

Complete market failure (and missingi markets) should be distinguished from partjaJ market 

failure. 
Markets can fa!I because they are inefficient or inequitable. 

Public goods, externalities, merirt and demerit goods, monopoly and the immobility of 
factors of production are the main examples of microeconomic market failure resulting 
from the i n,efficient fiunctioning of markets. 

The unequal distribution of incom,e and wealth is the main market failure resultlng from the 
inequitable functioning of markets. 

Exam-style qu stions 

1 Expl:ai n how markets can fu nctton 1neffictently. 

2 What is the difference between complete market fai lure and partial market failure? 

3 Do you agree tha1 governmen1 policies which aim to correct market faUure are aJways sucoessfu,lr? 
J ustijy your ans,wer. 

(12 marks} 

(12 marks) 

4 Assess the view lhat people shoufd pay a price every time they ca lJ for an ambulance or a fire engine. 

(25 marks) 

(25 marks} 

,94 AQA AS Economics 



Private goods, pubic goods 
and externa itles 

Ohapter 9 explained how market failure occurs whenever a market does not function 
very well1 or~ in extreme casesp does not function at all1

• Ttlis chapter explains two of the 
market failures briefly mentioned in Chapter 9: pubHc goods and externalities. By way of 
establishing a c lear understanding of the nature of public goods. the chapter starts by 
expfaining their opposite: namely] private goods. The chapter a11so explains how public 
goods arid externalities provide examp les of complete market failure or ·missing r11arkets. 
i••·············~·~·-····························•·,········································-······ - ... ·~········ 

This chapter wiU: 
explain the difference between a private good and a public goad 
distinguish between public •goods' and public 1bads' 
show how an externality is a form, of publi.c 4QOOd' or public lbad' 
distinguish between negative and positive externalities 

introduce the conoept of the 1margin and use marginal analysis to expfain why market 
fai~ ure occurs when negative and positive external iti.es are generated 

Pr vate goods 
KEY TERM 

Chapter 10 

I am using my laptop computer to write this p a ragra.p11. A few 
tninutes ago,, a window c]eaner carne into n1y study. Suppose J1e 
had said to n1e: ·~Thaes a nice corn puter ; 1 ·m going to steaJ it.· Not 
surp1·isingly, I would try to stop the theft. The corr1puter is n1ine 
and not his~ It is n1y privc te good~ 

private good: a good. such as an 
orange, that is excludable and rival . 

Most goods such as my la.plop computer, are privat1e goods which possess two 
defining characteristics. The owners can exercisepr'ivate property rights, preventing 
other p1e1ople from using the good or consuming its benefits . This property is called 
excludability. The S·econd prop 1erty is called rivalry1 though this is better illustiated 
by a good such as a sweet rather than by n1y co1nputer. If I eat the sweet y ou,, 

or anyone elsei cannot. In this sense, we are rivals. (Ri,ralry is so1netimes caUed 
diminisl1ability. When one person consumes a pr ivate good s ucll as a s·we1et or a 
banana,, the, quantity a.va~lab]e din1injshes~) 

Public goods 
A public good exhibits the opposite characteristics of 11011-

e~cludability and non-rivalry or 11on-dim.inishability. It is 
these character istics that l1ead to n1arket faHure. 

A lighthouse, or rathe r the beam of light provided by a Hgbthouse, 
is an examp1e of a public good .. Suppose an entrepreneur builds 
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public good: a good, such as a radio 

programme, that is non-excludable and 
nan-rival. 



Figure 10.1 

A I ig htm use as 
a publ~c good 

---

,, . 
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the lighthouse shown in Figure 10. l, and then tries to charge each ship that passes 
[n the night and benefits from the beam of lighL P1'Uviding shlps pay upJ the s 1ervice 
can be p1·ovided con1n1,ercially through the 1narket. 

Howev,er1 the 111arket is Ukely to fail because 
the incentive function of prices breaks down. 
Because it is impossible to exclude free­
riders (in this case,, ships that benefit without 
paying), U may be ilnpossible to collect 
enough revenue to cover costs~ [f too 1nany 

KEY TERM 

free-rider: sornebody who 
benefits from a good or service 

without payi ng1 for it. 

shjps decide to ~free-r[de~, profits cannot be made and the incenUve to provide thie 

service through the n1arket d :isappears. The n1arket thus faUs to provide a service 
for which th 1ere is an obvious need. There is then a need for alternative provisi,on by 
the, government .in its public spending programme or possibly by a charity (such as 
1i"inity ·House in the UK). 

EXAM TIIIP 

Make sure you understand the difference between a private g1ood and a public good, and 
can give examples of both. 

Oth,er ex,amples of publli1c g101ods 
Other exa111ples of public goods include naUona.l defence, police stre,et lighting,, 
roads; and television and radio programmes. Consider a situation [n which the state 
does not provide nationa] defenoe. Instead , the government lets individual citizens 
purchase in the n1arket the defence or protection they want. But n1arke,ts only 
provide defetlce when entrepreneurs can successfully cl1arge prices for the services 
they supply~ Suppose an aspiring citizen, wJ10 believes a f ortun~ can be made in the 
defence, industry,, sets up a con1pany, Nuclear Defence Services Ltd, with the aJm 
of persuading the, country,s residents to purchase the services of nuclear n1issHes 
strategically located around the country~ After estimating the money value of the 
defence received by each individual Nuclear Defence Services biUs 1each household 
accordingly and waits for the payments to flow in. +. 
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But the paynJrents may never arrive. As Jong as the s,ervice is provided1 every 
househo]d can benefit without paying. Nucl,ear Defence Services Ltd cannot 
provide, nuc]ear defence only to the country ·s inhabitants who a.re prepared 
to pay, whU,e excluding the benefit from those who are not pr,epared to pay .. 
Withdrawing the benefit from one means withdrawing it fron1 a.IL .But all 
individuals face the temptation to consun1e without paying,, or to fre,e-ride. 
If enough people cl1oose to free -ride, Nuclear Defence Ser vices Ltd makes a 
loss. The incentive to provide the s,ervice through the, 1narket thus disappears. 
Assun1Ing, of course, that the 111.a.jorHy of the country,s inha.bitants believe 
nuclear defence to be necessary (i.e. a go 1od rather 'than a ,: bad) , the inarket 
fails because it .fails to provide a s 1ervice for which th,ere is a need. Th1e result is 
a n1i:ssin:g n1ark.et. 

Goods and ·bads~ 
A good such as a loaf of bread provides benefits to the person or 
persons who consume it. Consurner g,oods yield usefu]ness or ut iHty, 
and sometimes pleasure and satisfaction. (Using economic jargon, 
we sa.y that consumer goods increase econo111ic welfa1,e.) 

In ev,eryday language~ ·w,e generaUy use the word 'bad' as an 
adjectiv,e: for exa1nple~ a bad film or ,a bad footba]l match. However, 

KEY TERM 

good : a good y,i.elds utility, unlike 
a j bad', whidh yiefd s disutility. 

economists also use the word as a ,nou.11. In this usage, an econo11nic Lbad is the 
oppo1site o,f a good, yielding disutili1y dissatisfaction or displeasure. For 1nost 
peop]e, consun1ption of a bad such as rotten 1neat reduces rather than incr-;eases 

econo1nic welfare. 

Public badls 
The f ree-rjder prob]e1n" which was explajned in the context of pub He goodsJ also 
affects a group of bads which a. re known as public bads. An exan1ple of a public 
bad is rubbish or garbage. However1 the free-rider proble1n is a little different in 
the case of public bads. People are g,enerally prepared to pay for the removal of an 
econon1ic bad, to avoid the unpleasantness otherwise expertenced. But in the case 
of rubbish or garbage. payrnent can be avoided by dun1ping the bad [n a public 
p lace or o,n som.e,one else··s property. 

In the UI{, local authorities generaHy empty dustbins without charging for each 
bin e,mptied. Suppose this service is not provided1 and privat1e contractors remove 
rubbish and charge househo]ds £1 for each dustbin emptied. Tb avoid paying £1, 
son1e hous,eholds 1nay decide to dtunp their waste in the road or ilt neighbou rst 
dustbins. (Builders· skips provide a good example of this practice. A 11ousehold 
hiring a skip is we,Jl advised to fill the skip as quick]y as possible,, before the rest 
of the street takes advantage of the facility.) If too many households free-ride it is 
in1possible for the private contractor to make a profit and a service for which there 
is a need is no 1 onger provided. Hence the case for .f re,e loca.l authority prov .its ion, 
financed through taxation .. 
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Free-riding can be a 
prob lem with public bads 
such as rubbish dumped in 

the street 

Public goods can be divided into pure public g101ods and non-pure pubJic goods. National defence and police are 

examp1es of pure publfc 1goods - defined as public goods for whtch it is impossible to exclude free-riders. However. 
most public goods (street lighting, roads, televjsi,on and radio programmes and also lighthouses) are really non ... pure 
pubHc goads (also known as quasi-public goods}. Me1hods can be d evised for converting the goods into private 
goods by excluding free-riders (e.g. electron'ic prrcing 1of road use). Non-pure public goods can be provided by mer1~ts. 
but the second property of non-rivalry or non~diminishability means there, is a case, for providing all public goods ~r,ee ~n 

order to encourage as much consumptton as possible. For public goods, 1he optim:al level of consumption occurs when 
they are available free of charge. 

----

1EXAM TIP 

Don't confuse a 
public good with a 
government good, or 
with a merit good. 

Public goods and government goods 
PubHc goods are goods for which there is a need. But because of the missing 1narket 
problen1 1narkets n1ay fail to provide public goods~ This means (as wiJ [ be expla ined 
in greater detail in Chapter 13) 'there is a case for tbe state providing public goods at 
zero price to the consun1er. 

Students of ten wrongly define a pub Uc good as good that is provided by tl1.e 
government: that is, as a government good. This is confusing cause w ith effect 
Tlle word public in public good re,fers to the fact that n1e·mbers of the general 
public cannot be excluded fro[n enjoying the goad's benefits~ It is this that 
causes market faHure. To try to correct the market failure, governments provide 
public goods. This is the effe'ct. Governrnent goods include pubUc goods such as 
defence,, police and roads,. but they also incJude merit goods such as education 
and healthcare, wllich are explained in the next chapter. 
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CASE STUDY 10.1 

The T agedy of he Commo s 
In Britain before the eighteenth oen1uryi much fanm land 
was ,open common land on which fanmers could graZie as 
many animals as they w r:shed~ for free. 

As long as poachjng and disease keep the numbers of 
animals below the carrying capaciity of the land, common 
land grazing works well. However, it is in a herds.man's self­
interest to gra2e more and moreanin1aJs1 since hjs gain" the 
money earned from selling slaughtered additional animaJsJ 
exceeds any loss he incurs from the gradual deteriora1ion 
of the common. He reoeives aH the :proceeds from the safe 

FoUow~up question 

of an additional animal, but the effects of over-grazing are 
shared by all th1e herdsmen. 

A rational herdsnilan ooncludes that 1he only sensible 
course for him to pursue is to add another an irnal 10r his 
herd. And another. And then anothe:r ... But this is the 
conc tusion reached by each and every rational herdsman 

sharing a commons. Therein s the tragedy. Freedom of 
the commons brings ruin to all. Each herdsman is ,locked 
into, a ,system that compels htm to increase his herd without 

limit - in a world tha.1 is limlted. 
Sourc;e~ Harding, G., 'The Tragedy of the Commons\ Scenr;e. 19691

• 

Do, you agree 1hat over-tishing of North Sea cod and gfobal warming are the result of the T~agedy of the Commons? 
Justify your answer. 

Externall ies 
An externality is a special type of public good or public 'bad' which 
is Ed.umped" by those who produce it on other people (known as third 
parties) who receive or consu1ne iL ·wh ether or not they choose to . 
The key feature of an externaHty fs fhat there is no 1n arket in which 
it can be ·bought or sold - externalities are produced and received 
outside th e n1arket, providing another example of a 1nissing market. 

KEY TERM 

exte nality· a publtc good, in 
the case of an 1extem,al benefit. 
or a public bad, in the case of an 
external oost that is 'dumped I on 
third parties outside the market. 

As with tlle public goods and public bads,, ext,ernalities provid,e examples of the free­
rider problem. The provider of an exte1na] benefit (or positive ,externality), such as 
a beautiful view, cannot charge a market p1ice to any willing free-riders who enjoy 
it, while conversely the unw'iUing free- riders wl10 receive or consume external costs 
(or negative ext ernalities), such as poHution and noise, cannot charge a price to the 
polluter fo.r the ba d they reluctantly consu1ne. 

Candida1es often f8'1 t10 understand that ,externalities are generated and received outside 
the market. Remember that both pubJio goods and externaJit ies provide examples of 
missing markets. 

Negative p1r1oduction externralities, 1Qir externa.ll 1C01Sts 
Consider the power station illustrated in Figure 10~2 which discharges poUution 
into the at1nosphere jn the course of producing electricity~ We can view a negative 
production externality (or ,external cost) such as pollution as being that part of 
the true or real costs of production which the power station evades by dun1ping 
the bad on others: for exampl1e .. the people living in the, houses and th,e businesses 

Unit 1 Markets and market failure 



in the commercial forestry industry. The price that the consumer pays tor the 
good (electricity) reflects only the money costs ol production] and not aU the real 
costs,. which include the external costs (including the eyesore or visual po1lution 
also shown in t11 e diagram). [ n a market sUua tlo1n the power station ,s 1output of 
electricit y is thus under-prioed. The mcentiv1e function of prices has once again 
broken down - under-pricing encourages too n1uch consun1ption of e[,ectricity and 
therefore over-production of both electricity and the spin-off, pollution~ 

ig re 10. The discharge of negative 
ext,e rn aliti1es: by a power station 

Coa l~bu mi ng1 
power station 

Acid rain 
pollution 

Eyesore 
poHutiion 

Resident ia I 
area 

1P,ositi1ve pr1oducti,on e,xternalities or external benef its 
Figure 10.3 sho\VS the power stat ion illustrat1ed in Figure 10.2 again, but in this case 

the producti.on o f electricity yields pos1tiv,e e,xternalities (or ,external benefits) rather 
than negative extiernaHties~ I have assun1ed that tlle power station discharges w arrn 
(but clean) water [nto the lake adjacent to the pow·er station . Warmer t,emperatures 
[ncrease fish stocks and co1n n1ercial fishing boats and private ang]ers then benefit. 
Unless it owns the Lake, the power station eiompany cannot charge the fisher1nen 
for the benefits they are ireceivil g. (You might, of course, query my assumption 
that the water disch arge creates posit jve rather than negative externalities. In an 
Hk1eHhood ,, d[srupUon of a loca] ecosysten1 m ight cause negative externa Hties. such 
as algae poHution.) 

Fig e 0.3 The production 
of positive externalities by a 
power station 

An angler 
enjoying 

,ca,tchi ng fish 
Commercia~ 
fishing boats 

Lake 

Hot water 
discharge I. . 

Coa 1-b urni ng 
power station 
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Private goods! pub I ic goods and externalities 

D1ifferent types. of ,externa.Utie·s 
As I hav1e explained, externalities divide into external costs and extet·nal benefits (which 
are a]so known as negative externalities and positive ext,ernaUties). However it is possib]e 
to go .a stage further and identify pure production externalities pure consumpti.on 
externalities and externalities involving a n1ix of production and consrnnption. 
Tobie ]0.1 iHusitrates both these n11ethods of classifying ext 1ernaliUes. The twu colun1ns 
to tl1·e rig11t of the table depict external costs and external benefits, while the rows 
in the table show the various for1ns of production and ieonsu1nption externalities. 

Make sure you can give examples of external costs and external benefits and are aw'are of 
the difference between production and consumption 1externa.lities. 

Table 10. Examples of th1e different types of externaliity 

Types of externality 

Pure production externalities 
(generated and received in 
production) 

Mixed production externalities 
(generated in production but 
received in consumption) 

Pure consumption external It i es 
(generated and received in 
consumption) 

Mixed consumption extennalities 
(generated in consumption but 
receiv,ed in production) 

External costs 

Acid rain pollution discharged by 
a power station Which harms a 
nearby· corn mercia.Hy run forest 

Dust p1ollution dfS.charged by a 
brickworks br1eathed by asthmatic 
eh ildr1en living nearby 

Noisy music at a party disturbtng 
neighbouring1 households 

Congestion caused by private 
motorists rncreasing firms' 

transport and delivery costs 

External benefits 

A farmer benefiting tro1m 
drainage undertaken by a 
neighbouring farmer 

Commerc:ially 1owned bees 
pollinating fruit trees in 
neighbouring gardens 

Hou sehof ds be nefi ting from 
the beauty of neighbouring 
gardens 

Commercial beekeepers 
benefiting1 from the private 
gardens of nearby houses 

Using margina analysis to anal.yse external-ties 
The last part of this chapter introduces a method of economic analysis which 
becomes very important in the microeconomics stud:i,ed at A2. This is caUed 
margi11aJ analy is. However. at AS you (; re only required to know aboutt and to 
apply, marginal analysis in two contexts. These are externaHtfes (the S1econd of the 
two topics in this chapt,er)! and n1erit and den1ierit goods!> which are explained and 
analysed in the next chapter. 

The m1eanilng of th 1e 'm,argi1n' 
As I said ear1ier in the cha.pter, I am writing this book by typing on my laptop 
co1nputer, alone in n1y study. Being the only human being in the room, I .am ·the 
marginal p1erson: namely, the last person to have entered the rooin~ But 1 can hear 
footsteps - H~s n1y window cleaner returning. As soon as he enters the roon1], my 
window c]eaner becomes the 1na.rginal person. He wants to be paid, but I llave no 
1none,y with 111e~ (Maybe he'H think again about steaJing 1ny con1puter~) Fortunately, 

Unit 1 Markets and market failure 



- - ~ 

:· ·1110:t 
. . 
----

n1y son Toin has lleard what~s going on and runs into the room with my waHet. Tb1n 
is now the n1arginal p 1erson1 though I wish ]1e~d brought his own money rather than 
n1ine. However, that [ndeed [s wishful thinking .. 

I hope this story gives you a grasp of what is 
n1ean by the ·'m rg in \ ·whichever econo1nic 
activity we are inv1es.tigating, the marginal 
unit is always the last un[t of the activity 
undertaken .. Jf one 1nore unit of the activity is 

KEYTEHM 

margin: refers to the last unit 

undertaken of an activity. 

now added1 the pr1evious unit, ·which up to that point had been the Inarginal unit 
can no longer be c]assifie·d in this way. 

Marginall costs a.ndl marginal b1enefits 
Let me turn .again to the coal-burningl power station illustrated in Figures 10.2 and 
10.3. If we focus to start with on negative externalit~es f and ignor1e for the Hme being 
the possibility of positive externalities) . then as a]ready explained th,e power station 
incurs the private ciasts of electricity production, but als,o discl1arges external costs 
which are suff erect by other people .. I shall narw introduce another cost concept: 
social cosL Social cost is defin1ed as priva·te cost plus externa.l cost: 

socia~ cost = private cost+ external cost 

At the next stage, the concept of the n1argin 
is brought intio the analysis. Margh1al 
p,rivate cost is the extra cost incurred by the 
power station when producing the last m1i1 

of electric[ty~ Likewise maxgit1al exten1al 
1cost is the extra cost dun1ped on the wider 
con1n1unity when the puwer station produces 
the last unit of e]ectricity. And finallyi 
marginal social cost is the extra cost (private 

----

KEYTERMS 

marginal benefit: 1he benefit 
resulting from 1he la91 unit of a good. 

marginal cost: the cost of the 
last unit of a ,good .. 

social cost: the total cost of an 
activity~ including the externaJ cost 
as well as the private cost. 

plus external) borne by everybody,, as a r1esult of .Produci.ng the last unit of electr.icity. 
Bringing thes,e together~ we get t11re foJJowing relatjonship: 

marginal social ,cost = marginal private cost+ marginal external cost 

or~ 

MSC = MPG + MEG 

Turning now to positive externalitiesj and 
us1ng similar reasoning, we arrive at: 

social benefit = private benefit + external benefit 

and 

KEYTERM , 

social benefit: the total benefit of 
an activity, including the external 
benefit as wall as the private 

benefit. 

marginal social benefit= marginal pl1ivate benefit + marginal external benefit 

or: 

MSB = MPB + MEB 
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Private goods! pub I ic goods and externalities 

Brin1gin1g to,geth 1er marg,inal costs ,an·,d 
m1arginal benefits, 

KEY TERM'S 

At the heart of n1icroeconon1ic theory Hes the assumption that> in 
a m.arket situation; an economic agent considers only the privat,e 
costs and be·nefits resulting from its market actions, ignoring any 
costs a nd ben,efits in1posed on others~ For the agent, prjvate benefit 
maximi a ion occurs when: 

marg1inal prirvate cost= marginal private benefit 

or 

MPC = MPB 

private benefit maximisation: 
ooours when MPG = MPB. 

social benefit maximisation: 
occurs when MSC= MSB. 

Howeve·I·~ social be11efit maxiniis tion, which maximises the public interest or the 
welfare of the whole con11nunity occurs when: 

marg1inal social cost== marginal social benefit 

or 

The important point to understand is that households and firms seek to maximise 
private, be,nefit or private se,Jf-inte,rest and not the wider soc.ial interest of t he who]e 

comn1unity. They ignore the effects of their actions on other people~ However 
when externalities are generated, costs and benefits are inevitably imposed on 
others:> so private benefit maxiin is at ion nu longer coincides with social benefit 
ma xi1ni sat ion. 

Usin,g marginal ana 1lysis. to show !how neg,ative piroduction 
externalities caus.e market faill1ure 
It was assumed earlier in the chapter that when a coal-burning power station 
generates electr iclty, only negative externaHties are discharged and there 
are no positive extern a l ities. 1G·iven this simplificat ion, t he 111arginal private 
benefit accruing to the power station from the production of e·Lectricity, and the 
marginal social benefit received by the whole c:011.nmunity are the same and 
shown by the downward-s]oping curve in Figure 10.4. But, because poUution is 
discharged in tl'le course of production, the marginal socilal cos t of ,electricity 
production exce·eds the nflarginal privat,e cost incurred by the pow·er s t ation. In 
the diagra111~ the MSC curve, is positi.oned above the MPC curve. Tl1e v 1ertical 
dis ta nee between two curves shows the 1nargin,al externa] cos t (MEC) at each 
level of electricity production. 

EXA,M TIP 

At AS, Unrr 1 examination questions require use of marginal analysis, but on~y for 
extemaliti,es and for merit and demerit goods, whfch are explained in the next chapter. 
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Fig re 0.4 A coal-burning 
power station discharging 

po,llution 

Coffland 
benefits 

102 01 

Over-production 
of el,ectrici ty 

M'PC 

Quantity of 
electricity 

The power station maxun1ses private benefit by producing output Qt, where 
MPC = MPB .. Ot is immedjately below point A in Figure 10.4. However the sociaHy 
optimal level of output is Q2, where MSC = MSB~ Q'2 is hnntediately below point 
B in Figure ]0.4. The private,[y optimal ]evel of output is thus greate,r than the 
socially optin1al ]evel of production. To, put it another way. n1arket forces over­
pioduce electricity by the amount Q3 minus Oi.- The market fai]s because the power 
station produces the wrung quantity of the good: na1ne]yJ too 1nuch e]ectricity. 
Over-production has occurred. 

Using marg1inall analysis to show how· positive production 
extern,allities 1ca.use market failure 
Whereas negative production ,exte1nalities (which a.re illustrated in Figm·e 10.4) 
lead to the n1.arginal soci.al costs of producHon exceeding n1argh1al private costs of 
pro,ducti1on, when positive production externaUUes are generated, the n1arginal social 
costs of production lie below the marginal private costs incmTed by the producers of 
the good or service. This is iHustra.ted in Figur1e 10.S1 which shows the cos'ts 1ncu_rred 
when a co1nrnercial forestry company plants 'trees+ 

igu e 10.5 
A commercial forestry 

company gen era ting 

positive production 
externalities 

Costs and 
benefits 

0 01 02 

Under-production 
of trees 

M'PB'=MPC 

Quanl'!ity of 
trees 
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'The positive production ex~ernalities generated by tree planting include improved 
water retention in the soil and a carbon sink 1effe,ct whereby tre1es absorb greenhouse or 
g1oba1-war1ning gases fron1 the aunosphere,. As sta.t1ed posiUve production externalities 
such as these 1nean that the MSC curve is positioned below the MPC curve. The vertical 
distance between the two curves shows a negatiiv'e marginal ex1ernal cost (MEC) at 
each level of tree planting . (A negratiue marginaJ external cost ]S rieaHy the same as a 
positive Enarginal externa] benefit enjoyed by society as a whole .. ) 

In order to n1axi111ise its private be,neftt, the com1nercial forestry plants Oi trees~ 
Q1

1 is imrnediately be]ow point X~ where MPC = MPB~ However Q1 is less than the 
sociaUy optin1al lev1el of output Q'2 , located below point Yj, whier,e MSC = MSB'. Figure 
10.5 illustrates the fact that, when positive, producti.on externalities are gen1era.ted~ 
the market fajls because too little of the good is produced and consumed. Under­
production and under-consumption are depicted. by the d istance Q2 n1inus Q'1• 

The negative and posi1ive externalittes described in 1his and the p revious section 
are generated in the course of production. In the next chapter on merit and d em erit 

goods, the diagrams show consumption externalllties and not production ex1ernalities. 
Make sure you understand t he d ifference between consumpt ion and production 

externaU ties. 

Government policy and externalities 
There are two main ways in \V.hich gov,ernmients can lnte:rvene to try to correct the 
m.arkiet failur,e caused by externalities. 1b eliminate or reduce production of negative 
externalities such as pollution and tr af'fic congesUon, govern n1ents can use ,quantity 
controls (or :regulation}, including in the extreme;, proh ibition of the externaHty. 
Govern1nents ea n also tax the po Huter. :Regu]ation directly influences the quantity 
of the externaHty that a firm or household can generate. By contrast taxation adjusts 
tl1e 1narket price at which a good is sold and creates an incentive, f1or less of the 
negativ,e ex·ternaHty to be generated. 

And just as governinents discourage the production of n1egative externalities.] in 
111uch the san11e way they try to encourage thie production of positive externalities. 
As \Vith negative externalities the government can choose to regulate and/or to try 
to change the prices of goods and activities that yield externa] benefits+ In the latter 
case,, subsidi1es rather than taxes are used to encourage, production and consun1ption. 
These governtnent poUcies are fnHy explained i.n 1Cha.pter 13. 

EXTJEN,SION MATER,IAL 

At A21 but not at AS, in the context of market failure, students are required to m ow abou1 property rights. A. property 
right is the exclusive right to determine how a resource such as land is used. Extreme f ree-market economists argue thatt 
if property rights can be traded freely in markets, there is no need for government intervention in markets through the use 
of taxes, subsidies and public provision; and likewise there, is no case for reguta.ting markets. 

Unit 1 Markets and market failure 



In 1960 Professor Ronald 1Coase used the example of sparks discharged by the wood-burning locomotives passing 
through farmers' fie!ds in n ineteenth-century America to make this argument. A passing train llets off sparks which burn 
farmers' crops. To prevent this happening, the law could require the trains to buy and install spark catchers to prevent 
these fires. H1owever. if that is expensiv,e (i,.e. more than the value of the burned crops), the railway companies may decide 
to pay the farmers for the damage done to the ,crops. By contrast. if instead the railway companies have the legal right 
to emit sparks1 the farmers may decide to put up with burned crops or (If that is too expensive) they could pay the train 
companies to put on spark catchers. The problem of harmfu~ externalities is dealt with through decisions to trade or n,ot 
trade die property right en1iUements. of farmers and 1railway companies. As long as legal property rights exist and can be 
traded in markets, there is no need for government ~ntervention other than to maintain the law. 

A privat,e good, such as a car. rs excludable and rival. 

A public good. such as national defence~ is non-excludable and non-rival. 
In the case of a publjc good, people freeeride by benefiting without paying1 for the good. 
In the case of a public •ba.d', such as garbage, peopfe freearide by dumping it on oth1ers 

{e.g. by fly-tipping). 

A negative externality (external cost), such as poUution, is a pubUc 1bad dumped on others. 
A positive externality (external benefit), such as a beautiful view, is a publfc good that 

benefits others. 
The margin refers to the last unit undertaken of an activity. 

Private benefit maximisation occurs when MPG = MPB. 
Social benefit maximisation occurs when MSC = MSB. 
When an activity gcenerates only negative externalities. MSC > MPG aind the socially optinral 
fevel of 'the ac1:ivity rs less 1han the· privately optimal level. 
When an acbvity generates only positive externalities~ MSB > MPB and th,e socially optima.I 

fevel of the activity is greater u,an the privat~y optimal level. 
Governm,ents use regulations. including prohibition. and taxation to prevent or reduce 

production of negative exterinal itres. 
Governm,ents use regulations~ incliuding compulsory consumption, and subsidtes to 
enforce or encourage production of positive externalities. 

Exam-style questions 

1 With examples, explain the dffferenoe between a pure and a non-pure public goc:d. 

2 With -examples~ explain the d~fference between positive and negative external ittes. 

3 Do you agree that gover11ments should ~n all circumstances provide public goods? Justify your answer. 

4 EwJuate different forms of government intervention to deal with the problems caused by negative 

extemalitiies. 

- - -

(12 l"narks) 

(12 marks} 

{25 marks) 

{25 marks) 
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Merit goods and demerit 
goods 

Chapter 10 explained how 111arket failure occurs wh 1en externaflties are produoed by 
irms, households and, indeed, the government. A negative extemality causes too 
much of an activity to be und1ertaken, whil'e conversely a positive externallty leads 
to the opposite outcome: namelyJ too littie of the activity. Thfs chapter deve~ops 
tl1e analysis of externalltles, show1ing how consumption of a demerit good such as 
tobacco harms both the stnoker and other people who breathe the tobacco fumes 
while consumption of a merit good such as heafthcare beneffl:s both the patient and 
the wider community. 
••••• •••••• •••••• •••• •••• ••••••••••••••• a •a• • •••••••••••• • •••••• • •••••••••~••• • ••• •••• •••••• ••••• ••• ~••• • 
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This chapter will: 
explain the difference between a merit ,good and a public good 
distinguish between a merit good and a demerit good 
expfa.in how externali,t ies lead to market failure in the case of merit and demerit goods 
use marginal anal,ysis to illustrate how externalities lead to market failure 

• introduce information problems to explain under-consumption of merit ,goods and over­

consumption of demerit goods 
explain the importance of value judgement when deciding whether a good is a merit or 
demerit good 

The dlff ere nee between a merit 
good and a pub le good 

Chapter 11 

Students of tien confuse merit goods with public goods, Jarge ]y because, both 
type . of good are of ten provided by the statej with the provision funded through 
the tax system. Indeed, both merit goods and pub]ic goods provide examples of 
governn1ent goods, which were defined [n the pre,vious chapter. 

EXAM TIP 

However, 111.erit goods a 1r,e not the same as public goods. As we saw in the 
last chapter, public goods are deftn1ed by two characteristics: they are non­
exclud able and non~din1inishab]e~ B,ecaus,e of these characteris·tics, a n1arket 
may faH to provide a pure public good such as. national defence. By contrast. 
markets can and do provide 111erit goods such as healthcare and education, but 
arguab]yl they under-provide. WhUe public goods can result in a n1iss[ng n1arket 
or complete market failure, 1nerit goods (and also their opposite; de1ne,rH goods) 
lead to partial market failure. As goods s uch as private healthcare and private 
educa1 i.on clearly show, n1arkets provide merit goods, but they provide the 'w rongl' 
quantity. Likewise, markets provide de1nerit goods such as tobacco, alcoholic 
drink a.nd hard drugs such as cocaine, but. by over-providi ngJ they again provide 
the 'wrong"" quantity. 

Unit 1 Markets and market failure 

Make sure you don't 
confuse merit goods 
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Healthcare is 
a mierit good 

Merit goods. demerit goods 
and externalities 
A m ril uod , such as education or 
healthcare,. js a good or service for which the 
social benefits of consumption enjoyed by the 
whole co1nmunity exceed the privat,e benefits 
received by the consumer. Consumption by an 
individua] produces positive externalities that 
benefit the w ider con1Jlnunity~ 

As theiJ na ]ne suggests~ demerit good are 
the opposit,e of merit goods. The social cos·ts 

KEY TERMS 

den erit good: a good, such as 
tobacco. for whrch the social cos1s 
of consumption exceed the private 
costs. 

merit good: a g,ood. such as 
heafthcar,e. for which the social 
benefits of consumption exceed 
the private benefits. 

to tbe whole community which. result from the consumption of a dem,exit good,. 
such as tobacco or alcohol~ exceed t]1e private costs incurred by the consun1er~ 
This is because consumption by an individual produces negative externalities H1at 
harn1 the wider co1n1nunity. The pr1vate cost can be rneasured by the money· cost 
of pure ha sing the goodJ to get her with any hea 1th damage suffered by the person 
consuming the good. But the socia·1 costs of consu1npti1on also include the cost of the 
negative externalities. 

EXA,M TIIP 
---

Many exam candidates assert that any good tha1 is 'g,ood for you 
1 

is a merit good. Thfs 
assertion is wrong. 
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Merit goods and demerit goods 

Exa 1mpl,es of merit goods 
Education and healthcare are the best~known 1examplrc~s of m.erit goods. Howeverl! 
111.any goods can be classified as n1erit goods, though you must avoi.d tbe te1n.ptaUon 
that 1nany s'tudents succumb to, to define any good that is Lgood for yout as a mierit 
good. Most consumer goods are good for you.,, but econo1nists don~t classify them as 
m.erit goods. Besides education and healthcare other exa111ples of merit goods are 
car seat belts, crash hehn1ets, public parks and muse1uns. 

CASE STUDY 11.1 

Muse 1ms as meri goods 
Museums perform the important cultural function of 
conservfng] interpreting, researching and dispiaying 
heritage. Museums have, a mix of ownership patterns~ 
For exampfe, over 40% of UK museums are ,governed by 
public authorities, w irth 1he rest privately owned, m,os11y on 
a non-profit basis. Museums cover a very wide range of 

institutions of varying size and reputation, ranging from 
i nternatio1nal ly renowned i nstirtutio ns such as the British 
Museum to a very large number of re~aUvely small, often 
locally focused museums. 

The funding of museums remains a source of 
considerabl 1e debate. Government subsidy or provision 

Follow-up questions 

may be, justified on the basis that n1useums generate 
external benefits: for example, knowledge acquired by a 
visitor may be passed on to others. 1Mus,eum·s may also 
be regarded as m,erit goods, generating a better-educated 
and informed public and coUective· pride. 

Government subsidy of museums may also be justified 

on the ground tha1 a welfare-optimising price~ based on 
marginal cost, would be near to zero. but this would not 

ensure financial viability. The case against govemm1ent 
subsidy is that it may encourage inefficiencyr lead to 
g,overnment fai ture and favour the well~off. 

1 Do you agree that a museum is a msrit good? Justify your answer. 

2 Some argue·that it entry to museums is freei peopfe wrn not value what museums have to offer. Explain why you 

agree or disagree. 

How positive consu 1mp1ti101n externall1iti,es llea1d to 
un 1der-,co,nsumption 0 1f a 1merit goo,d 
As just noted1 consumption of n1erit goods such as education or heallhcare produces 
posit ive exte,rnaUties which benefit the whole, con1munity. As a resu]t~ the social 
benefit of consun1plion exceeds the private benefit enjoyed by the consun1er. The 
co1nmunity benefits from an educat,ed (and civilised) population) and a healthy 
population means there a.re fe,we-r pe·ople to catch diseases from. 

As Figure 11.1 shows when education is avaHable only through the n1arket at prices 
unadjusted by subsidy too Httle of the n1erit good ends up being consun1ed.~ Many 
people (especiaUy the poor) end up uneducated~ or at least relatively uneducated~ 
The privately optimal Ie,v1e1 of consu1npt ion is Q1J where MPC = MPB. But fl1is is 
below the sociaUy optimal level of consumption, rQ2, locatred wh,er,e MSC = MSB'. 

Free-n1a.rket provision of n1erit goods therefore leads to under~constunptionl and 
hence to under-production . In a free 1narket, too few scarce reso1urces are used to 
produce :m1erit goods. 

Unit 1 Markets and market failure 
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How negative e,xt1ernalitiies l1ead to ov1er-consumption 
of a demerit good 
Consu1nption of a demerit good such as tobacco leads to a situation in which the 
n1arginal social benefit (MSB) of the whole comn1unity is less than the n1arg1nal 

private benefit (MPB) of the person consurning the den1erit good~ Private cost can 
be measured by the money cost of purchasing the good, together with any health 
da111age suffered by the person consum ing the good~ However, the social costs 
of consun1ption include the costs of da1nage and injury infJicted on other peop]e~ 
resulting, f,or example·, from passive smoking and road accidents caused by drunken 
drivers. Also included are the costs iu1posed on other people through taxation to pay 
for tile care of v ictin1s of tobacco- and alcoho[-rela.ted diseases. 

EXAM TIIP 

Make sure you don't confuse a demerit good with an economic 'bad\ which was expla~ned 
in the previous chapter. When consumed, a ibad' yields disuti1ity1 wheff1eas a demerit good 
provides utility ·to the consumer, at least in the short run. 

In the salne way as the cons un1ption of 1nerit goods generates pos i.tive externa Uties 
\Nhich benefit the wider re0im111unity .. the consu mption of de1nerit goods leads t,o 

tbe dumping of negative externalities on others. Figure 11.2 shows that too much 
of a de1nerit good is consun1ed when bought at rnark,et prices. At ]east in the short 
ter1n, the privately opthnal ]eve] of consumption i. s Q1, where MFC = MPB. This i.s 
greater than the sociaUy optimal ]eve! of consu1nption.1 Q1

2 , located where MSC = 

MSB. Free,-1narket provision of den1eri.t goods therefore leads to over-consun1ption, 
and hence over-production. In a free n1arket1 too n1any scarce resources are used to 
pra,duce demerit goods. It is in1portant to re1ne1nber that smokers generate negative 
consumption externalities., such as the smoke breathed in by passive sn1okers \i\/ho 
don't enjoy tbe fun1e,s they inhale. In Figu re, 11~2, the 1nargina[ social benefit (MSB) 

curve of Lhe whole ci0n11nunity lies below the marginal private benefit (MPB) curve 
of the smokers themselves., with the distance betw1een the two curv1es showing the 
negative externality . 
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Figure 11 ~2 indicates that so1ne sinoking .is socially optimal. There may:, of course be 
more extren1e situations in which the social costs resulting f roin the con sun1ption 
of de1nerit goods ar,e so seve,re that the good should be bann,ed. But,, because of 
the addictive or habit-forming nature of the consumption of demerit goods such 
as heroin and cocaine, attempts to ban their us,e are often count,erproductive·. 
Consun1ption is not aboHshed; the n1arket is simply driven underground. Indeed, 
the socia1 costs of cons u1nption in an i Jlega l and completie]y unregulated n1ark:et 
may well exceed the social costs occurring wl1en consu1nption is legal but closely 
regulated. Because of thjs, as will be e,xplained in Chapter 13, gove,rnments 
often prefer to discourage or lin1U consumption of de1nerU goods by taxati.on and 
regulations which stop sbort of an outright ban. Examples include spatial limits 
on where the den1erit good can lega.Hy be, consumed: for ,example no-smokb1g 
areas and licensed pre111ises for the sale of a lcohol,. r,estrictions on young people 
consuming the goodt and Un1its on tin1es of day when alcohol can be consun1ed 
in a public place·. 

Exampl,es of deme,rit goods 

CASE STUDY 11.2 

Smoking yours If 'fit' 
Strang,e as it seems, early cigarette ads, such as the 
Kensitas ad from 19291. 0He11 boasted the 'health benefitsm 
of smoking, claiming 'r-elief far asthma, ·wheezing, hay 
fever and obesity. In 1946 the American tobacco company 
Camel ran a series of adverts claiming that Camel were the 
idoct,or1s choice·. 

By the i 960s, research began to link sm,oking to 
cancer. ·worldwide, tobacoo use causes more than 

5 million deaths per year, and current trends show that 
tobacco use will cause more than 8 million deaths 
annually by 2030, large1ythrough the growth of smoking in 
developing countries .. 

- - -
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1929 Kensitas magazine advert ('l,eft) and 1946 Camels magazine advert (right) 

Foll1ow-up quest ions 
1 Most economists agree that tobacco, is a demerit good. Why is this so? 
2 Why do govemmen1s ,jn oountrres such as the UK and USA now ban advertisements like these? 

Cigarett,es,. and other tobacco products, and alcoholic drink ar,e the two best-known 
examples of d,en1erit goods. These days, gov1ernn11ents in countries such as the UK 
either ban tobacco and drinks advertising1> or severely regulate what the adverts 
can show .. This has not always been the case .. as the exa1nples of ad verUsements for 
Kensitas and Caine] eigar,ettes demonstrate. 

Tobacco and drinks companies ·want to 1nak,e their products appealing to young 
people possibly in the hope that [f teenagers de,v,e]op the habi't, thiey wnl be hooked 
on cigarettes and alcohol for the rest oft heir Hves. To combat claims that the industry 
has been acting in an irresponsible way7 the UK firms that produce alcoholic drinks 
have set up a pubUc relations organisation, the Portman Group" to n1onitor adverts 
that inight bring th e drinks industry into disrepute. Here is an exan1p]e of a recent 
drinks .adv,ert that was bannedJ n ,ot directly by the Portman GroupJ but by a local 
Trading Standards office .. 
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Merit goods and demerit goods 

CASE STUDY 11.31 

Scratch-off label 'too sexy' fo UK 
Bottles of a Belgian 1lag,er whose labels showed a 
young lady wearing a swimsuit that could be scra1ched 
off have been banned in fhe UK. The 'Rubbel Sexy 
Lag,er' product breached the Portman 1Group1s Code of 
Practice on the Naming, Packaging and Promotion of 
Alcoholic Drinks. 

The Chief Executive of the Portman Group said: ·some 
people might think this is harmless fiuri but there is a serio1us 
issue invo!ved. Drinking excessively can affect people's 
judgement and behaviour; leading 10 them er1gaging· 'in 
activiity which they later regret. Our Code drsallows drinks 
marketing being linked to sexual success.' 

Follow-up ,question 
ls self-regulation, by organisations suoh as the Portman Group, the best way of limiting consumption of a demerit good? 

Just~fy your answer. 

Merit an1d demerit goods and 
the nformation p oblem 
Some economists argue that unde,r-consumption of merit goods and 
over-ronsu1nption of den1erit goods stenis not so 1nuch fro1n the 
externalities that consu1nption generates:, but fro]n an h1forma i n 
problen1. Many people becon1e addicted to de1nerit goods in their 
teenage years. Because of peer-group pressure and related factors 
teenagers are heav Hy influenced by factors relating to1 Hfestyle 
and pe·rsonal circumstances,, while at th,e1 same time ignoring1 

downplaying or being myopic about how their a.ddlictions 1nay affect 
thetn Inany years ahead. 

KEY TERM 

information problem: this occurs 
when people rmake wrong decisions 
because they don't possess or they 

ignore refevant information. Very 
often they are myopic (shorfas ighted} 

about the future. 

For a 1ne1 it good the long-terr11 prlvate benefit of consw11ption exce,eds the short-te17n 

private benefit. But when deciding how n1uch to consun1e~ individuals take account 
oif sho11-term costs and benefits1 but jgnore or undervalue tl1e long-term private cost 
and benefit. Preven.taHve dentistry provides a good exan1ple. Many peopJe ignore 
the long-tern1 benefit of dental check-ups~ and decide~ because of the short-te1111 
unpleasantness oif lhe experienceJ not tai consu1ne the service~ Unfortunately1 these 
people can end up later in life with rotten teeth or gun1 disease,] saying: 'If only ] had 
visited the dentist n1ore often when [ was younger.' 

In th 1e case, of de1nerit goods, [t is the long-run private costs rather than the long-run 
pr1vate beneftts tha'l are significant. For a deinerit good, the long-term private cost 
of consumption exceeds the short-term private cost of consu1nption. A pers,on who 
started s1noking at a young age n1ay regret the decision later in life ,iVhen affected by 
a smoking-re,]ated illness. But when a person starts to sn1oke and gradually becomes 
addicted to tobacco, private costs that will only appear 1nany years into the fu ture 
are often ignor1ed. Even if we ignore externalities, the [nformation pr,oblem means 
that a dem,erit good is likely to be over-consu1ned. 
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Merit goods. demerit goods and 
value judgements 
The left-hand and rigl1t-handl columns of Table ] 1.1 list a number of goods that 
are accepted by most people as clear-cut exan1ples of merit goods or den1erit 
goods .. However, f1or the goods Listed in the rniddle panel - for exarnp]e, 
contraereption - the position is le1ss clear. Because people hav1e different values 
and ethics f often re.late·d to th1eir :religions],, contracept]on is view,ed by some 
people as a merit good, but by othe1 s as a den1erit good. Whether a good is 
classified as a merit good ,or a den1erit good, or indeed as neither, thus d.epends 
crucially on the value judgen1ents of the person making thie classification. This 
prov[des an in1por.tant exainple of the distinction between positi e stateme ts 
and normative statements; a distinction first explained in 1Chapter 1 .. A positive 
statement is a statiement of fact or a 
s taten1en t that can be tested to s1ee if it is 
right or wrong. For example) state1nents 
chat the earth is round and that 'tile 
earth is flat are both positiv,e, state111ents, 
c hough scientific evide,nce shows t hat the 
second statement is wrong. By contrast, 
a normative statement is a statement of 
opinion, involving a va lue judgement. 
Thus, statement tl1at the earth ought to 
be flat is normative. 

Table 11.1 Merit and demer.it goods, and less clear-cut cases 

KEY TERMS 

normative statement: 

a statement of opinron based on 
a value judgement. 

positive statement: a statement 
of fact; or one that can be 
sctentmcaHy tested. 

Merit goods I Merit or demerit goods? Demerit goods 

Education Contraception -Healthcare (e.g. vaccination , Abortion 
preventative· denta~ care, AIDS testing) 

Crash helmets Sterillsation 

Car seat belts 
• 

Museums and pub He parks 

Government policy towards merit 
and demerit go,ods 

: Tobacco 

Alcoho! 

Narcotic drugs., such as h:eroin 
and crack cocaine 

Pornography 

Prostitut ion 

A.s in other situations in which positive externaUties occur govern1n ,ents can use 
re.gulation (including 1naking consumption co1npulsory), subsidy or both to enforce 
or encourage consumption of merit goods. Likewise, governments can use regulation 
(including n1aking consu1nption i1legal) , taxation or both to prevent or discoura ge 
consumption of deu1erit goods. These, governn1ent policies are fully explained in 
Chapter 13. 
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Merit goods and demerit goods 

Vaccination as a merit good 
Vaccination, which js a form of healthcare, is listed as a merit good in Table 11.] . But 
as weH as be,ing a Inerit good in the conventional siense, vaccination also illustrates 
the freeerider problem, which I explained in the previous chapter in the context 
of public g1oods. suppose for a serious infecttous disease, vaccination is 100% 
effective in preventing peopl1e catching the dise,ase. The vaccination has no ad verse 
side-effects , but the 111arket price of vaccination is £50. The disease is contagious 
and spreads rapidly through the country if a significant nun1ber of people in the 
pop uiation cl1oose to remaht unvaccinated~ Given this information, we might 
conclude that eve,rybody chooses to purchase vaccination. for th,emselves and for 
their children, believing it is weU worth spending £50 for complete protection fron1 
a contagious disease. 

However, son1e people n1ay choose to remain unvaccinated. This is because for each 
individual, the best possible solution is to remain unvaccinated - provided e,v,etyone 
else chooses vaccination. In this way~ the person saves .£50 and free-rides on the r,est 
of the co1nn111nity. If everyone else is vaccinated, there is nobody fron1 whon1 to catch 
the disease. H.owever, other people w iU make theh· choices in exactly the same way., 
and [f too 1nany people choose to fr,ee-ride 1 the 'best solution1 for the 1ndivjdual breaks 
down. Vaccination beco1nes under-consun1ed and an epiden1ic occurs. Therefore 
it n1akes sense to subsidise the provision of vaccination,, and possibly to make it 
con1pulsory; to ensure that everyone, benefits f ron1 tl1,e merit good. 

'Think about how y,ou could apply the ana]ysis of vaccination as a merit good to help 
explain why a measles outbreak occurred in 2013, pa1 ticularly in south Wales. Did 
some parents d,e,cjde not to vaccinate their ch.ildren because they chose, to ''free-ride·', 
o,r were they sc red that the vaccination was unsafe? 

Merit goods and unce tainty , moral hazard 
and a1dverse sele,ct on 
·on.certainty about future long-term beneJits and costs contributes to undeT­
consu111pUon of merit goods. For exam ple,1 a person usually does not know in adva nee 
when if ever the services of a speciaHst surgeon 1night be needed. Sudden illness 
may lead to a situation in which a pers,on cannot afford to pay for costly surgery; if 
provide·d solely through a conventional n1ar~et. One 1narket-or ientated solution is 
for private ·medical insurance to pay for the cost of treatn1ent at the time when it is 
needed~ However private m1edical insurance often. faHs to pay fo,r tr1ea.tment for the 
chronicaHy i]l or for the poor. Private insurance ·may also fail to provide med ica] 
care for risk-takers in society who decide not to buy insurance,, ,as distinct fron1 rh,k­
averter , who are always the most ready custo1ners for insurance~ 

----

IEXA,M TIP 

You donJt need to know about morar hazard and adverse selection at AS. However~ 
understanding these concepts can add depth to an AS answer on ment goods. 
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Like all private insurance sche1nes7 healthcare insurance suffers from two rurther 
problen1.sJ both of which lead to 1narket failure. These are the problems of rnoral 
hazard and adverse selection. Mora l hazard is den1onstrated by the tendency of 
people covered by health insurance to be less careful about their he.a]th because 
they know tl1at the insuranoe con1 pany w Ul p ick up the bi]l in tl1e event of accident 
or illness~ .Adverse sele,ction relates to the fact that people whosie health risks are 
greatest are also the people 1nost likely to try to buy insurance policies~ Insurance 
companies react by refusing to seH health polici,es to thos,e who 1nost need private 
heal.th ].nsu rance. For those to w hon1 they do seH policies, pren1iun1 levels a re set 
sufficiently high to enable the con1panies to ren1ain profitab]e when settling the 
claims of customers fac ing 1noral hazard or who have been adversely select:ed. 

Public collective provi io11, perhaps ,organised by private sector companies but 
gua ra nteed by the state, a nd funded by compulsory insurance., m.a.y be a better 
so]ut[on. Both private and public co11ective provision sch em 1es are a response to the 
fact that the den1and or need for 111edica] care is 1nuch 1nore predictable for a large 
group o,f p,eople than f1or an indliv iduaL 

Afong with public goods, merit goods such as education are often pro~ided by governments. 
Although both are often government goods a ·merit good should not be confused with a 
public good. 
A merit good is a good that yields positive external irt~es that benefit the wider oommu n ity. 
The pr~vately optimal level of consumption of a merit good where MPG = MPB is less than 
the socially optimaJ leve1 wher,e MSC = MS8. 

A demerit good is a good that yields negative externalities ihat harm the wider community. 
The privately optimal level of oonsumption of a demerit good where MPC = MPB is greater 

than the social ly optimal lev,e1 where MSC = MSB. 
lnformaiion problems also contribute to under-consumption of merit goods and over­

consumption of demerit goods,. 
Governments encourage consumption 0 1f merit goods through state provjsian and subsidy. 
Governments discourage consumption of dernerit goods through regulation and taxati,on. 

Private provision of a merit good such as healthcare may be affected by moral hazard and 
adverse selec1ion. 

Exam-styl'e qu stions 

1 With examples,, explain the differ,ence between a mertt good and a public good. 

2 Expl:ain tw:01 policies a government can use to, promote ·the op1imat level of consumption 

of a demerit good. 

3 Do you agree that peqple should be !left to the~r own devices to ,choose how much of a merit 

g:ood to oonsum.e? Justify your answer. 

4 Evaluate the view that if merit goods are provided free by the statej the socially optlmal level 
of consumption ~s always achieved. 

(12 marks} 

(12 marks) 

(25 marks) 

{25 marks) 
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Much of the earller part of this book focused on how scarce rBsources are allocated 
between di1ferent uses by the forces of supply and demand in tl1e competiti1ve markets 

that were assumed to make up the ,economy. This chapter switches tl1e focus away from 
competitive markets to 1monopoty. examining the extent to which monopoly is a market 
faillure, together wit1h circumstances in which monopoly may improve resource aJllocat1on. 
TI1e chapter also surveys two other possible causes of market failure: the immobility of 
factors of production and Inequalities in the d1istribution of income and wealth. 

~······· ····················~·············~········ ···················~··········································· 

This chapter win: 
define monopoly and provide examples of monopoly 
survey the causes of monopoly and market ooncentraiion 
expfain how 'monopoly may !ead to market failure and resource misalfocation 
explain the poiential benefits of monopoly,, including economies of scale 

• examine causes of immobility of factors of production 

consider whether income and weatth inequalities lead to market failure 

The meaning of monopoly 

KEY TE1RMS, 

Chapter 12 

Econon1ists use the word monopoly .in twu rather diff er,ent ways, jn 
term.s of a strict deft nition and in ter1ns of a ra,ther looser deft niUon. 
The stric t definition refers to pure m nop ly which occu rs w11en a 
single fi r1n produces the whole of the output of a 1narket or a pure 
111onopolist faces no competition at all ,. since there are, no other firni,s 

to comp,ete against. The looser definition refers to a n1arket in which 
there is a dominant firin j but Lhere are also so1ne other fi rn1s in the 
market . According to this second meaning} monopoly is a relative 

monopoly: a market dominated 
by one frm1. 

pure monopoly: one firm only in 

a market. 

rathe,r than an absolute concept. 

An effective tnonopoly must be able to exclude rivals fron1 the n1a rket th rough 
barr iers to entry. However even when a firn1 is a n1onopo]y producer of a particular 
good or service} tbe n1onopaly position is weak if close substitutes exist produced 
by other firms in other industries. The closer t he· substitutes available the weaker 
the n1onopoly posit[on . A monopoly is therefore strongest when U produces an 
essential good ·Car which there are no substitutes - or when dema nd is relatively 
inelas1ic. 

Exampl,es of mo,nopoly 
The US co1npany Mlcriosoft provide·s a very good exam.pie of a tnonop1oly in the 
second looser, meaning of the word. Microsoft is the dominant producer in both 

Unit 1 Markets and market failure 
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CASE ST·UDY 1,2.1 

the US and t11e world inarkets of personal co1nputer operating systems. Microsoft is 
also the largest producer of con1puter software applications. Its products, Word and 
Excel, don1inate the word processor and spreadsheet n1arkets. However .a ]though 
Microsoft controls over 90% of lhe PC operating syst1em 1narket, it faces some 
co]npetit[on: for example.) fro1n Linux and Apple. 

Pure monopolies, by contrast are extre·]nely rare. UsuaHy pu1 e monopoly exists only 
when a government outlaws competition. Until about 20 years ago> nationalised 
industri1es (industries owned by the state) were 111ore or less pure n1onop0Hes~ 
Haiwev,er this is no longer the case,. as an the previously nationalised industries 
such as British 1Gas and .BT, hav,e, been privatised and exposed to competition. The 

Dutch company TNT now competes with Royal Mail in deUveri.ng first class n1an 
and the Royal Man itself was privatised in 2013~ Hr0wever, the water industry which 
was privatised more than 15 years .ago, continues to provide a good exan1ple of a 
pur1e monopoly. For n1any people, bottled water provides the only substitute to t he 
tap water sold to you by a n1onop0r]y water con1pany. 

othing lasts forever 
There was a t in1e in the 1990s and early 2000s when 
Microsoft ·was at least as dominant as Appl'e now is 11n ICT 
markets. These days, M i·crosoft ~s stiH around, but actually 

ifs an ailing giant - profitabfe but no longer innovative, 
trying (and so far faili ng)i to get a foo~hold j n the post-PC, 
mobilel c loud-based world. The same could be said for 

Kodak. The company's monopoly position in the camera 
and photographic 1Hm industry had disappeared under the 
onslaught of digital techno!ogiy. 

Apple1s current strength is that it makes iPodsl iPhones 
and iPads that people· are desperate to buy and o,n which 
the company makes huge profits. But the logic of the 
ICT hardwar,e business is that those profits willl decline 
as the competition increases. so Apple wiil I become fess 
profitable over the l,onger ·term. What wil I detem,ine, Apple's 
future is whether it can come up with new, market-creating 
pro-ducts .. If the company fai ls to do this, Apple may become 
a fooin ote· in history. Just 'I ike Microsoft, in fact. 

FoUrow-up quesUons 
1 Expfain how the passage illustrates lhow deve'lopments in technoiogy erode monopoly power. 
2 Identify two similar examples of companies whose· monopo~ power has been eroded in this way. 

·11s 

Natural mon1opo1ly 
In th,e past~ util Hy h1dustrie· such as water, 
gas e]ectricity and the telephone industries 
were regarded as natural monopolies. 
Because of the nature of th.eir product, utility 
industrles experience a particu]ar n1a rketing 
problem. The industries produce a service that 
is delivered through a distribution network or 
grid of pipes or cables into miHions of separate 
businesses and ho1nes. Competition in the 

KEY TERMS, 

natural monopoly: a market in 
whtch there is only room for one 
firm benefiting to the full from 
economies nf ,cale. 

u· ~lity industry: an irdustry. such 
as the post, whioh detivers Its seNioo 
to m16ons of separate customers. 

provision of distribution grids is extremely wasteful., since it requires the duplication 
of fixed capacity1 therefore causing each supplier to incur unnecessarHy high fixed 
costs or overheads. Until quite r1ecently, utility industries were generally monopoHes~ 
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Monopoly and other market fai lures 

However, governments had to choose whether utilities should be pubHcly owned 
n1.onop0Hes ~e.g. nat]onalised industries}. or privately owned 111onopolies., possibly 
subject to pubHc regulation. For historica] reasons untiJ the 1980s 1nost UI< utiUty 
industries were nationalised industries. In the 1980s and early 1990s, utilities such 
as the Britisl1 Gas Corporation and .BT ·were privatised, becoming privately ow·ned 
uti.lities. ln1m·ediately f o]lowing privat jsation, they ren1ai ned n1onopol ies, protected 
fron1 co1npetition? though subject to a certain .a1nount of state regulation~ for 
example, Ofcom regulating British Telecon1 (BT). 

CASE STUDY 12.2: 

Privatising Royal Mail and opening the busin ss up to competition 
In 2013 the government intends to sell ·off the Royal Mail 
prompting1 fears that people in rural and remote areas 

could end up having to pay more tor deliveries. The Royal 
Mail's universal service, obligation currently prevents tht1s. 

A cross-party group of MPs has called on the UK 
glovernment to guarantee that any moves to privatise 
Royal Ma1il and introduc,e more competitrron will not 
mean the end of standard postal charges throughout 
the country:. Opponents of pnvatisat~on believe that new 
competitors will ~cherry pick~ customers .• leaving the 
Royal Mail with the job of providing a universal senAce to 
unprofitable customers. 

Follow-up questions 

To introduce more· compe1itio.n, privately owned TNT 
is currently triaUing 1end-1o-end' mail deliv,ery in west 
London. Ptieviously an (y Royal Mail 'pos1ies1 delivered1 
letters over the lfinaJ mile• to their eventual destinations. 
If successful~ 1end-to-end1 competition wm eventually be 
introduced throughout the UK. 

Competition in delivery - the '~inal mile,' - lhas been 

slow to develop. due mainly to the difficulty of competing 
with Royal Mail's economies of scale. Because of its 
universal service obligation, the Royal Mail also, enjoys 
VAT exemptions which mean it can charge 20o/o tess 
than rwals. 

1 Explain the meaning of the underlined terms: 1universaJ servtce\ lprivatisation\ •cherry ptok' and 1economies 

of scale" 
2 Why is it difficutt to expose the R.oyal Mail to competition in delivering 'letters over the rfinal mile': that is, 10 peop~e's 

front doors? 

10ther 1causes o.f rnono1p 101ly 
Geographi,cal ca:uses o,f mo.nopoly 
A pure natural n10,nopoly would be rather different from th1e natura1 monopolies 
described in H1e previous S1ection, occurring when for climatic or geologica] 
reasons a particular country or location is th1e on1y source of supply of a raw 
n1ateria.l or foodstufL Monopolies of this type are quite rare but geographical or 
spatial factors quite con1monly give rise to another type of monopo]y. Consider 
the case of a sing}e grocery store [n an isolated village, or of a pe·trol company 
that owns all the ]and around a busy road junction on which it has built a fi1ling 
sta lion. ]n the fair in er cas,e, entry to the market by a second store .is restricted by 
the fact that the local niarket is too smalt while in the second example the oil 
con1pany uses private property rights to exclude in1n1ediate co1npetition~ In both 
these exan1p1es~ no 1nonopo]y ,exists in an absolute sense, since tlle villagers can 
trave] to the nearest town to buy their groce'l"i es, or 111otorists can drive on to 
the next convenient filling station. Nevertheless, the grocery store and the petro] 
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Village shops 
' exercise· 

co nsiderabJ e 
market power 

station stiH exercise considerab]e inarket power stemn1ing from the fact that for 
n1any villagers and [notorists it is both costly and inconvenient to shop elsewhere. 
Prices charged are likely to be higher than they would be if co111petition existed in 
the immediate neighbourhood. 

Economjes 1of scale 
M:.any n1anuf.actur[ng jndustries - for example, 
the a ire raft building industry - benefit f rain 
economies of large-sea.le prodluction. However, 
the size of the national market and [n extre1ne 
cases the wor]d n1.arket Hmits the nun1ber 
of firms that can coexist in an industry and 
continue to benefit f ro1n full ,economies of 

KEYT'ERM 

economy of scale: falling average 
or unit costs as a firm incMases its 
size· or sca1e {see Chapter 8). 

sca]e. Eco11omies of scale thus help to explain the exi.stence of a natura] 1nonopoly, 
which occurs when there is room in the n1arket for on]y one firin benefiting from 
fuH economies of scale. 

GoViernm,ent-cre·ate,d monopolies 
G,overn.ments sometimes create monopoly in industries other than utHity industries or 
natural 1nonopolies. ln the UK, industries such as coat, rail and st,eel were nationalised 
[n the 1940s by a Labour govern1nent and tu rned into state-owned monopolies .. At 

the time; the Labour govern1nent believed on the one hand that these indusu·ies were 
thie commanding he[ghts of the economy] and were essential for the well-being and 
p]anning of the whole econon1y. At the sa1ne timeJ the goveinm,ent b1eHeved that~ 
on the other hand, state ownership was required for the industties to operate in the 
public interest, rather than in the narr1ow,er interest of their previous private owners. 
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In other instances~ government may deliberately create a private n1onopoly. 
Exa111ples include the granting of a bJroadcasHng franchise to a comn1ercial tel,evision 
co1npany or a gan1bHng franchise to a casino. Both these are exa1nples of the state 
using monopoly to regulate the consumption 1of a good or service. State monopolies 
can 1ensure standards of supply of 1nerlt goods such as pubHc serviee broadcasting~ 
or prevent t be worst excesses of con sun1.ption of a d en1erit good such as gan1bJ ing~ 

Pal1ent law provides another example of gov,ernn1ent ~created n1onopoly. Patents and 
other for111s of b1tellectual copyright give businesses,, writers and n1uslcians exclusive 
right to innovations or creative work (such as a novel or a piece of music) for several 
years1 though the right may be difficult or impossible to enforce,. 

Con1trol of ma,rket ,outlets a:nd ra·w materials 
Fir1ns n1ay try to obta]n exclusive control over market outlets in order to deny 
access to their competUors. UK exan1ples have· included oil co1Tipa.nies buying 
up garages and petrol stationsj, and breweries acquiring pubHc houses. In a 
similar way1 firms may obtain exclusiv,e control ove,r sources of raw materials or 
compon,ents for their products, starving their competitors of a source of supply or 
charging artificial1y high prices~ 

Advertising as ,a barrier to entry 
MonopoHes a.nd other large fir[ns can prevent sn1all .fir1ns entering the n1arke t 
with devices such as saturation adverUsing .. The s1nall firu1s are unable to enter 
the industry because they cannot afford the n1i.nin1u 1n llevel of advertising 

and 1other forn1s of pron1otion for their goods which are necessary 'to persuade 
retailers to stock their products. The mass-advertising, bra.nd-iinaging and 
other 1narketing strategies of large established firms eff1ectively crowd-out the 
newconiers fron1 the 1narket place. 

How monopoly may lead to market failure and 
resource misallocat·on 
Figure 12 .1 ill us tra tes how a monop 1oly tnay lead to n1a.rk,et fail ur,e~ If the n1a rket 
is co1npetitive;t all the firms in the 1narket p1·oduce output Qi, which they sell at 
price P1~ Suppose a n1onopoly now replaces the co1npetttive firms. The n1onopoly 
uses its market power to restrict output to Q1

2 and to l1ike the price up to P2 . Market 
failur1e and resource misallocation occur because, compared to the con1petitive 
market output faUs and the price r'is,es, leading to under-consumption of the 
good the n1onopo1y produces. 

EXAM TIP 

At AS,, exam questions may require analys~s, and evalua1ion of the case against 
monopoly and the case justffying monopoly. The two di,agrams you need to know are 

Figures 12.1 and 12.2 overleaf. 
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Figure 12.1 A monopoly 
:restri,cting output and 
raising the price 

Monopoly price 
and quantity 

o, 

Competitive price 
and quantity 

Ma rke1t demand 

Quantity 

The absence of competitive pressure in .monopoly, which in co1npetitive 1narkets 
serves to reduoe the profit that firn1.s m.ake, n1eans that a 111.onopoly may b ,e able 
to enjoy an easy lifet incurring unnecessary production costs and lhus n1aking 
satisfactory rather than the highest possib]e profit. T.his can occur because the 
monopoly is protected by entry barri,ers. As a r,esult, the absence or weakness of 
con1petitive forces 1neans there is no 1nechanis1n to force a monopoly to eHn1inate 
unnecessarily high costs of praiduction. This is a further reason for resource 
n1 isallocation. 

How ,entry barriers, p,r,otect mo,nopolies 

EXAM TIIP 

Make sure you understand the meaning of entry barriers and are able to ,give at least 
two exampfes" 

Monopolies and fir1ns in concentrated 1narkets use entry barriers to protect the 
firnf's position in the n1arket.. There a.re two n1a.in types of entry barri'er: natural 
barriers and artificial or man-mad,e barriers. 

atural barri,ersj which are also known as tnno.e,ent barriers, are barriers such as 
econo1nies of scale and indjvisibilities, which have not been creat d by firms already 
[n the n1arket (i.e. by incun1bent firn--is) to deter new firms fro111 entering the marke·L 
Econo1nies of scale 1nean that established large firms produce at a ]ower average 
cost, and are more product]ve].y efficient than s1naller new entrants, which suffer 
fron-. higher average costs of production .. IndivisibiHties prevent certai.n goods and 
services being produced in plant below a certain size. Indivisibilities occur in n1etal 
sn1elting and oil refining Industri,es, 

Artificial or ma11-1nade entry barriers, which are also known as str:ategic barri.ers,. 
are the result of deliberate action by incumbent firms t,o pre\rent new firms from 
entering the market. Strategic entry barriers include: 
• Patents - incu1nbent firins acquire, patents for a] l the va. riants of a product that 

they develop~ 
• Setting prices deliberately low to deter entry by new firms or to kiH off smaB 

firrns which have a ]ready ent,er,ed the markeL 
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• .DeUberate1y building excess capacity - ftr1ns considering entering a 1narket 
may be put off by excess capacity owned by firn1s alr1ead y in the .market .. Excess 
capacity allows incu1nbent fir1ns to step up production in order to drive down the 
price to a level at which new entrants cannot co1npete. 

The potential bene~ts of mornopoly 
The concius[on that a con1peUtive 1narket produce,s a better resource aJlocation 
than 1ni0nopoly depends on an assu1nption that no or few economies of scale 
are possible in the market in which the fir1ns produce. When subs tan tia] 
econon1i es of scale are, possible in an industry. 111onop0Jy n1 ay l,ead to a better 
o,utieome than competition. Figure 12 ~2 illustrates a natw·al monopoly wller,e, 
because of limited market size, there is insufficient room in the mark,et for 
more, U1an on,e firm benefiting fro111 full econon1ies of scale. 

EXAM TIP 

Average 
cost 

C , 

0 

A m,onopoly 
benefiting from 
econom ie.s o,f 
scale 

Average cost 
per unit of 
output 

Figure 12.2 How 
economies of scale 

Quantity may justify a monopoly 

In Figure 12.2J econo1nies of scale are sl10\vn by the downward-sloping average cost 
curve. By assu1nption , a n1onopoly is able to produce output Q1 at an average cost (or 
unit cost) of Ci, whereas con1petitive firms are unable to produce this output without 
destroying the competitive market. 

A monopoly 1nay also benefit from a second advantage possibly denied to fir ms in 
a con1petitive n1arket. For exan1ple, protected by a patent that prevents co1np,etitors 
fron1. free~riding on its success~ a n1onopoly n1ay be ab]e to use high n1onopoly profit 
to finance product innovation. Monopoly profit can fund research and development 
(R&D), which leads to better ways of making existing products and to the development 
of con1p]eteiy ne·w products. 

Factor immolb,il·try as a cause of market failure 
As explained in earner chapters, the price n1e,chanisn1 allocates scarce resources 
between competing uses in both market and mixed e,cono1nies (though in the latter 
the planning m iechanism also has an in1portant role). In both 1narket a.nd 1nixed 
econon1i.es, the price mechanisn1 operates in two different types of markiet: the 
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economy~s goods markets (or product market ) and the econon1y·s factor markets. 
[ncluding labour m.arkets. 

As Figure 12.3 shows, households and firJ.ns function simultan,eously in both sets 
of markets but their roles are reversed. Whereas firms are the· source of supply 
in goods n1arkets in the factor n1arkets fir1ns exercise deinand for factor services 
supplie,d by households.. lt is the incomes received by l1ouseholds fro1n the sale 
and suppJy of factor services that contribute in la.rge n1ea.sure to the households;, 
abiHty to den1and the output supplied by the firn1s in the goods n1arket.. Indeed 
tbe relationship between households and firms in the two sets of markets is 
essen1ially circular. In goods n1arkets output or finished goods flow fron1 firms to 
househoJds in return for money rev 1enues~ In factor n1arkets, the money reve,nues 
received enable the firms to purchase factor services suppHed by the households. 
The circle is co1nplete when ]1ouseholds spend this jncon1e on the goods produced 
by the firms. 

Households, Firms Househol!ds 
w 

) ) 

D D 

Hou seho lids 
demanding 

goods 

Firms 
suppllying 

goods 

Firms, 
dem,anding1 

~abour 

l. Households 
supp~ymng 

labour 
The econo nniy'.s 
,goods m1arke·t 

The economy's 
labour market 

Usually when economists talk 10f market failu r e.,, they refer to failures occurring 
'in goods 111arketsl such as over-production of den1erit goods~ a failure to produce 
public goods and under-production of n1erit goods. However> n1arket failure can 
als,o occur in factor m . .ar'kets and especiaHy in labo1ur n1arkets. Wllereas in a fully 
developed market economy or n1ixed economy, markets are usually pretty good 
at arranging the efficient exchange of goods 
for money,. 1 abour in1rnobi'I ity n1eans this is 
often not the case for workers. Occupational 
and geographical iln1nobility of la.bou r 
n1.ean that economic resources are not fully 
utilised. in areas of high une,mployn1en1; 
whHe, at the san1e tiln1e economic growth 
is held back by 1 a.bour slh.ortages in areas, 
regions and countries benefiting from fun 
employment. 

KEY TERM 

immobility of labo r! the inability 
of labour to move from one job to 
anotheri ejther for occupational 
reasons (e.g.1he need for training) 
or for geographical reasons {e.g. 
the cost of movii nrg to another part 

of the country}i. 
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CASE STUDY 12.3 

Labour immobility has an international dimension as well as a re,glonal dimension within a nation state such as 
the UK. As the extract below mentions; one of the reasons for US economic success has been labour mob,flity 
across a contine·nt. 

Polish plumbers 
Since 1 May 2004, workers iin countries such as Poland 
and Hungary hav,e had an opportunity to migrate to 1he 

richer countries of western Europe. Arguably, the resulting 
'Polish plumber' phenomenon eased Jabour shortages in 
the boom years from 2004 to 2008 and helped to create 
more flexible labour markets in countries such as the UK, 
while m,opping up unemployment in the poorer countries 
of the ,east. However, as the passage states~ Europe stiiU 
has a very long way to go to match the labour mobjiity of 
North America. 

Has imim ,igration been go,odl f,or Britain? 
Tony Blair, the former prime ministerf has suggested that 
the debate, over immtgration should be [handled with care'. 

Othervvise, it could descend into rac,sm and nationalism. 
Blair went on to say 1hat ~the Polish community contributes 
a lot to,thrs country'. 

FoUow-up questions 

'Of course it has to be controlled, and illegal immigration 

has to be tackled head on. 1lt's important that we do 

that/ he said. 'But overall I would like to say that I think 
immigration has been good for Britain. So don't make them 

a soapeg:oat for ou,r problems.' 

In the USA 1it is far more common for workers to cross 
state lines in search of jobs. In fact, such labour mobility i's 
a vital part of the US economy~s success. 

Just 2'% of 5uropeans Hve and work in a foreign EU 
country. Amazingly that percentage has hardly changed 
over the last 35 years. It compares w,ith a figure of 8% of 

Americans who live and work outside their home state. 
Whatever the headlines say - Europe needs more 

mobility, not less. 

1 Do you agree that labour immobility is an example, of a market failurie? Justtfy your answer. 
2 Evaluate how UK markets have been affected by the migratron of labour from EU count11ies in central and 

eastern Europe. 

Oc,cupational immob:ility o.f labour occurs when workers are prevented by either 
natural or artificial barriers from n1oving between different types of job. Workers 
are obviously not hon1ogeneous ,or uniform~ so differences in natural ability 
may prevent or Testrict movem.ent betwieen jobs. S01ne types of work re quire 
an innate abHity, such as physical strength or perfect eyesigh t w hich prevent a 
worker in1n1ediately switching between labour 1narkets. Exan1ples of artificial 
barriers include ]nembership qualifications impos,ed by professiona] bodi,es such 
as accountancy associations, and trade union restrictive pra.ct[ces which restrict 
einployn1ent to those a lready belonging to the union. Various forrns of racial 
r,elig]ous and gend1er discrimination are also artificial causes of occupational 
imm ob[ Hty of labou r. 

Geographical immobility of labour occurs when factors such as ignorance of 
job opportuniti,es, fami ly and cuhural t] 1es,, and the financial costs of n1oving 
or travel, prevent a worker fron1 filling a. job vacancy located at a. distance fron1 
his o,r her present place of residence or wo,rk. Perhaps the 1nost significant ,cause 
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of geographical i1n1nobHity within the UK in recent years h.as been the state of 
the housing 111arket, which itself reflects nnperfections in other factor 1narkets. 
Particularly during house price boon1s low-paid and un,einployed workers in the 
northern half of Britain find it difficult or impossible to move south to fiH job 
vacancies in the 1nor1e prospe·rous southeast of England. The prieies of owner­
occupi.ed housing soars out of reach and there· is very Httle housing avai]able 
at affordable rents in either fl1e private or the public sectors. At the s a 1ne time, 
workers Uving in their own houses in the sou theast 1nay be reluctant to app1y for 
Jobs elsewhere i.n the country, for fear that they will never agaln be able to afford 
to move back to southern England. 

The di.stribution of income and wealth 
In Chapter 9, when the concept of market failure was introducedi it was explained 
that there are two n1a[n ways in which markets fail. Markets can func1ion 
in,efficie.ntly or they can function inequitably. So far, in Chapters 10 and 11,, and also 
earlier in this chapter I have been focusing on the first of thes,e two typ 1es of tnarket 
failure w Hll the partial exception of merit and demerit goods. However, th.e final 
type of market failure you need to consider re.suits fron1 the inequ [table function i.ng 
of 111arkets. 

Eq·uity means fairness or justness (though in other contiexts~ such as thie housing 
inarket) 1equity has a v1ery different ineaning~ nan1elyJ we.ahh) . As soon as equitable 
considerations are introduced [nto econon1ic analysis, normative or value judgen1ents 
are being made, about a 'sociaJ ly fair:> djstribuH.on of income and wealthJ and about 
the goods and services people ought to produce and consun1e. 

Income is a flolv,, received per w,eek p 1er n1onth or per year whereas e 1th is a 
stock which for rich people tends to accumulate over thner Examples of income 
are wages, salaries, re,nts and the dividend income received by share holders. 
Shares th.e:n1se,IvesJ together with other financia]. assets such as mon1ey deposited 
in banks, are a forn1 of we·alth. Peop]e a lso keep their wealth in physica] assets 
notably property or housing .. 

In the UI<, as in n1ost other countries the 
distributions of incon1e and ·wealth are both 
uneguat but the distribution of wea]th 
is significantly more unequal than the 
djstribution of income. The Hnk between 
wealth and income partLy exp].ains thi.s. For 
the better-off wealth generates investment 
i ncorne, part of which; being saved, then 
adds to we·alt h a.nd gene,rates even 1non! 
Incon1es The poor, by contrast, who possess 
HUle or no wealth have incomes (from 
low-paid jobs and/or , elfare benefit ) 

that are too low to aUow sav ing and the 

KEYTERMS I 

income: a flow of money received 
(e.g. as a wag,e) from. supplying 
labour. 

wea Ith: a. stock of assets that a 
person or firm owns. 

welfare benefits: transfers of 
money by the government to people 
in low income ,groups o,r with special 

needs (e.g. disabled peop!e). 
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CASE STUDY 12.4 

Growing income and wealth inequalities in th, UK 
The Organisation for Economic Co-operation and 
Development (OECD) has reported that inco.me .inequality 
among working-age people has been rising faster in Britain 
than in any other rich nation. The gap has been caused by 
the rise of a financial services elite whol through education 
and marriage1 have ooncentrated wealth into the hands of 
a. tiny m inority. 

At the same time as accumulating great wealth. the 
ri,ch have seen 1ax rates fall. The top marginal income tax 
rate dropped from· 60% in the 1980s to 40% in irhe 2000st 
and is now 45%. 

Although spending on pub I ic services in Britain had 
gone up in the past decade, at the same time benefits to 

the poor were worth less and taxes were !ess r,edistributive. 
OECO reports 1hat in 2008 the annual average income 

in the UK of the top 10o/o was just under £55,0001 about 12 
times higher than that of the bottom 10%, whose average 
income was £4,700 .. The average income gap in developed 
nations is nine to one. 

The rise of the top 1 % in rich societies and the falling 
share of income going to poorer peopl'e are especially 
pronounced in Britain. 

The effect has been a dramatic weakening in the 
state,'s abHity to spread wealth thr:oughout society. From 
the mid-1'970s to the mid-1980s, the tax/benefit system 
offset more than 50% 1of the rise in income inequaHty. 1lt 
now manag:es just 20%. The OECD warned of sweeping 
consequences for rich societies - and pointed to 1he rash 
of ,occupat~ons and protests,. especially by young people~ 
around the world. 

Just prtor to the global ~ecession, the OECO says, the 
very top of British society- the 0.1% of highest earners -
aocounted for a remarkable 5% of total pre-1ax income 
and a level of wealth hoarding not seen since 1945. 

Although the OECD figures end just before the 
recession~ economists believe the trend continued into the 
downturn. 

FoUow-,up questions 
1 Exp1ain the difference between .income and wealth. 
2 The distribution oi wealth 1n the UIK is more unequal 11han the distribution of income .. Why is this so? 

accu111ulation of wealth. The tax system also hits incotne harder than wealth. In 
the UK inco1ne is usually taxed, but wealth is largely untaxed ~except through 
inl1eritance tax and capita] gains tax which for the wealthy, are quite easy to 
avoid). 

Unregulated n1arket forces tend to produce a highly unequal distribution of income 
and ·weaU h., I n1entioned on page 90 that so1ne economists usuaHy of a free-1narket 
persuasion,. dispute whether a11 unequa] distributio11 of income is a. type of market 
failure. They argue that people who end up bei.ng rich deserve to be rich, and that 
people who end up being poor deserve to be poor+ The rnarket has not failed - it 
merely ere ates iucenti ves w·hich, if followed,. cause people to generate 1nore .income 
and wealth. \l\rhlch, vla a trickl.e-down effect, wHI also benefit the poorw 

A version of t hi.s argun1ent has recently been used to justify low or non-existent 
UK taxartion for those of the worldJs super~rich who choose to Hve in London. If the 
super-rich, or ·non-don1s", are taxed as if they are ordinary UK citizens, then, so the 
arg.u1nent goes they wiH move to tax havens outside the UK~ 

However> n1ost e·conomists reject as too extreme the view that the n1arket contains 
its own moraHty with regard to the distribut ions of income and wealth. They argue 
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tllat markets are ·value-neutrar with respect t,o the social and etllical desirabHity 
or undesirabilit y of the income and wealth distr ibu tions re,sult ing from the way the 
n1arket fu ncUons~ 

Few econon1.ists beHeve that m arkets shou ld be replaced by the comn1and 
n1echanisn1. There is,, however, 1nuch more agreen1ent t hat, instead of replacing 
the marl<!eti, gov,ernments should modify the market so that it operates [n a more 
equitable way than would be lhe case without governn1e·nt intervention. Taxing 
the better-off and redist1·ibuting tax revenues as transfers to the less well-off is the 
obvious way of corr,ecting the mark,et fai lure to ensure an equitable distribution of 
income and wealth. 

However, as Cl1apter 14 explains, redistribut ive polic ies can promote ne·w types of 
[nefficiency and d istor tion within the econon1y~ 

EXA,M TIIIP 

Make sure you don't confuse, equality and equity. 'Equality• is a posiUve term that can be 
measured. •Equity' is a n,arma1ive term based on what is consid ered to be fair or just. 

Pure monopo~y means only one firm in a market. 

A concentrated market dominated by one firm can also be regarded as a monopoly. 
In the past, utmty industrtes were natural monopolies. 
Economies of scale can also lead to monopoly. 
Monopoly i,eads to market failure if It restricts outpuil and raises prices. compared to the 
situation in a corn petitive market; 
Entry barriers protect monopolies and enable a monopoly to e.xplojt consumers. 
Monopoly can be justified if economies of scale aJlow a monopoly to cut prices. 
Monopoly can be justified if it uses its profit to finance R&.01 and innovation. 
Immobility of labour leads to the inefficient use oi productive resources. 

An unequal distribution of income and wealth can be regarded as a market failure because 
it is ineq u itabie. 

Exam-style qu , sl1ons 

1 Explain how monopoly may lead to mari<et failure. 

2 Exp l'ain how the immobility of labour may fead to market failure. 

3 Evaluate the case for and against monopoly. 

4 Do you agree that a highly unequal d istribution of income is a market failure? Justify your answer,. 

- - -
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(12 marks) 

(12 n1arks) 

{25 marks} 

{25 111arks) 
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Government intervention 
inthe economy -

When people think of government intervention in the economy, they often focus on the 
government 's budget in w hich dects;ons are made about overall levels of taxation and 

government spendijng in the w hole of the econo my, and on interest rate c hanges made 
by the Bank of Eng land. However. these, p rovide examples of government Intervention 

in the macroeconomyj wl1ic 1h is part of the subject matter of Unit 2 and Chapters 23- 25 
in partic ular. Th,e content of thfs and the next chapter is rather different examining 
gave.mment intervention at the microeconom~c level. in the individual markets that make 

up the total economy. 
••••• •••••• •••••••••• •••• ••••••••••••••• a •a••••••••••••••• ••••••••••••••••~••••••••••• ••••••••••• ••• ~••• • 
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This chapter will: 
survey the reasons against and for ,government intervemion in markets 
link government interven1ion in the economy to the correction of market failure 
expfa.in why governments often intervene to provide public goods 

• describe how regulation and taxation are used to improve resource allocation in the1 cases 
of negative externalities and demerit goods 

describe how regulatron and subsidy a.re used to improve resource anocation in the cases 
of positive ex1emaHoes and merirt goods 
explain permits to po, I ute 
describe how government intervention may dea·1 wirt1h the prdblems posed by monopoly 
ex.amine government policies to reduce income and wealth inequalities 

The reasons against and for government 
nterventlon in markets 

To understand why govern1nents intervene in n1arkets in m[xed economies such 
as the UK~ rt is useful to divide econon1ists (and polUicians) into two diffe,rent 
groups: those who believe that unregulated markets g1enerally work w eH and those 
who argue· that markets are prone to 1narket failu re. The for1ner group are non­
intervenHonists who want to leave as 1nuch as possible to market forces, while the 
latter group beJiieve that government intervention can make markets work better. 

P ro-free mar.k1et e cono1ni.sts see a n1arket economy as a cahn and order1y place [n 
which the 111.arket tnechanism, working through incentives trans1nitted by price 
signals in competitive markets, achieves a better or n1ore optin1a] outconH~ than can 
be attained through governn1ent .[nt,ervention .. ln essence,. risk-taking business n1en 
and wo1nen who wiU gain or lose through the correctness of their decisions in the 
market place know better what to produce than civil servants and pla.nners cocooned 
by risk-free sa la ries and secured pensions .. And providing that 111arkets a re sufficiently 
con1pe titive what is produced is ultin1ately decided by the wishes of consun1ers who 
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know better than governn1.ents what is g,ood for them. According to this phHosophy, the 
corr1ect econo1nic function of gov1ernn1ent is to act as ~night-watclunan 1 by maintaining 
law and order, providing public goods and possibly tnerit goods when the 1narket fails, 
and generally 1ensw·tng a suitable environn1,ent in which LweaHh-creating' fir1ns can 
function in con1petitive 111arkets subject to 1ninimu]Tl interference and regulation. 

EXAM TIP 

Consumer sovereignty means the, 'consumer is king'. Households and indiv~duals ultimatei:y 
decide what is produced. Producer sovereignty means the 1producer is king 1• Firms use 

monopo~ power to exploit consumers. 

By contrast" interve11tionist econ.0111is'ts believe that a.11 too often 1narkets are 
uncompetitive, characterised by n1onopoly power and producer sovereignty> and prone 
co other forms of 1narket faUure. AddiUonal1y uncertainty about the future and lack 
of corn~ct market in£ormation are destabilising forces .. By intervrening jn the econon1y, 
especially to correct market failures). the government 'knows better~ than unregulated 
·market forces. It can an.Hcipate and count1er the destabHising forces existent in 1narkets1 

achieving a better outco1ne than is likely in an econon1y subject to 1narket forces alone~ 

Corr,ecting m,arket f,ailur,es 
There are various methods open to a government for correcting> or at least reducing, 
n1arket f aiJ ures. At one extrerne.. the govern1nent can abolisl1 the market, using 
instead U1e com1nand or planning nflechanism, financed from general taxation, 
for providing ,goods and services. At the other extreme1 the govern.ment can try 
to influence n1arket behaviour by providing inforn1ation. and by exhorting and 
~nudging' firms and consumers to behave in certain w a.ys (e.g. not to use plastic 
bags). Betwee·n these extre1nes, gove,r111nents can impose reg,ulations to Hn1it 
peop[e~s freedo111 of action in the n1arket p]ace and use taxes and subsidies to alter 
prjces in tbe 1na.rket in order to change incentives and economic behavi1our. 

Gov·ernment pr1oviis,ion of pu1lbUc go,ods 

EXAM Tl!P 

Refer back to Chapters 5 and 9 to make sure that you understand the functions of prioes 
and the meaning of market farlure. When the signaHing, incentive and aJlocative functions of 
prices work well, markets do too, and there ~s little need for government intervention. But, 
if one or more of the functions of prices breaks down, market failure occurs. This leads to 
resource misaHocation in the economy,, which means that tine economy fa.Hs 1o make best 
use ·Of resources. 

Because of the freemrider probJe1n {explained in Chapter 9t, 1narke:ts 1nay fail to provide 
pure public goods such as national de.fence .and police, services. When free-riding 
occurs> the incentive function of prices breaks down. If goods are prov]ded by a 111arket, 
people can free-ride rather than pay a price, so the firn1s that are 'trying to sell the goods 
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can't make a profit. Given ·that there is a need for public goods, govern1nents often step 
in.to the gap and provide the goods, financing the provision out of general taxation. 

However.,. w ith many so-called public goods fnon-pure publ[c goods or quasi-pubUc 
goods) such as roads, free-riders can be excluded-jn this case, by toU gates or electronic 
pricing - and prices can be charged successfuHy. There rnay stilJ be a case for free 
provision by tbe government outside the 1narkeL Provided. t1he road .[s uncongested, the 
socia]]y optimal ]evel of road use occurs when motorists can drive· their cars without 
having to pay to use the road. But once congestion occurs) there is ,a case for road pricing~ 

--

CASE S1TUDY 13.1 

Pol·ce serv·ces: public good or private good9 
Policing js normally consrdered to be· a form of public good 
which the, market can. jn princip11e, provide, but which 1 
w,ould under-provide. However: certain aspects of policing 
are a priva1e g·ood rather than a publ'ic good. The specific 

task of guarding a particular property~ sudi· as a shopping 
mall, can be done by private security firms such as Group 
4 Securicor (G4S). S1nce the private benefits in such cases 
are large, there is a strong cas'S for charging the person or 
business receiving the private benefits. 

As an alternatijve to private securny firms, the police 
could provide speoific ,guard duties and charge for the 

service. They already charge for providing security inside 
football 1grounds. If private security firms were not allowed 
to operate, the police would have a monopo~y and might 
charge very high prices. Also the quality of the service 

might be poorer 1:han 1:hat provided by private s,ecurity 
companies1 whi.ch are competing against each other 
for business. But on the other hand the poli,oe are likel,y 
to have greater experience, and there are economies 
of scaJ,e ta be gained from the police providing security 

services. 

FoUow--up question 
Give your own views on whether po1icing is a public good, a private good or som,e fonn of 'mixed good'. 

Government intervention , negative externallt e s 
and demerit goods 
There are two n1ain ways in which governments can intervene to try to 
correct fl1e n1arket failures caused by negative externalities and de111erit 
goods. The governn1ent can use quantity contro]s (or regulation) or it 
can use taxation . Regulation directly influences the quantity of the 
ext1ernaUty that a firn1 or household can generat1e1, and the level of 
consu1nption of a dem.erit good such as tobaccoa By contrast taxation 
adjusts the market pri.ce at which a good that generates the externality 
is sold or the price of the de1nerit good~ For exa.1nplie, taxing ponution 
discharged by power stations and taxing tobacco create incentives for 
less poHution to be generated and less tobacco to be oonsun1ed. 

Reg1ulatio1n 10r quanti,ty contirols 
In its most ext1e1ne form, regu]ation can be us,ed to ban comp[.etely, or 
criln]nalise, the generation of negative externalities such as pollution 
or the sale and consumption of a den1erit good such as heroin. Iiowever,. 
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regulation: invdves the imposition 
of rules, comrofs and constraints., 
whi.ch restdct freedom of eoonomtc 
action in the market place. 

taxation: a tax is a computsory 
levy imposed by the go,vernment 
or some other .authority to pay for 

its activities. Taxes can be used to 
achieve other objectives~ such as 
reduced consumption of demerit 
goods. 
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H 1nay be ][npo.ssible to produce a good or service such as electricity in a coal-burning 
power station wJthout generating at least son1e of a negative externality. In this 
situation, banning the externa1Uy has the perverse efferct of preven.Ung production of a 
good (e.g. electricity) as, well as the bad (pollution). Because ,of this; quantity controls 
that fall short of a complete ban may be more appropriate. These include 1naximu1n 
e1nission limits and restrict.ions on the tim.e of day or year during whjch the negative 
externality can legaHy be e1nitted~ [n the case of ·rnilder, de1nerit goods~ s1noking can 
be banned in public places, while shops would break the law by selling alcohol to 
younger teenagers~ 

Taxation 
Completely banning negative ,externalities and den1erit goods is a form of 
n1arket replacen1ent rather than 1narket adjust1ne11t. By contrast because taxes 
placed on goods affect incentives which consumers and firms face~ they provide 
a 1narket~orientated solutjon to the proble]ns posed by ne,gative externalit ies 
and de1nerit goods. T.axation con1pen ates for the fact that there is a 111issing 
market in the externaHty. In the case of po]lution;i the government calculates 
the inoney value of the negative externality,, and i.111poses this on the firn1 as a 
pollution tax. This is known as the polluter mu t pay princip]e. The pollution 
tax creates an incentive;, which was previously lacking,. for less of the bad to 
be du 111 pe·d on others. By so doing.,, the tax inter11a lises the extern ality. The 
pol]uting firn1 111.ust now cover aU the costs of production, inc]uding the cost of 
negartive ext,ernaUties and inc]ude these in the price charged to customers. By 
setting tl1e tax so that the price the consun1er pays equals the 1nargi nal social 
cost of production (P = MSC) re sou rc1e a Hocat ion ln the 1econon1y is im prov1ed* 
However a po Hut ion tax, like any tax> itself introduces new inefficiencies and 
distortions in to ·tile 1narket~ associated ·with the costs of coBecting the tax and 
with creating incentives to evade the tax HlegaUy: for exa1npl,e, by dumping 
poUuHon at night to escape detection.. This is an exan1p]e of gover11me,11t failure,. 
Governrnent failures are explained in Chapter 14. 

Until recently- govern1nents have been much n101re likely to use regulation rather 
tban taxatio.n to reduce negative externalities such as pollution and congestion. 
Indered in the past,, it wa..s difficult to find exan1ples of polluUon taxes outside the 
pages of econom i.cs trextbooks, possibly becaus1e poHticians feared that po1lution 
taxes would be too unpopular. But in recent years governments have become much 
mor1e prepared to use congestion and poUuHon taxes. This r,eflects growing concern, 
an1ong governn1ents and the pub He alike of 1environm.en.ta 1 issues such as global 
war1ning and the problems posed by fossil fuel en1issions and other polJutants. H 
n1ay also reflect both the growing influence of green or environinent pre,ssure groups 
such as Friends of the Earth, and a growing preference to tackie environn1ental 
pr0rble1ns with n1arkret solutions rather than through regu]aUon* For exan1ple read 
Case Study 13.2 - which includes some of the advice given to the, UK government 
by Lord Nicholas Stern about the need for carbon pricing in the Stern Review on The 

Economics of Climate Change, published by the UK Treasury in ·October 2006. 
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'To ana]yse how the imposition of a tax on a de1nerit good such a tobacco affects 
consun1ption of the good~ r1efer back to Figure 6.9 in Chapter 6. The diagran1 shows 
that in1posing an expenditure 'tax on a good in fai.rly elastic demand is effectiv1e in 
r,educing demand for the product. However, because 1of their addictive properties, the 
demand for demerit goods such as alcohol, tobacco and hard drugs can be inelastic. 
Taxing den1erit goods can raise lots of revenue for t he government but does not do 
much to reduce consu1npUon~ And if the tax is set .at a very high rate, it may lead to 
smuggling and to black market activity. 

EXTEN1SION MATER 1IAL 

Cl1ma e change and market failure 

Climate change may 

be caused by j ndustdal 
emissions 

Many peopfe living in advanced developed economies such as 1he UK agree with Lord Nicholas Stem, who is quoted 
in Case Study 13.,2 as stating that climate change provides the greatest n1arket failure facing humankind. Governments 

have not as yet taken sufficient action to reduce the rate at which climate chang:e is taking place, let alone to reduce the 

total adrverse effect of ol imate change. 

An explanation for this, which is provided in the passage below, is that individual governments take too littl,e 
action because they are victims of what economists call a prisoner's d;/emma game .. You should come across the 

prisoner's dilemma game. and possibly other exaimples of game theory, in your A2 course next year. However, it 

is possible,, at least in theory,, to escape the prisoner's dilemma if governments oooperatre to 1n1roduc,e polic ies to 
tackle climate change. 

Playing games with the planet 
Suppose you believe that flying long-haul for a holtday in Australia contributes to global warming. You aiso believe that 
global warming w ill be reduced if everybody chooses to take· locaJ holidays rather than to enjoy vacations on the other 
side of the planet. However, you also know that if you alone stop ·flying, it will have only a minute effect on global warming. 
By contrast. if everybody else stops taking long-haul ho,lidaysJ global warming wiH be reduced ,ev,en if you book your 
f light to Australia. 
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Deciding to carry on flying, ~rrespective of what other holiday makers do, is in fact your best strategy. Unfortunately it is 
the best strategy for everyone else! Result: everybody continues 1o take l1ong-halil holidays and there 1,s no reduction in 
global warmingl 

Using similar reasoning~ we can see that all coun1ries and all govemm,ents benefit from a stable ciimatei but any single 
country or govemm,ent may be reluctant to reduce C02 emissions. The im·mediate benefit for an individual country of 
continuing to pollute is perceived to be greeter than the uncertain future benefit to all countries if they all 1ake action 
to reduce C02 emissions. Th~ helps to, explain why intergovernmerrtaJ agreements to reduoe pollution (e.g. the Kyoto 
Protoco.l signed in 1997 and the 2012 Doha talks) he.ve not been very effective in reducing the pace of gtobal warming. 

CASE ST'UDY 13.2 

ord Ste,rn on the economics of climate change 
CHmate change presents a unique challenge for 

economics: it is the greatest and widest-rangjng 1ma:rket 
failure 1ever seen. The economic analys,fs must therefore 

be grobal, deal with bng time horizons and have the 
economics of risk and uncertainty at centre stage. 

Polley to reduce emjssions should be based on three 
essential elements: carbon pnio1ng, techno~ogy policy and 

removal of barriers to behavioural dhange., Lea~ng out any 
one of ·these elements will signiftcantJy increase the costs 

of action. 
The first element of poiicy is carbon pricing. Greenhouse 

gases arej in economic terms, an e>cternality: those who 

produce greenhouse 1gas ,emissions are bringing about 
climate, change, thereby Jmposing costs on fhe world 
and on future generations~ but they do not face the full1 

consequenoes ,of their actions themsetves. 
Putting an appropriate price on carbon - explicitly 

through tax or trading, or implicrt~y through regullation -
means that people are faced with the fun social cost of 
their .actions. This will lead individual's and bus1i nesses to 

switch away from hrgh 9 carbon goods and services~ and 
to invest in low-carbon alternatives. Trading schemes 

can be an effectirve way to ,equalise carbon prices across 
countries and sectors, and the EU1 Emissions Trading 
Scheme is now the centrep~,ece of European efforts to cut 
emssions. 

The second element of climate-change polrcy is 
technolQID' pol'icy. The development and deployment of 

Follow-up questions 

a wide range· of tow-carbon t,echnologies is essential, ~n 
achieving the deep cuts in emissions that are needed. 
Public spending on research and development has fallen 

signff[cantty in the last two decades and is now too low. 
The third ,element is the removal of bamers to behavioural 

change. lnforrna1ion policies, inctuding labelling and 1tihe 
sharing of bes1 practice, can encourage behavioural change. 
They can help consumers and businesses make sound 
decisions1. and stimulate con1pe1mve markets for tow-carbon 
and high-efficiency goods and services. 

Governments have a role in providin,g a policy 
framework to guide effective adaptation by individuals and 
firms in the medium and longer term. There are four key 

areas: 
High-qualfty climate informa1ion and tools for risk 
management will help to drive e,ffictent 1marl<ets. 

• Land .. use planning and periormance standards should 
encourage both private and publ'jc investment in 
bu itd i·n gs and other long-nved ~nfrastructu re to take 
account of climate change. 

• Governments earn contribute through ~ong-term policrres 
for dimate-sensrtive pubiic goods, inc1uding natural 

resources protection, coastal protection and emergency 
preparedness. 

• A finanoiar safety net may be required for the poorest in 
society, who are likely to be the most vulnerable to the 
impacts and least able to afford protection (in clud ~ng 

insurance). 

1 What action. if an1yt has been taken by national governments and by intsrnaijonal organisations to imp1ement Lord 
Stern~s reoommendattons since the publication of his report in 2006? 

2 Flnd out what Lord Stern now thinks about ttie rate at which global warming is ta~ng place (see the article ~N1icho,las 
Stern~ ·1 got it wrong on climate change- it'-s, farj far worse, 26 January 2013, ww.gua dian.co.uk) 

- - -
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Polliutilo1n permits 
Until quite riecently,, the n1ain choice of poHcy for dealing with the· proble,m of 
poHution was between r,egu]ation and taxation~ As I have explained the forn1er is an 
interventionist solutio,n whereas taxation, based on the principle that the poUuter n1ust 
pay, has been seen as a more marlcel-orlentated solution, but nevertheless one which 
required the govern111ent to levy and coUect the pollution tax. In the 1990s,, another 
market-orientated solurion started in the USA, based 10n a tradjng 1narket iJ1 permits 
or licences to pollute. And as the Stern Revie·w notes (see Case Study 13.2), the 'E·u 
En~ission , Trading Sche1ne is now the centrepiece of European efforts to cut emissions'. 

A pe-rmits to pollute scheme (for electricity) still involves regu].ati1on: 
for exan1ple, the in1position of maxhnum lhnits on the amount of 
pollution that coal-burning power stations are al]owed Lo e1nit 
followed by a steady reduction in these ceilings in ea.eh subsequent 
year (say~ by 5%). But once this regulatory f rame·work has been 
estabUsh-ed a n1arket in traded polluH1on pern1its takes over creating 
market-orientated incentives for the power station companies to 
reduce pollution because they can 111ake 1noney out of it. 

A tradable inarket in perrnits to pollute works in the foHow ing w a.y. 
Energy con1panies ab]e to reduce· pollution by 01.or,e than the law 

KEYTERMI 
- - -

emissions trading: emissions 
trading systems alfow policy-makers 
to set a pollution target and then 
issue tradable pem, its corresponcfing 
to that amount. Companies diat wish 
1o poHute must hold permits equal to 
thej r ,em issi.ons. 

requires seU their spa re per1nits to other power stations that for technical or other 
reasons; decide not to, or cannot reduce poHut ion below the maximum 1imit~ The 
latter stU] comp]y with the law, even when exceeding t11e maxi n1u111 en1ission li1nit,. 
because they buy the spare pe,nnUs sold by the first group of power stations. But in 
the long run, even power stations that find it difficult to con1ply with the law have 
an incentive to reduce poJlut ion, so as to avoid the extra cost of production created 
by the n 1eed to buy polluHon permits~ 

I EXA!M TIP 

The introduction of a pollution permit system is an attemp1 to work with the market and 
provide a ,market-orien1ated way of reducing market failure caused by negative externalities. 

Government intervention, positive externa1l ties 
and merit goods 

At this stage you should refer back to Chapter 4 to refresh your knowledge of the effect of a 
subsidy on the s.upply curve of a good. 

Just as governn1ents discourage the production and consu1nption of negative 
externalities and demerit goods~ in much the sa1ne way they try to encourage the 
production and ron.su.1nption o( positive ex tiernaHties and merit goods. Again., the 
gove,1·n1nent can choose to regulate, or to try to change the pr[ce-s of n1erit goods 
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and other goods and activities which yield 
external benefits. In t he latter case, subsidies 
rather than taxes are used to encourage 
produc ti 1on and consumption. 

Regulation can force fir1ns and consumers to 
generate positive e,xternalities. For example:, 
local authority bylaws can requ ire hou seholds 
to lnaintain the appearance of properties,. 
and t11e state 1nay order landowners to plant 
trees. In this situation , it is illegal not to 

subsidy: a paymen1 made by 
government, usuaUy to producers, 
for each unit of1he subsidised good 
that they produce. Consumers can 

also be subsidised: for example. bus 
passes g iven to children to enab le 

them to travel on 'buses free or at a 
reduced price. 

provide externa.l bene,fits for others~ In the case of merit goods., the governn1ent may 
require people to be vaccinated against disease and to wear seat belts in cars and 
crash hehnets on motor bikes,, 

In the UK education is both co1npulsory and cornpletely subsidised at Least 
for children between the ages o f 5 and 16. Low-inco1n .1e families would be in an 
in1possible situation if requ ired to pay for education as weU as to send their chHdren 
to school. Subsidies can- of course, be paid to private providers of education and 
healthcare: namelyj to pr[vate sch ools and private hospitals., However, in the UK, 
education and h·ealthcare are a lso provided by the statet for rr1ing an in1portant part 
of pubUc spending~ ·Nevertheless,. private siector provision is growing~ One reason for 
growing private secto,r pro,vision of 1nerit goods lies in the fact that sta.te provision 
doies not n1ecessaTHy n1ean good-,quality provision. 

Regu ating BAA's monopoly over UK airports 
The UK government's monopoly policy is impl1emiented by 
a number of g)overnm 1ent agencies, which are responsible 
to a government department, the Department for 
Business., Inn.ovation an,d Skills. The principal agency, 
the Comp,etition and Markets Author,ity, starts 
ope~ating in April 2014 fol low~ng the merger of two former 
regulatory agencies~ the Office of Fair Trading (OFl) and 
the Competition Commission. There are also a number of 
i·ndustry~specific regulatory agencies such as the Office 
of Communieations (Ofcom), whidh have the power to 
regulate the prices charged by the privatised industries 
they oversee. 

The extract below outtines what has happened to 
BAA, an airport monopoly which. amid calls for BAA 
to be broken up. was investigated by the Competition 
Commisston jn 200Q. The commission1s job was to 

investigate whether BAA's monopofy power o,ver airports 
r,esutted in am-competitive business practices. 

[( ~35·; l, 
,l I ,_ -,;. 
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Rebranding London main airp ort 
In 1986 BAA was formed when a Conservative 
g'overnment privatised the airports it had previously 
owned. In 2006 BAA became the UK subsidiary of a 
for,eign-owned companyi having been taken over by a 
Spanish consortium. In 2009 IBAA's monopo,~y position 

in the airport industry was referred to 1he Competition 
Commlssion. After its investigation, the commission 
ordered BAA to sell off Gatwick and Stansted a~rports~ 
a long w ith a Scottish airport. 

In 2012 BAA decided to change its business name 
to 'Heathrow· to reflect the fact that Heathrow i:s the onty 
London airport t hat the company now owns. Heathrow's 

chief exeout~e said: ~we are a different company today 
from when ,BAA was formed. Heathrow now accounts for 
more than 95% of our business.i He added: ~we are now 
starting the process of irebranding each of the airports we 
sti II own. ' 
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FoUow-up ,questions 
1 Before privatisation in 1986i Heathrow airport was part of a nationalised industry. Explain the, meaning of 

privatisation and nationalisation. 
2 Outline two1 benefits Hea1hro,w~s passengers may now enjoy since the break-up of the monopo1y BAA. 

The government and monopolies 

EXA:M TIP 

Knowledge of the different polioj,es that governments can use to deal with a monopoly will 
also be usefu I in your A2 studies. 

In the previous chapter, it was explained how monopoly can be both goodl and 
bad. Arguab]y, by restricting output and choice, and by raising th,e ·priceii monopoly 
is bad n1ore o·ften ·than it is good. How,evec 1nonopoly can be justified in certain 
circun1stances1 especially in the case o,f natural monopoly where econ0i1n iies of scale 
can reduce the firm's costs. 

For this reason, a government may adopt a 'cost-benefit' approach to monopoly~ 
invesHg,ating each case on its n1erits to see if the advantages of n1onopoly outweigh 
the disadvantages~ Other approaches to 1nonopoly are possible, however~ 
• The compulsory break.big up of all monopoHes, or Emonopoly busting>. Many free­

market econo1n ists believe that the advantage,s of a f r,ee·-market economy, namely 
economic efficiency and consun1er sovereignty can only be achieved when the 
economy is fully competitive. Monopoly, as such:,. is bad, and hnpossib le to justify. 
On this line of reasoning, the government should follow an automatic policy rule 
to break up monopolies wherever 'they are found to ex]st. UK policy-n1akers have 
rarely adopted such a ]nonopoly-busting approach:- though powers do exist that 
allow the gov,ernment to1 1order the break-up of an estabHsbed monopoly. 

• Tl1e use of pric,e controls to restrict monopoly abuse. These have been us1ed by the 
r,egu]atory agencies establi shed by UK governn1ents, to regulate industries that were 
privatised in the 1980 and 1990s~ For exarnple} Ofgem regulates energy industries 
such as gas and electricityJ although price controls have mostly be'l~n dropped. 

• Taxjng monopoly profits. As weU as controlling prices directly, the government 
can tax moinopo[y profit to create an incentive for monopolies to reduce prices 
and profits. Monopoly taxes have not generally been used in the UK, except on a 
few occa.sions ·when a tax has been h11posed on the windf al] gain th.at ]and lords 
receive when the land they own is n1ade available for property development and 
when windfaU profits r,eceived by banks fro1n high interest rates hav1e been subject 
to a special tax. 

• Rate of return regulation~ In the USA, the regulators have in1posed tnaxhnu111 
rates of return on the capital that the energy companies e1nploy. This is meant 
to act as a price cap as the utilities a re fined if they set prices too high and earn 
excess1ve rates of return~ However,, in pr actice1 instead of increasing productive 
efficiency, ratie of return reguJatiain often has the ,opposite effect, hav1ng the 
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unintended consequence of encouraging 
energy con1panies to raise costs (knowlng 
they a.re protected by entry ba1Tiers) rather 
than to cut prices to comply with the ral,e 
of r,eturn regulation .. 

• Cha11gi11g, monopoly ownership. This 
can work in one of two ways . Either the 
goviernment can nalionalis and take into 
public ownership ]arge firms or whole 
industries in the private secto1r of the 

nationalisation: the state taking 
over firms or industries previously in 
the private sector. 

privatisation: the state selling 
nationaltsed firms or industries to the 
private sector. 

economy, changing them into state,-owned monopolies; or the govern.lnent can 
seU back to the private sector,. or privatise previously state-owned n-ionopoHes~ 
The choice w · H be exp la ·ned further in Chapter 14, in the c1ontext of govern111ent 
failure. 

• DereguJati.011 and tbe re1noval o.f barriers to entry. Nevertheless, 111ost economists 
believe that pr[vaHsation a lone cannot eli n1i nate the problen1 of n1onopoly abuse, 
since it merely changes the nature of tl1e problen1 back t,o private n1onop,oly and 
the commercia] exploitation of a Inonop1oly position. The fact that the privatisation 
of the te'1ecom111unication and gas monopoUes was accompanied by the s 1eUing up 
of regulatory bodies (now known as Ofcom and Ofgem) is a recognition of this 
problen1. One method of exposing n1onopo1ies - including, the priva tised ucHity 
industries - 10 increased competition is to use deregulatory policies to ren1ove 
artificial barriers to entry and also to expose them. to internationa] con1pet it ion. 

Government policy and the distribution of income 
and wealth 
The, UK government has sometilnes tried to 
make the distJibution of incon1e, .and we.a ltlh. 
[,ess unequal and arguably more equitab1ej 
but not always with success. The 1nain policy 
that governm.ents use to achieve· this end is 
fiscal policy. Fiscal policy is explained in 
detail in Chapler 24. Howevert for discussing 
how economic policy can be used to .make 
tbe distribution of incon1ie and wealth 1nore 
equal, at this stage just two e1en1ents of 
fiscal policy wiU be introduced: progre sJ e 
ta~ '"a lion and government transfe s. 

In a progressive tax syste1n, the, proportion 
of a person~s incom1e paid in tax h1creases 

as inco1ne rises wh He [n a regressive tax 
systemJ' the proportion pa[d in tax faHs. A tax 
is proportionate lor a flat tax) if exactly the 

KEYTE:RMS · 

fiscal policy: government poljcy 

that uses the fiscaJI instruments of 

taxationi government spending 
and the government's budgetary 
position to achieve partccular po!icy 
objiectives. 

government transfers: a payment 
of money from a government to 
an ·individual for which no good or 
service is given in return. 

progressive taxation: 
a progressive tax is where the tax 
rate increases as income rises. 

As a. result, the rich pay a larger 

proportion of thejr incom·e in tax 
than the poor. 
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Government intervention in the economy 

same proportion of income is paid in tax at aH levels of incon1e. The word ·progressiver 
is value-neutral, i1np]ying nothing about how the revenue raised by the govern1nent 
is spent. Nevertheless, progre,sslve taxation is used by governments to achieve the 
social aim of a i fairet· distribution of income. But progressive taxation cannot by 
itself redistribute income or wealth. Progr1essive taxation used on its own merely 
reduces post-tax incon1e di.f fe·renHa]s compared to pre-tax income di fferen1ials* 

For redistribution ta tak1e place, trans.fers in the governn1enrs pubHc -expenditure 
progra1nnle are required. The govern1nent tran..-t;fers inco1ne when paying tax revenue 
collected f ro1n certain groups in society t10 other groups, without tl1e latter producing 
any goods or services in return. Although transfers are not always directed to the 
poor and are not aJways used to reduce incon1e inequalities, usually they are,, at least 
in countries sucl'l as the UK. When used in this w,ayj transfers are also called welfare 
benefits: for exan1ple, income support and housing benefit paid 10 poo1· fa111ilies a]1d 
households in the UK. 

- ~ ~ 
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-------~ 

G.overnments intervene in the economy to try to correct or reduce market failures. 
Governments often provide pubJic goods directly~ arguably because markets fail 1o supply 

them . 
. Regulation BJnd taxation are used ·to disoourage the product ion of negative externalities 

such as rx,llution, and to discourage production and consumpt&on of demerit goods. 
Governments are· now using emissions trading or markets in permits to poltute as an extra 

approach to the problem of pollution. 
Along with subsidy, reg u 1.ation is also used to encourage the production of positive 
externalities such as a beautiful view, and to encourage production and consumption of 
merit goods. 
UK go,vemments generally use a cost-ben,efit approach to reduce the p robfems caused by 
monopoJy, although other m 1ethods of intervent~on can also be used. 
Progressive taxation and transfers are used to ma~e the d is1ri bution of income and wealth 
more equal. 

Exam-style questions 

1 Exptain1 how subsidies and taxes may be used to prom.ate the consumption of merit goods or deter the 
consumption of demerit goods. (12 marks) 

2 Using the concept of elasticity, explain why taxing dem.erit goods may be relatively ineffective in reducing 
their consumption. (12 marks) 

3 Evaluate three diffrerent policies a govemm1ent might use ta deal with the problem of monopo1y abuse. (25 marks) 

4 Do you agree that governments should use1 progressive taxation and transfers to the poor to reduce 
inequalities in the distr1butlon of income and wealth? Justify your answer. {25 marks) 
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Government price contras 
and the prob em of 
government fai ure 

This fnal chapter on markets and market failure continues and completes the coverage 
of government rntervention in markets . The chapter starts by looking at government 
intervention to infl.Jence or indeed to control prices in competnive or relativel1y competiitive 
markets. The last part of the chapter completes the coverage of Unit I speclfcation 
content by examining the nature of government failures in the economy . 
...•...............••.... .. ....•...•... .. ..••..................•.........................•..........•......... 

This chapter wil I: 
compare price ceilings or maximum price laws with p.rice floors or m inimum price laws 
explain how buffer stock intervention attempts to stabilise the prices of agricultural 

products 
• discuss 1he problems that buffer stock intervention leads to 

relate buffer stock intervention to the European Union''s Common AgniculturaJ Policy 
explain the meaning of government failure 

• compare governm,ent failure w ith market f.ailure 
• introduce the 'llaw of unintended oonsequenoes· 
• provide ,examples of possible government failures 

Price ceilings or maximum price laws 
Perhaps the sitnplest \Vays in which a governn1ent can impose a price control is 
through the use of a price ce[ling or a price floo1r~ Suppose,, for ex:amp]e, that in a 
particular 1nark1et - say, the marke,t fair bread - the gov,ernment imposes a price 
,ceiling or maximum legal price, shown as P1 in Figure 14~1. Becau . e the price 
ceiling has been hnposed below the free-mar·ket eq uil]brium price of P *, it creates 
excess de1nand shown by the distance between Q1 and Q2 . fn a free 1na:rket 
rnarket forces would raise the price and eliniinate the excess dewnand. But~ because 
the price ceiling prevents this happening, 
there is no mechanjsm. in the n1arket f 01· 

getting r[d. of excess demand. Rather than 
ratio·oing by price.,, households are ra·Uoned 
by qua11tity. Queues and waiting lists occur, 
and possibly bri.bery and corruption through 
·which favoured custon1ers buy the good, but 
others do not. 

EXAM TIIIP 

KEYT'ERM 

price ceiling: a pr~ceabove whioh 
it is illegal to trade. Price ceil ings, 
or maximum legal prices 1 can 

drstort markets by creating excess 

demand. 

Exam quesbons often ask for a description and an explanatton of ways in which government 
intervention can affect the price of a good or serv~ce. 
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1Government price controls and the problem of government failure 

KEY TERMS 'The emergence of a second r 1narket (so1neticnes called a black 
nriarket) is also like]y. Secondary n1arkets en1erge when pri1na.11,-1 

tnarke1s (or free n1arke1[s) ,are prevented fron1 working properly. A 
secondary 1narket is a 1-neeting place for lucky and unlucky custo1ners. 
In the secondary 1narke(. son1e lucky custom,ers] who bought the· good 
at price P1, resell at a higher price to unlucky custom,ers unable to 
purchase the good i11 the prilna1y market (Note: later in tl1e chapter, 
the issue of whether a black n1arket provi,des an exa1nple of govermnent 
failure will be djscussed.) 

secondary market: a market that 
comes into existenc:e when the 
primary market is not allowed to 
function properly. 

price floor; a price, below which 

Price · 

it is iHegal 10 trade. Price floors, ,or 
minimum1 legal prices! can distort 
r:narkets by creating ,excess supply. 

0 o, 
Lucky 

custom,ers 

Supply 

Free mark et price 

o· 02 
Unfucky 

customers 

Price ceiling 
or maximum 

legal prcce 

Demand 

Quantity 
of good 

Figure 14.1 The effect of a 
maximum price law or price 
ceiling 

.Price floors or minimum egal prices 
S0metim1es governn1ents ilnpose mhlimum price law or price floor .. For a ininimrnn piice 
law to affect a market the price floor must be set below the free-u1ark,et p1ioe. Figure 14.2 
illustrates the possible etlect of tbe national 1ninhnrnn wage iI11posed in UK labour markets. 
A national m inin1um wag·e rate set at W1 (which is above the fl"ee-]narket wage rate of ~) 
creates an excess supply of Jabour~ thereby causing une1nployrnenl equal to the distance 
between L1 and L2. It may aJso cause rogue 1en1ployers to b1'eak the law: for example, paying 
,·poverty wagef to vulnerable workeL"s such as iUegal hnn1igrants. Note also that whereas 
a price c,eiling imposed above the free-rnarket price in Figure 14.1 would have no e,ffect on 
the p1ice at which bread is liaded in the market, a nationa] nunimum wage set below the 
flree-1narkret wage rate in Figure 14.2 would have no effect on une1nployment. This is the 
situation in many Ul< labour 111arkets. 

Wage rate 

0 
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Free market 
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Demand for labour 

l2 Quantity 
of labour 

Figure 14.2 The 
possible effect of 
the UK national 
minimum wage 
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iEXAM T'IP 

Unit 1' exam ques1ions 
often require knowledge 
and analysis of buffer 
stock intervention. 

Agricu ltlJ ral prices 
are unstable 

- --

:· ·142·. 
---

Buffer stock intervention to 
stabi ise agricultural prices 
At this point, you s]1ould refer back to the 
reasons given in Chapter 7 to exp]ain why the 
prices of agricuUu ral goods are often unstable 
and fluc tuate wildly from year to year~ To 
remind you agricuhura] prices fluc tuate 
because supply curves shift leftward or 

KEY TERM 

buffer stock: a store of an 
agricultural good or primary 
product which is added to in the 
event o,f a surplus and released 
onto the market in the event of a 
shortage·. 

rightward in r 1esponse to factors outside farmers'' control: nan1ely;, climate, weather 
and the resulting state of the harvest. Tbls cause of price instability is iHustrated 
in Figur,e1 7.2 i n 1Chapter 7. 

Because a completely unregulated free market can lead to price volatility, 
governrnents, or their agencies, often intervene in agricultural n1arkets to t1y 

to stabilise p1·ices .. They believe intervention is in the interest of farn1ers, or 
consumiers, or possibly both groups. 

Buffer stock ·ntervention is one n1etl1od of stabilising farm prices. Two forn1s of 
buffel" stock intervention are iiUustrated in Figures 14.3 and 14.4. The first diagra1n 
is similar to Figure 7.2 except tl1at a third supply curve1, the .. nor1nal harvest ' supply 
curve, is locat1ed mid-way between the 'bad harvest'' and the ~good harvest' supply 
curves. Suppose that the government or an agency of fa rn1ers, decides to stabilise 
the good"s price at the "normal ' year price) P*. If no intervention takes p]ace, the 
quantity of the good ava Hable on the f.ree n1a rket is Q1

1 when there ls a good harvest 
However, the glut of supply n1eans the free-n1arket price has fallen to P1• But to 
prevent the price IaHing so [ow, and to stabilise the price ac P *:, the government 
buys quantity Q'3 1ninus 1Q*. {Note that far1n,ers wish to supply Q'3 at price P *, so 
the difference between Q3 and Q* has to be bought by the governn1ent and stored 
as a buff er stock.) 

AQA AS Economics 



1Government price controls and the problem of government failure 

Price 

P, 

·'Bad harvesty' 'Normal harv,e.st ' 
supply ourve suppty curve 

1Groodl hairve st' 
supply curve 

i e 14. Buffer stock 
intervention to stabilise 
corn pletely the price of 

0 Quanmy an agricu~tural commodity 

P2 
Reduced P4 

zon~of { 
pnce 

volati'l ity P3 

P1 

· Bad h a1rvest ' 
supply curve 'Good ha rves.t., 

supply curve 

price 
Lower l ntervention 
prtce 

Fig ire 14.. A buffer stock 
policy based on upper and 

0 Q., Quanrtity lower int1ervention p rlces 

Suppose that next ye,ar, following a bad harvest, the free~n1arket quantity 
(assuming there is no intervention) falls to Q2, with the price rising to P2~ 

To prevent the price Jising above P*,. the government supplements supply by 
releasing fru1n its buffer stock quantHy Q1* minus Q4 • Th,e sale of Q* mtnus Q4 

prevents the price rising to P2, and stahUises the price at p tt-. (Note, in this case, 
Q 1

4 is the 1naxin1u1n quantity farn1ers are willing to supply at the intervention 
pr[ce P*, so quantity equa l to Q* n1inus Q4. has to be sold by the government to 
keep the price at P· .) 

Summarising, the gove1·n n1ent, or an association of producers, accu1nulates ,a buffer 
stock when the harvest is good and releases 'this onto the n1arket in the event of a 
crop failure. 

Lower an 1d upp1er interve,nti,on prices 
Figure 14.4 iUustrates a s]ightly different forn1 of buffer stock 
intervention. Jn tllis cas.eJ ra tiler than completely stabilising the 
price~ support buying and s,eUing reduces rather than eliminates the 
fluctuations resulting fron1 free·-1narket forces. Two intervent1on 
price .. are set - a lower intervention price at P3 and an upper 
i11tervention price at P4. Following a bumper crop, the supply 
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intervention p rice: a pries at 
which a buffer stock agency starts 
to buy or sell a g;ood, thereby adding 
to or depleting the buffer stock. 



curve shift to the ·good harvest· curve; causing tile market price to fal 1 toward 
P'1. As the price falls through P3 , tl11e support-buying agency steps into the 111arket 
and purchases a buffer stock. This prevents any furthe1· fall in the price . which 
stabilises at P3. 

Suppose that next year, foUowing a bad harvest, market forces cause the price to rise 
toward Pi~ When the price reaches the upper [ntervention price of P4, the government 
once again steps into the n1arket,. selling Q3 111 inus 1Q4 from the buffer stock. The 
release of the buffer stock prevents the price rising above P4 . 

By purchasing a buffer stock ,;vhen the price faHs to the ]ower interv1ention prjce of P3 ,. 

and selling fro111 the buffer stock. when the price rises to the upper intervention price 
of P4 JI support buying is meant to be self-financing. In theory, costs of [nanagement 
and adm[nistration are, financed from the n1argin between the lower and upper 
intervention prices. In practice> however buffer stock intervention leads to a nuniber 
of problems, which are explained in the next section. 

EXA,M TliP 

Exam candidates sometimes confuse the dec~sian to hold back the suppiy of a good ~.e. a 

retention po11cy) with buffer stock intervention. 

Pr,01blems resuttin1g from b1u.ffer stock poli 1c.ies 
Buffer stock. poHcies can cause a nu.n,ber of probieins; whicl1 harm and can uUimateiy 
undern1ine both the policy and th,e agricultural economy. The p1oble1ns include: 
• 

1Good and bad harvests 1nay not a lte·rnat1e. A succession of bad harvests could lead 
to a situation in which the governmenrs buffer stock was exhausted and iL could 
no ]onger prevent the price from r ising. 

• However;, the opposite problen1 of over~production is 1nore likely. A succession of 
good harvests could result in continuous over-production .• with the governn1ent or 
support agency accumulating an ever-growing buffer stock. 

• As a result) the fund used to finance the purchase of the buffer stock may run ouL 
A few years ago~ the tin-producers support-buying scheme collapsed~ basicaHy 

because it ran oul of n1oney. 
• Suppose farmers stop producing crops which lack government support, and start 

producing crops which are supported. The supply curve of these crops wil1 shift 
p,ern1anently to the right as n1ore far1ners enter the rnarkett leading to pern1anent 
over-production. 

EXA,M TIP 

Buffer stock ~nterventi,on can lead to government failure. It is important to, understand the 
problems that buffer stock intervention causes. 
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1Government price controls and the problem of government failure 

CASE STUDY 14.1 

The EU's 1Commo1n Ag icultural Policy (CAP) 
Currently the CAP is split into two 'pillars'. Prnar 1 i making 

up about 75% of the UK CAP budg:ete i'ndudes payments 
made to farmers to support their income - the Single Farm 

Payment - and payments and polioies made to enable 
farmers to compete in global markets and deal with the 
unpredictability that comes with free trade in agriculture 
i(e.g. e,xport substdi.es that enabfe EU farmers to export 
their products at prices befow the cast of production). Pillar 

2. which makes up about a quarter of the, CAP budg1et 
across Europe, covers most of the environment and rura, 

development measures. 

FoUow-up question s 

The EU has rec,ently reformed its support systems so 

1ha1 farm export subsidies are now fess likely to distort 
world markets. At the Doha round of int1erna'tionaJ trade 
1alksi 1he EU proposed elitninating e~ort substdies 
altogether in 2013, as we,1 as signmcantly reducing, import 
duties on farm produce. The reform is a major fieth ink of 
the who~,e ,of the CAP. 

To find out more about 1he, CAR, read the EU factsheet 

on the Civitas website ( .dv1tas.o .uk) and 'Q&A: 
Reform of EU farm1 policy1 o,n the BBC News website 
( ·1w .bbc.co.uk). 

1 Find out more detarls of the 2013 CAP reforms and evaluate their success. 
2 Find out whether support buylng and buffer stock intervention have ever been part of the CAP. 

Farm support po lcles In the UK and 
the European un·on 
When the UK jiojned the EEC (now the European Union (EU)) in 1973 a fundamental 
change took plaoe in British agricultural policy~ UK far1ners ar,e relatively h ig hacost 
producers when co111pared to farmers in such countries as the USA Canada and 
Australia, but they are efficient within the constraints imposed by the British clin1ate 
and average farm size. Compared with many European farmers e1nploy1ed on even 
smaHe1 and less mechanised farms, British farmers a re relat ively lowacost producers. 

Prior to 1973J imports of food were allowed into the UK at the \Vorld price and 
subsidies w1ere paid to British farmers to keep the1n in business. Thus Britain had a 
''cheap food' p,ol[cy. 

By contrast the EU's 1Co1nmm1Agricultura1 Policy ~CAP) results fn ret atively expensive 
food for consumers. The CAP hnposes an external tariff or Ievyj which brings son1e of 
the prices of lln1ported food up to the lev,el of Eu ropean costs of production., The levy 
has increased EU food production, but at the 1expense of cheap food hnports. 

An aim of the CAP was to eUminate the fiood shortages that had occurred in western 
Europe in the 1940s and 1950s. But the EEC'"s in1port contro]s and payn1ents to 
Co1nn1u nity farm,ers inore than succeeded in this ailn. Chronic over-production -
the accumulation of wine ~lakes' and butter and wheat ~mountains~ - was the result 
Ov1er-product1on stil[ continues, at great expense to EU taxpay,ers who finance, the 
CAP. Poor developing countries outside t he EU also suffer. Many have been denied 
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free access to the rich EU export marketJ and have suffered fro1n the EU dumping 
(selling at below cost) the surplus production in their n1arkets. Dumping destroys 
indigenous agriculture in poor countries .. 

Gov.ernment fai1lu1re 
When studying 1narket failure., it w.as assumed that m.arket failure can be· reduced or 
001nplete]y eHn1inated, once identified through appropriate governn1ent int,ervention: 
for example,. by hnpo,sjng taxes., controls and 
regulation.. But there is another possibility. 
When the gove1111nent intervenes to try to deal 
wUh .a problem,, far fron1 curing or .ameliorating 
it, intervention actually makes matteis 
worse. Wh,en this happens, the problen1 o f 
goven1ment faHure replaces the problen1 of 
n1 a rket fail ure* 

KEYT:ERM 

government failure: occurs 
when government intervenUon 

in ihe economy is ineffective, or 
wastefu l or damaging. 

Gov,ernm1ent fa.ilu1re versus market failure 
Students often confuse govern1nent fai]ure with n1arket failure, usuaHy by wrongly 
arguing that a failed or ineffective gov,ern1nent po Hey is an example of n1arket 
failure. As Chapter 9 explains,, market failure occurs when markets perform 
unsati sf actor[ ly or badly. As noted in the last paragraph having identified a case 
of n1arket failure, the govern1ne11t 1nay then intervene to try to reduce· or indeed 
eliminate the n1arket failure .. 

EXAM TIIP 

Government failure often results &om 1he fai lure of interventionist government policies to 
correct market failure1 or when the, costs of interven1ion exceed any benefits. 

EXTENSION MATER,IAL 

Public inter st heory versus public choice th ory 
The rather benign view of the role of government in tiie econorny - centring on the use of public poftcy to correct market 
fai lure wherever it is found to ,exi,st - is part of the public in"terest theory of government behaviour. Public interest theory 
argues that governments intervene in a benevotent fashion in the economy in order to eUminate waste and achieve an 
efficient arid socially desirabJe resource allocatton. 

Public interest theory was extremely influential in the UK from the end of the Second Worfd War On 1945) untU around 1979. 
lntervemionist government policies then gave way to a revival in the beltef in free-market forces. At that time~ the influence 

of public interest theory gave way to a gro'Ning influence of public choice theory. According to pub He choice 1heory, 
not onfy can market failure arise in the situations described in ,Chapter 9; there is also the possibility - perhaps even the 
likelihood - of g.overnment faUure oocuming whenever the state attempts to improve on the1 working ,of the market As 
was ·explained in Chapter 13~ pro-free market economists regard a marK!et economy as a ca~m and orderiy place ~n which 
the price mechanism, working through the incentives signaUed by price changes in competitive markets, achieves a more 
op1in1al and ,efficient outoo·me than could r:esult from a policy of government int1ervention. 

- - ~ 
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1Government price controls and the problem of government failure 

The 'law of un'"ntended consequences' 
This ·1aw'1 wllich has becotne V1ery fashionable ]n recent years:; predicts tllat, whenever 
the government intervenes in the n1arket economy,. effects win be unleashed 
which the p0Ucy-n1akers had nait foreseen or intended~ S0n1etimes of course, the 
unint1ended effects may be advantageous to the economy, while in ,other instances,, 
they 111.ay be harn1ful but r,elatively innocuous. In e,ither of these circumstancest 
gove,rn1nent intervention can be justified on the grounds that the social benefits 
of intervenHou exceed the social costs and therefore contribute to a net gain in 
economic welfare. But if govern1nent activity - however well intentioned- triggers 
harmful consequences which are greater than the benefits that the government 
intervenUon is supposed to promote~ then gov1ernn1ent faUur,e resul1s. 

some examples of pos.sible government failure 
Black markets 
Earlier in the chapter, it was explained how a pric1e ceiling or maxi1nun1 price law 
can create excess d,emand in a market, which is then relieved through trading in a 
secondary 111arket or black n1arket. Price ceilings are nonnally put in place to protect 
consumers from high prices. However, the rising price of a product may si1nply 
reflect market forces and the changing nature of supply or demand in the market. 
A higher price 1night be needed to create [noentives :for consun1e·1-s to ,econon1ise 
and for firn1s to divert n1ore scarce resources into producing the g1ood. The price 
ceiling may prevent this happening~ The controUed price can send ou.t the wrong 
signals and create· th1e wrong incentives, thus contrjbuting to resource n1isailocation. 
And s·nce it may be a crilnina[ activity to break the price law black rnarkets are 
somecjn1es characteiised by corruption and the threat of the use of illegal fore e. 
----

EXAM TIP 

There are various forms of bfack markets or secondary markets. One type results from 

government-imposed price ceilings, a second from under- pricing of 1icket·s for sport and 
entertainment events., a third from a government-imposed price floor, and e fourth from 
banning consumption ,of a demerit good such as a hard drug,. 

However, ec,onon1ists of a free-1narket persuasion often justify black n1arkets on 
the ground that they do the job that the primary market should do: that is, equate 
demand with supply~ A prioe c,eHing prevents the primary or 'over-ground~ market 
from working properly. Arguably the touts, spivs and dealers who act as midd]e 
men in the b]ack n1arket or underground economy contribu1 1e to better r·esource 
allocation, although their contribution would not be needed if there w,er,e no price 

controls. A black n1arket or secondary market only cornes into existence because 
price cont.rots dis tort the primary market. 

Medt and demerit goods 
Various exar11ples of gove111n1ent failure 1nay occur when the s'late provides n1erit goods 
such as education at zero price for 'the conswner, or taxes or bans production and 
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1EXAM TIP consumption of demerit goods. When education is pr-ovided free by the 

Merit 1goods. demerit goods and 
external it ie-s provide a Ii n k between 
market failure and government failure. 

state, shortages emerge for places in so-called 'good' schools. Parents 
who are unable to get their children into these schools son1e·U1nies lie 
about where they live; in tlle hope of winning places in the Lpost code 
lotte1y· through wl1ich tl1e ]ocal education authority offers places to the 
children living nearest to the schooL 

In the1 case of dem,erit goods, the imposition of high tax1es on goods such as alcohol and 
1 obacco has encouraged Lbooze cruise' trips to France to buy beer, wine spitits and 
cjgai~ttes at lower French prices. Not only does this erode the Ul{ gov 1errunenf's tax base,, 
it a]so unneoessari.[y dive1ts productive resources into car and van j ou1neys that would not 
otheiw1se take p]ace, which in tum leads to unnecessary· carbon poUution. And, however 
·woithy it is, banning the production and consumption of demertt goods such as cocaine 
and heroin creates black 1nark1ets characterised by ctin1e and racketeering. 

CASE STUDY 14.2 

The landfill tax and government failure 
Government poJicies 1hat aim to reduce the discharge 
of negative externalities can also leed to government 
fa.Hun~. Almost every 1eoonomic acti~ty produces was1e: 
for examp·le, household rubbish and the was1e 1oreated 
by building and cons1ruction. A large fraction of UK waste 
is either incinerated (which discharges poJlutants into the 
atmosphere) or col l,ected by local gov,emment and placed 
in landfill s,tes,. Landfill ail'so causes pollution, and a further 
problem .arises as .aU the available landfill sites fill up. 

In 1996, the UK government imposed a landfiU tax 
which it hoped would cr,eate jobs and reduce waste. But 
to evade the tax, rogue building contractors and some 
households began to fly-t ip and to dump rubbish in public 

The unintended consequence of the Ian dfill tax 

- - -

,, 1·48'. 
I ~ ' -

. . 
----

places and on other people's land. This was an unintended 
and adverse consequence of a tax that was intended to 
improve the enviironment. 

The scale of f11y-tipping uncovered 
Many blam,e the controversial landfill 1ax for the rPse in 
organised unauthorised dumpjng. The tax increased the 
costs 1of tak1ing waste 10 licensed sites by up to a third. 
The cost ,of getting rid of one truck-load of rubble could 
be· as high as £400. Finding alternative dumping1 grounds., 
where off-loading a lorry costs little· or nothing, allows 
the unscrupulous to mak:e a fortune. But the cost to the 
environment is immense. 
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1Government price controls and the problem of government failure 

Research published in 2011 by the Countryside 
Alliance unoover,ed the enormous scale 1of illegal fly­

tipping in England and Wales. Figures obtained under the 
Freedom of lnformati1on Act reveal that iHegal fly~tipping 
cost taxpayers over £40 m il lion in 2010. At least 6561000 
incidents of unlawfiul rubbish dumping wer1e recorded in 
England and WaJes between Apri l 2010 and March 20111 
which works out at 75 incidents of fly-tipping 1ev,ery hour -
more than one per minute! 

The cost of clearing the waste alone was just under 
£25 minion, yet only one 1in 50 cases led to a prosecution. 

Follow-up questions 
1 Reia1,e fly-tipping to the concept of negative external Ft~es. 

l'n cash-strapped ruraJ local authorities. the rate of 
prosecutions dropped to just 3 in every 1000. If waste 
is dumped on p rivate land, the owners. irrespect,ve of 
having no part in the fly-tip, have a duty of care and 
are bound by law to clear it up in their own time and at 
1heir expense. 

The Chi,ef Executjve of the Countryside A llrance said~ 
'With the Coalition Gove·mment raising the landfi1 I tax and 
with more cuts coming to council budgets, this problem is 
only going to get worse.' 

2 Do you agree that landfill iHustrates both market failure and government faij lure? Justify your answer. 

CASE S,TUDY 14.3, 

Progressive taxation - an exa pie of government failure? 
Ove,r the ~ast 40 or so, years the distri1biution of income 
has become more unequal. Some people bel~eve that 
th~ s is an ·exam pie, of marke,t fa1i lu rei but others argue 

that by causing poverty~ gov1ernmen1 policies to make 
the1 distribution more equal lead to government failure. 
Some people argue that the UK 1ax system should 
be made more progn3ss~ve. However. a counter­
argument can be made that. if the dch are taxed more 

heavily,, 1he incentirves 10 take financial risks and to be 
entrepreneuria,I will be weak,ened. Ec,onomic growth 

then stows down. As a result, 1he poor end up less 
unequal (compared to the rich) but a lso poorer 1han 
they would be if greater inequality was aUowed to 
persist 

Does progressive taxation hel'P the poor? 
• Y:es: progressive taxation hel'ps combat extreme 

pave rty. This is because the lowes.t ze,ro. tax band 
will app1ly to earnings beneath an initial threshold. 
Therefore. the less one earns. the higher the 
percentage of one 's pay that is not taxable. The 

cost of basic surviva1 needs is by definition a. larger 
proportion of a lower earner's income· and there,fore 

FoUow•up questions 

a certain [block1 at the bottom of 1each income 1may 
be tax free altogether to aUow for these needs. This 
protection for 1he poorest is important, because 
most countries also operat,e customs tarfffs and 
sales taxes, which 1end 1:o hit the poor more than 
the rich in terms of the proport~on of their income 

,going in indirect taxaUon; progressive direct taxation 
redresses the balance. 

• No: the, European experience demonstrates that 
progressive taxation stifles economic growth. 

10f course1 no one gets hurt more by reduced 
economic growth than the poor. For the batter off r 
progressive taxation reduces the incentive to work 
hard. Entrepreneuriaf flair is discouraged. \/Vhy put 
more effort into work if much of the income, receved 
d isappears into the government's coffers? And if the 
tax revenues are used to finance, transfers pa&d to the 
poor, why bother to wnrk when you can liive off the 

state? Progressive taxation and rncreased welfare 
benefits are· part of the creeping growth of the state 
and the spread of a dependency culture and climate 
,of entitlement amongst those who, do not work. 

1 How can progressive, taxation help to make the distribution of income more· equal'? 
2 Do you agree that the high salaries paid to company directors and top managers should be reduced? 

Justify your answer. 

Unit 1 Markets and market failure 



Gov,ernm,e1nt fai1lu1re and rmonopoly 
In Chapter 13, it was mentioned that a governn1ent could attempt to deal with the 
proble1n s posed by private n1onop0Hes (narnely, restricting output and choice and hiking 
up prices) by nationalising the firm or taking it into pu"bHc ownei-ship~ Some 50 and 1nore 
years ago, British Labour governn1,ents nationa]ised industries such as coal mining in 
the belief that 1nonopoly probl,en1s only a.rise ·when the 1nonopoly is privately owned. 

Howev,er, opponents of nationalisation argued that state ownership produces 
particular forn1s of abuse that wou ld not be experienced if the indus tries were 
privately owned. These include a general inefficiency and resistance to change 
which st,em from the belief by workers and managem1ent in the state-run n1onopolies 
that they wiU always be baled out by gove,rnment in the event of a loss~ 

According to this view, n1onopoly abuse occurs in nationaHsed industries~ not f ro1n 
the pursuit of private profit but because the industries are run in the interest of a 
feather-bedded workforce whicJ1 is protected from any for1n of market discipline. 

In the 1980s and 1990s, the Conservative gov,ernn1ents that were opposed to 
nationalisation decided to denationaJis.e or privatise previously state-owned 
ind nstri,es such as coal, gas and ele,ct]. icity. But bee a use the govern1nents realised 
that,. once, back in the private sectorl a privatised monopoJy ]night use its tnarket 
power to raise prices at the expense of consumers; government agencies such as 
Ofgem were set up to regulate and police the piivatised industr ies. 

However son1e critics argue that the regulatory agencies have been weak and 
ineffectiv1e, and that they hav,e lacked sufficient knowl1edge, of technical conditions 
[n the industries they regulate to do their job properly. 

Governments jmpose price calings or maximum f,egal prices to preven1 prices rising1 above 
desired levels. 
A price ceiling imposed below the free-market price disto:rts the market and creates 
excess demand. 
In this situation, a secondary market or b,ack market is likeJy to ,emerg,e. 
Black markets can perform the useful economic function of dealing with shortages and 
equat ing demand with supply. 
Governments impose price floors or minimum i,egal prices, such as the national minimum 

wage, to prevent prices falling below desired levels,. 
Buffer stock intervention is used to by to stabilise the prices of agriculturaJ goods and 
primary produc1s. 
Support buying of buffer stocks has been an important part of the EU's Common 
Agricultural Pol icy. 
Buffer stock~ ntervention can lead to govemm,ent failure, generally ~hroug h the accum u I ation 

of unwanted stocks of surplus goods (e.g. but ter mountains and wine fakes). 
Government failure occurs when government int,ervention in markets leads to unsatisfactory 

or bad results. 
There are many different fom,s of government failure. 
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Exam-style questions 

1 With the help of an appropdate diagram~ expfajn how a maximum legal prioe may drstort a market. 

2 Exp!ain why buffer stock intervention often fails. 

3 Do you agree that gov,ernment intervention in a market to oorr,ect a ma~ket fai lure ine\lltably ~eads 
to government failure? Justify your answer. 

4 Assess the vi·ew that by eroding personal incentives. progr;essiva taxation and transfers 1o the, poor 
aJways lead to government fai~ure. 

Unit 1 Markets and market failure 

(12 me rks) 

(12 marks) 

(25 marks) 

(25 marks) 
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152: 

ad V'aloren1 ta.x~ a pe,rcentage e,xpendUure tax such as VAT .. 

average cost: the cost per unit of output; also called u11it cost. 

buffer stock: a store of an agricultural good or pri1nary product which is added to in 
the event of a surplus and released onto the 1narket in the event of a shortage. 

,con1petitive market!' a n1arket in which the large nu1nber of buyers and sellers 
possess good tnarket inforinaUon and easily enter o,r leave the rnarket. 

condition of ,dema11d: a determina nt of den1and,. other than ·the goad's uwn price, 
ithat fixes the position of the dlemand curve. 

i0011.dition of supply: a determi.na.nt of supply other than the good"s own price·. 1hat 
ft xes the position of the supply curve. 

1cross-elas,ticity or de1nand:· the proportionate change jn de1nand for a good following 
an initial proportionate change in price of another good. 

decrea -e in demand: a leftward shift of the de1nand curve~ 

decrease in sup,ply:· a leftward shift of the supp]y curve. 

demand: the quantity of a good or srerv[ce, that consu111ers a.r,e willing and ab]e to 

buy at given pric,es in a given period of tilne~ For econo1nists den1and is always 
,effective demand~ 

demerit good: a good, such as tobacco, for which the social costs of consun1ption 
exceed the private costs. 

diseco11omy of cale: rising average or unit cost as a fi rn1 increases its size or scale. 

division of labour: this concept goes hand in hand with specialisation. D1ifferent 
work.ers perform different tasks in the oourse of producing a good or service~ 
Different ·workers 1nay also produeie differen·t goods or services. 

,economy of scale: falling av,erage or unit costs as a firm increases its size or scale. 

effectJve demand: the desire for a good or service backed by an ability to pay. 

e)asticity: the proportionate responsiveness of a second vari.ab]e to an initial 
proportionate· chang,e in the ft rst variable. 

emissio11s trading: en1 issions trading systems a.How p0Hcy-n1a kers to set a pollution 
target and then issue tradable permits corresponding to that a1nount. Colnpanjes 
that w'ish to pollute must hold permits equal to their en1isslons. 

equilibrium: a stah~ of rest or balance between opposing forces. 

equit.y: fairness or justness. 
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ex1cess demand: when. consumers wish to buy more than fir1ns wish to sell; with the 
prioe below the equilibrium price. 

excess supply: when firms wish to sell mon:~ than consumers wish to buy, with the 
prioe above the equilibrium price. 

e,xcl.1ange: specialisation and the divisi.on of Jabour mean that goods and se,rvices 
111.ust be exchanged for each other. Money and the use of barter are 111ediu1ns of 
e~change. 

expenditure tax: a tax levied by the govern111ent on spending by consun1ers. The 
firms seBing the good pay the tax to the government, but consu1ners jnditectly pay 
vi.a the resulting price rise. 

exle:rnaiity: a public good; in the case of an externa1 benefit, or a public bad:, in the 
case of an external cost, that is 'dumped~ on third parties outside the 1narket. 

finite resource: a r,esource, such as oil, w l1ich is scarce and runs out as it is used. 

fiscal policy: government policy that uses the fisca I instruments of taxation.1 
governm1ent spending, and the governn1,ent ~s budgetary position to achieve pa.rticula.r 
po] icy objecti.v,e,s. 

fre1e-ride1": so1ne,body who benefits frou1 a good or service without paying for it. 

good: a good y ields utilityJ unlik,e a bad\ which yields djsutUity. 

government failure: occurs whren government intervention in the economy is 
ineffective, or wasteful or damaging. 

gover1I01e11t transfers: a payment of money from a government to an individual for 
which no good or service is giv,en in return. 

immobility of labour: the inability of labour to n1ove from one job to another, ,either 
for occupational reasons ~e.g. the ne1ed for training) or for geographical reasons (e.g. 
the cost of n1oving to another part of the country). 

i11c,et1tive function: pr.tce,s create incentives for consu1ners and firn1s to behave in 
certain ways. 

income: a flow of 1noney received (e.g. as a wage) fro]n supplying labour. 

i11come 1elasticity of den1and: the proportionate change i n detnand for a good 
foUowing an iniUal proportionate change in consu'lne:rs~ incon1e. 

jucrease in dema11d: a rightward shift of the, de1nand curve. 

i11crease hi supply: a rightward shift of the s upply curve. 

infierior good: a good Ior ·which den1and decreases as incon1e rises. 

ini:1ormation problem: this occurs when people make wrong decis.ions because they 
don't possess or they ignore relevant inforn1ation~ Very often they are myopic (short­
sighted) about the future. 
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interveotlo11 pri,ce: a price at which a buffer stock agency starts to buy or sell a good, 
th,e1·eby adding to or depleting the buffer stock. 

margin: refers to the last unit undertaken of an activity. 

marginal ben.eflt: the benefit resulting f ram the last unit of a good. 

marginal cos.t: the cost of the last unit of a good. 

market demand: the quantity of a good or service that aU the consun.1ers in a n1arket 
are Wllling and ab]e to buy. 

·market dis,equilibr ium: wben the n1arket fai ]s to clear. The lnarket plans of 
consumers and fir1ns are inconsistent with each other. 

market equilibrium: when planned de1nand equals planned supply in the market.. 

n1arket failure: a market con1plete1y fa Hing to provide a good or service, or providing 
the wrong quantity (Le. a quantity that leads to a n1isa1location o,f resources in the 
econo1ny1. 

market supply: the quantity of a good 0 1r service that all the ftr1ns in a 1narl<et are 
wifling to sell. 

merit good: a good, such as healthcare, for w hicl1 tl1ie social benefits of consun1ption 
exceed the pr1vat1e benefits. 

monopoly: a 1narket don1inaLed by one firm. 

·nationalisation: the state laking over fir]ns or industrie,s previously in the private 
sector. 

·natural monopoly: a market in which thell~e is only room for one firm benefiting to 
the fun fro1n econo1nies of scale. 

normal good: a good for which de1nand increas,es as income rises. 

11or1native statement: a. state1nent of opinion based on a va].ue, judge1n,ent. 

positive state,ment: ,a state111e11t of fact or one that can be scienUfically tested~ 

price ceilin,g,: a price abov·e which it is iHegal to trade. Prir,e oeiHngs or n1axh11u1n 

legal prices, can distort n1arkets by creating excess demand. 

p1rice elasticity of demand: the proportionate change in de1nand for a good following 
an initiaJ proportionate change in the gooct·s own price. 

p,rice elasticity of supp1ly: the p·roportionate c]1ange in supply of a good following 
an initial proportionate, change, in the goad's own price. 

price floor: a price below, which it is [Uegal to trade. Price f]oors~ or minimum legal 
prices,, can distort markets by creating excess supply. 

private be11efit maximi ation: ,occurs when MPC = MPBt 

p,rivate good: a good sucb as an orange) that is exc]uda.ble and rival. 
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p,rivatisation: the state selling nationalised firn1s or industries to the private sector. 

pr1oductioo: converts inputs or factor services into outputs of g1oods. 

productive efficie11cy: occurs when a firn1 n1inilnises average costs and produce,s at 
the lowest point on its average cost curve~ 

productive efficiency (f1or t lte whole eco11omy): the whole e,conon1y is productively 
efficient when producing on its production possibility frontier. 

p1r'10ductlvity: output per unit of input (e.g. labour productivity is output per worker). 

p1r1ofit: the -ifference between tota1 sales revenue and total costs of production. 

progressive taxation: a progressive tax jg where the tax rate increases as incon1e 
rises. As a resu]t the rich pay a larger proportion of their inco111e in tax than the 
poor. 

p1ublic good: a good, such as a 1·adio program1ne,J that is non-excludable and non­
rival. 

pure mo11opoly: on1e firm only in a market. 

rationing or aJlocative functio11: prices aUocate scarce resources between coinpeting 
uses. 

regulation: invo]ves the in1posiUon of rules, contro]s and constraints, which restrict 
freedom of economic action in the marl<et place. 

r,enewable re,source: a resource such as timber, that with ea reful management can 
be r,enewed as it is used. 

secondary market: a tnarket that con1es into existence when thie prirnary market is 
not aHowed to function properly. 

signalling fu.11ctio11: prices provide information to buyers and seUers. 

social benefit: the total benefit of an activity,, including the external benefit as w·ell 
as the private benefit. 

social benefit maximisation: occurs when MSC = MSB. 

social co t: the total cost of an acti\rity, inchtding Lhe external cost as weU as the 
private cost. 

specialisati1on: a worker only performing one task or a narrow range of tasks. 

speculation: occurs when people buy or sell a good or service because they believe 
the price is going to rise or fall in th,e future. Successful speculation mieans peop1e 
benefit fron1 capital gains or avoid capital losses. 

subsidy: a payment made by gov1ernnu2nt usually to produoers, for each unit of the 
subsidised ,good that they produce. Consumers can also be subsidised: for example 
bus passes given to children to enable them to trave] on buses free or at a reduced 
price. 
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supply: the quantity of a good or service that firms plan to seH at given piices in a 
giv,en period of tim,e~ 

taxatio,11: a tax is a compulsory levy irnposed by the governn1ent or some other 
authority to pay for its activities. Taxes can be used to achi,eve other objectives, such 
as reduoed consuJnpti on of de1nerit goods. 

u·nit t.ax or specific tax: a tax levied on a unit of a good irrespective oif t he good''s 
price. 

utility h1dustry: an industryt such as the post, which delivers its service to n1HHons 
of separate customers. 

wealth: a stock of assets that a person or firn1 owns~ 

·we.lfare benefits: transfers of n1oney by the govern111ent to people in low incon1e 
groups or with s.pecial ne,eds (e~g. disabled peop]e) .. 
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This is th1e ~st chapter covering the macroeconomic topics in Unit 2. It ~s important to 
note that examrnation questions may be set on the national economies of countries 

other than the UK. For examp,le~ in past exarninatfons. questions have required analysis 
of the French and Irish economies. On some occasions. questions have asked for a 
comparfson of numerical data taken from a range of industrialised countries, such as 
European Union (EU) countries, Japan and the USA. 

For the most part, howeve~ questions are IH<efy to be on the UK economy. llf a question 
is set on a non-UK ieconomyJ the data in the question v,AII provide all the necessary 
~nformatlon about that economy. 

Data-response questions usualty test the skills of applicationJ analyS1s and evaluation, 
rather than Just the display of knowtedge. !Nevertheless, some ~<nowledge of events that 
'have taken ptace in the UK economy over the decade or so before your examination is 
required. Knowledge of the structure of overseas economies is not generallly expected. 
However! tl1e Unit 2 specifcation does require awareness of the fact that UK economic 
performance Is ~nffJenced by the country's membership of the EU, and by external 
events in the internattonal economy . 
•..•........•...••.•...•....•..•..••••••..... ························~····················-~······················ 

EXAM TliP 

The, Un.rt 2 specification states that ''Candidates 8hould have a good know,ledge of 
developments in the UK economy ov1er the past 10 years.' 

This chapter wil l: 

review the difference between mtcroeconomics and macroeconomics 
introduce differeni ,macroeconomic, 'schoo~s of thought' such as free-market economics 
and Keynesianism 

• explain how 1he influenoes of free-market economics and Keynesian economics have 
changed ov,er time 

• introduce the main topics covered in the, rest of the unit 

The difference between m·icroeconomics 
and macroeconomics 
In Chapter ],, the difference between microeco11omics and macroec,onomics was 
briefl. y expla ined. Th[s chapter revisit s the d if.feren oe, but approaches it in a different 
·way. My starting point is three light bulb jokes about economists . The fj rs t joke 
high1ig]1ts a key djfference between 1nicroecono1nics and macroecono1nics, while 
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the others introduce two opposing .schools of thoughtJ each with a very different 
view on how tbe n1acroeconon1y functions. The first] and older, schoo] is the free~ 
tnarket or neoclassical school. Free-n1arker econoinists beHeve that econon1ic 
prob]en1s can and should largely be solved at the, microeconomic l,evel 
and that government inte1-v1ention in n1arkets is generally not necessary. 
The second schoo] is the Keynesian school, named after the econom]st 
John Maynard Keynes, who 1nore or less invented macroeco11omic ~ 

Keynesian eco11omists of t,en justify governn1ent intervention in the 
economy to achieve the governmenCs n1acroeconom[c objecti.ves. 

EXA:M TIP 

KEY TER,M 

macroeconomics: involves 
the study of the whole economy 
at the aggregate level. 

At. this stage, you should go back to Chapter 1 and re .. read the brief explanation of the 

difference between 1microeoonomics and macroeoonomicst as weH as the section on shifts 
of demand and the extension materi.al in ,chapter 3, where ceteris paribus is explained. 

Joke l 
Question: How many econornists does it take to change a. light bulb? 
Answer: Eight. One to screw it in and seven to hold everything e]se constant 

Joke2 
Question: How many free-market econo.mists does it take to change a light bu[b? 
Answer: None. Thie invisible hand does it. 

Jo.ke 3, 
Question: How 1nany Keynesian econotn[sts does ]t take lo change a light 
buJb? 
Answer: AH of them. Changing the light bulb will generate e1nployn1ent, 
which will increase consumptio1n, which win incr1ease the demand for 
Hght bulbs, which ·wHl incriease the need to change light bulbs .. ~ 

So what n1essage a1n I trying to convey with these light bulb jokes? The 
first joke ren1inds us of the 1ceteris paribus assu1np1ion, in1portant to 
much of what we study in microecono1nics. 

KEY TERM 

ceteris paribus: holding aH 
other factors jn the eoonomy 

constant when examining 
one part of the eco,nomy. It 
is an important assum,ption 

in microeconomics. but not 
general~y in macroeconom1cs. 

By contrast, n1acroeconornics looks at the whole economy,, or the economy in aggregate .. 
This n1e(Ju1s that the ceteris paribus assumption seldo1n holds. For example, if wages 
are cut in ]arge parts of the econo1ny, we cannot assume there w HI be no effect on 
total spending or aggregate demand in the economy. 

The s,econd and third jokes relate to the two schools of economic thought 
introduced above. To understand 111acroeconornics with any degree of 
sophistication1 it is important to appreciate how econon1ists fro1n different 
schools have held V"ery different views on macroeconomic proble1ns and 
on the typ,e of government poHcy ne,eded to reduce or solve, the probJem s. 

At the n1acroeconon1ic l,evet econon1ists divide int o free-n1arke t and 
I eyn esia11 econom ist . Free-111arket econon1ists genera My beHeve that 
the econo1ny is self-adjustjng; with the market 1nechanis1n auto1natic.ally 

Unit 2 The national economy 

I KEY TERMS 

free-market eco -omists: 
also known as neoc1assical 

econo1mists. 

Keynesian economists: 
foHowers of 1he economist 

John Maynard Keynes. 
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bringing abo,ut full e1nployment and economic growth - provkfing th l; at the 
n1icroeconomic levet markets a1·,e allowed to function freely and are sufficiently 
con1petitive. Hence, the nlessage conv,eyed by the second Hght bu)b joke is that 
decentralised decision 1naking and the 1nark,et's ''invisible hand' can acl'lieve 
optimal resouroe allocation in a co111petitive n1arket econo1ny without the need for 
government intervention in the economy. 

The third light bulb joke,!11 by contrast, gets to the heart of w bat Keynesian economics 
is all about. As I explain below, Keynes believed that in a 1nodern econon1y, people 
may save too 1nucll and spend too little of their iI1com 1es. This means unemploym,ent 
persists [n the economy as long as people continue to spend too lit He. 

Keynes~s approach to the cause of large-scale persistent une,1nployment is il]ustrated 
[n Figure 15.1. Keynes be Heved that too little spending and too 11Juch saving 
n1ean thie econo1ny produces at a point such as X wh[ch Hes inside the econon1y1>s 
produc tii011 possibility frontier~ By contrast.. free-market econon1ists (as il]ustrated 
in the second light bulb joke) b lieve that in competitive markets,. the 1naiket 
·mechanism automaticalJy ensur,es th.e econon~y [s on its production possibility 
frontier; producing at a point such as A or B. According to the free ~n1arket view, 
co]npetitive market forces br ing about full emp1oy1nent equiHbriun1 in the 1economy 
(which occurs on the production possibility frontier). By contrast, Keynes argued 
that too little spending in the econo1ny can result in an underafuJl ien1pioy1nent 
equHibrium, at a point inside the pr1oduction possibility fro,ntier such. as X .. 

Fig re 15. Using a production 
possibi lity curve diagram to 
show ful I em ployn1ent and 
unemployment in the economy 
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Hence the Keynesian 1nessage in the third joke: if eve1ybody {including Keynesian 
econo1nists) wer,e to change Hght bulbs, spending would increase in 'the econon1y 
(because new replacen1ent bulbs have to be produced and then bought). The 
[nitj,a] increase in spending \Vould generate further increases, and so on unti] full 
en1ployn1ent is reached. 

Don't worry too much it on first reading, a ]ot of the infor1nation above s1eems 
difficult to understand. It has introduced the then1e of coinpe,ting sclfiools of 
econo1nic thoughtj which wilJ now be put [nto a historical context, and wUl be 
returned to in some of the remaining chapters of this book. ] hope w h·en you re-read 
d1,e con1mentary on the three light bulb jokes above, after you have con1p]eted the 
n1acroeconon1ic part of your course and jusl before the Unh 2 exan1inalionj the 
message will be clear. 
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Free-market and Keynesian economics 
and the history o macroeconomics 
The in1teirwar ye,ars and the Gre,at IDep,ressi,on of th1e 193,0s 
To understand n1od,ern macroeconon1ics, we have to go back to the 1920s and l930s, 

when the word '1uacroecono1nics' hardly existed. EconoJnics was don, inated by 
the free -market or neoclassica] orthodoxy mentioned in the previous s,ection. Free-
1narket economists at this lin1e believed that, in a con1petitive 1narket economy 
rnarket forces would auto1naticaUy deHver fun en1ployrnent and econo1nic growth. 

The problen1 ·was~ however .. that in the UK econo[ny in th,e 1920s, and 
KEY TERM 
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in the wider world econon1y (especially the USA) in the 1930s, free­
mark,et forces did not deliver full e1nploymenL and economic growth. 
Instead, unregulated n1arket forces produced econo111ic stagnation 
and tnass unemployment. The se1ninal event of the time was tbie 
Great Depression, which began around 1930 and lasted for several 
years~ During the Great Depression1 unen1ployn1,ent rose, in 1933 
to almost 25% in the USA, and in 1931 to 24% [n 1he UK.~ R.egional 
unen1pioy1nent in towns such as Jar1 ow in northeast England rose to 
as high as 70 % , although .London, the south,east and tlle mid lands 
fared 111uch better. 

depression: 1his term has no 

ge neral~y agreed definition. It f s 
best to think of it as a long and 
deep recession. in the UKJ a 
recession is defined as a period 
of negative economic growth 
lasting at least 6 months. 

Free-market economjsts responded to the Great Depression by arguing that markets 
were not to blan1e for persistent larg,e~sca]e une1nployn1ent. Instead, they said that 
mass une1nploy1nent was caused by institutional and governmental factors that 
prevented n1arkets f1·orn operating fJ,ee]y. In particular~ they blamed trade unions 
for using 1nonopoly power to prevent the wage cuts deieined n,ecessary to price the 
unen1ployed into jobs. 

In the 1920s and 1930s, free-n1arket econon1ists beHeved that persistent n1ass 
une1nployment was caused by wage rates being too high~ This explanaUon is 
iHustrated in Figure ]5.2, w .. hich shows the econon1.y.ts aggregate labour n1arket. The 
aggregate d1emand cu·rve for Jabour (labelled ADJ in Figure 15.2 shows how n1any 
workers an the ernployers in the econo1ny are wiUing 'to hire at dif£erent re.al wage 
rates. Likewise,, fhe aggregate supply curve of labour (labelledASJ shows how much 
labour all the economy·s workers are wilHng to supply at different real wage rates. 

Real 
wage 

rate 
·w 1 

0 
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Fig re 1 . The 'free-market 
Employment explanation of large-scale 

(milli:ons) unemployment 



CASE STUDY 15Jm1 
- --

Th Great Depression i the 930s 
These days. a recession is defined in the UK r~hough not 
in 1he USA) as a faH in national output which ~asts for at 
least 6 months. However. a depression (or slump) is a 
vaguer term, best thought of as a very deep and long 
recession. (According to an oJd joke, a downturn is when 
your neighbour loses. his job, a recession is when you fose 

your own job, and a depression is when economists lose 
their jobsl) 

The 1920s was a period of growing1 national 
prosperity in the USA. Nevertheless, the Great 
Depression, when it arrived r n 1929-30, was steeper 
and more protracted in the USA than in other ~ndustrial 

A soup kitchen in Chicago during the Great Depression 

Foll1,ow-u p questions 

cournries. The US unemploy,ment rate rose higher 
and remained higher longer than in any other Western 
country. 1us gross national product (GNP) fieH by 9.4% 
in 19-30 and the US unempJoy,ment ra1rie climbed from 
3.2% to 8 .. 7%. In 1931, US GNP fell by another 8.5% and 
unemployment rose to 15.9%. But 1'932 and 1933 were 
the worst years, of the Greet !Depression. By 1932, GNP 
had falfen in the USA by 31% since 19'29 and over 13 
mil lion Americans, had lost their jobs. The US ,economy 
began the first stage of a long recovery in 1934: GNP 
rose by 7.7% and unemployment fell to 2'1.7%. 

1 1Flnd out how a reoession is defined in the USA. See the article 1Economists who make fhe recession caW by 
Stephen Foley. 8 January 2008, www.indepetdent.co.uk. 

2 Research whe1ther the UK eoonomy entered the·third 'dip~ of a ~trip le-dip1 recession in 2013. 

- - ~ 

I I '_.. • ,~ - • 

. ·1a2: 
. . 
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To repeat;, in the 1920s, free~n1arket econr0n1ists believed that, provided labour tnarkets 
\Nere s ufficiently competitive, market forces would deJiver fllH en1ploy1n1ent through 
elhn inating any excess supply of Labour in the econon1yJs aggregate labour n1arkeL 
Once the market-clearing wage of WF.e was achieved, fuH e1nploy111ent would occur at 
EFE. At WFE, the nun1ber of w1orkers firn1s wished to hire exactly equals the number of 
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wnrkers who wished to work. The aggregate labour market would be in equiHbtiurn: 
there would be no excess supply of labour,, and hence no unemploy1n1enL 

Supposie, however, that trade unions had restrict,ed the supply of labour in order to 
fix the real wage rage at W1, which was higher than W FE· In 1his situation, E2 workers 
wished to work, but there were only job availab]e for E1• As previous]y n1entioned , 
free-market 1economists believed that if wage rates could be· cut the unemployed would 
be piiced into jobs. Howe,ver, labour 111arket .in1perfections, notably the 1nonopoly 
power of trade unions. prevented this fro1n happening. [n niodern parlance wage 
rates were hlflexibl,e., or [sticky, dow11wards~ Thus in the 1920s and 1930s, free­
market economists believed that trade unions and excessive and inflexible wage rates 
were perhaps the n1ost in1portant cause of Jnass unen1ployment, and governments 
were not to b1a1ne 'f1or uniemployn1ent or for the 1Great D1epression. 

Keyines's explanation of m1a.ss unemplloymen't a1nd 
th1e Great D1epres,sion 
In the late 1920s, John Maynard Keynes, who started his acaden1ic career as a free­
markiet economist, began to change his vie,w on the n1ain caus,e of unemployn1ent. In 

response to an accusation of inconsistency,. Keynes is reported to have said, 'When 
the facts change, I change 1ny mind - what do you do,, sir?> 

Whereas Keynes 11s predecessors explained large~scale m.ass unen1ployinent 
and econo111ic stagnation frotn th,e point of view of don~t blame 1narkets or the 
government for unemployment, blame trade unj ons i" Keynes came to believe that 'if 
01thodox econoinic theory is inadequate, a better and more gene,raJ theory is needed 
to explain nass unen1p[oyn1enr~ Keynes co1npleted his new theory in 1936 with the 
publication of The General Theory of Employment, Interest and Money~ co1nm.only 
referred to as Keyn 1es's General Theory. 

Keynes·s General Theory 1narks the beginning of modern m.acroeconon1ics. For over 
a g,eneration until approxilnately 1979> <Keynesian econo1ni.cs was n1acroeconon1ics~ 
and 'macroeconon1ics was Keynesian economics'. In the years af'ter the Second 
Wodd War:I! K,ey11esianism becanle the new econo1nic orthodoxy. 

To capture the flavour of Keynes ,,s view on how the economy works, r,ead Case Study 
15~2, w ·hich is adlap~ed from a radio talk giv,en by Keynes in 19341 entitled LP,overty 
in PJenty~. 

CASE STUDY 15.2 

Keynes on 'Poverty in Plen v' 

- ~ ',•. --
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In 1934, in the depth of the Great Depressionj and 2 years 
before he published his General Theory. John Maynard 
Keynes gave a radio talk in which he expr,es-sed his view 
on the causes of unemploy,ment. ~eynes1s talk was 0110 

of a series, entitled 1Poverty in Plenty', in which a number 
of economists and publrc figures gave th~t vrews on the 

1itle theme. At this time, the UK unemp!oyment rate was 
16.7%. Keynes started by summanising the common 
ground between himself and the, other contributors~ He 
then outfi·ned what he saw as the main difference, between 
the various contributors, before arguing that, in his view, 
1he economic sys1em was not selfmadjusting. 

Unit 2 The national economy 
1··1- ­
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Is the economic system self-adjusting1? 
We must not regard the conditions of supply. our abmty 
to produce·; as the +undamental source of our troubles. 
It is the conditions. of dem.and which our diagnosis 1must 

search and probe for eXJplanation. All the contributors to 
these talks 1meet to thirs extent on com·mon ground. But 
every one of us has a somewhat diffe,r,ent explanation of 
what is wrong with demand, and, consequently, a different 
idea of the right remedy. 

sense. self-adjusting. They believe that the failure of 
effec1tive· demand to r:each the full po1ent;a~ of supply, ~n 
spite· of human psychological demand being far from 
satisfied for U,e vast majority of i ndiMid uals1 is due to much 
more fundamental causes. 

The strength of the self-adjusting school depends on 
it having behind it almost the whote body of organised 
economic thinking and doctrine of the fast hundred years. 
Now, I range myself with the heretics on the other side 
of the gult. There is, I am convinced, a fatal flaw in that 
part of the orthodox reasoning which deals wiih the theory 
of what determines the leveJ oi effective demand and the 
volume of aggregate employment. The system is not se1f­
adj usting~ and_ vvithout purposive direction, it is incapable 
of translating1 our actual poverty into our potential plen1y. 

Though we all start out in the same direction. we soon 
part company into two majn ,groups. On one side are 
those who believ,e that theexlsting econom'ic system is, tn 
the long run, a self-adjusting system, though wlrth creaks 
and groans and jerks, and interrupted by time lags. outside 

interference and mistakes. 
On the other side of the gulf are those who reject the 

idea 1hat the existing economic sys1em is , in any significant 

FoUow-up questions 
1 What is meant by [effective ag,gregate demand'? 
2 Suggest why there may be too llttle effective aggregate demand in an economy. 

[( ifa4~ 1. 
,l I ,_ -,;. 

- --~ 

Maciro1econom1ics in the Keynesi1an ·era 
The Keynesian era extended fron1 the late 1940s and ear]y 1950s to tbe lat1e 1970sA 
During these decades, governments in the UK, the Netherlands and Scandinavia 
hnplemented Keynesi.an econonlic policies. Econon1ic policy in the USA also 
eventually beca[ne Keynesian,. with the Republican president Richard Nixon, 
famously stating in 1971 that Lwe are an Keynesjans n 1ow\ As mentioned previo usly 
the K ey11esia11 revolution of the 1930s l1ed to Keynesianism becoming the new 
orthodoxy. replacing the freie-market economics of earUer yea1~s. 

The Keyn1esian era covered the decades after K1eynes's death in 1946, when economists 
nd poHticians who c[ain1ed to have inherited the n1antle of the :now-deceas1ed British 

econo1nist ilnplemented policies they believed he would have supported. 

Much n1ore wHl be explained about Keynesian 
econornics in the next few chapters. For the 
n11oment at the risk of gross oversilnplification, 
we will say that Keynesian economic poHcy 
centred on managing tile leve,1 of aggreg te 

demand in the econon1y,. in order to prevent 
iaige-scale unentployment and inflation (a 
rising price leven4 Fo1· 1nore than two decades 
after the late 1940s, U.K govern1nents used 
fiscal policy and son1etin1es monetary policy 
to increase aggregate de1nand. They did this 
to get rid of demand-deficient unemployment 

fiscal policy: involves the use of 
taxation) public spending and the 

g·overnment's budgetary position 
1o achieve the government's policy 

objiectives. 

monetary policy: involves the 
use 1of interest rates t,o achieve the 
governmentJs policy objectives. 
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( or cyclical unemploymentt the type o-f unen1ploy ment t !1at Keynes identified at the 
tilne of the ,Great Depi-ession. S0111etin1es, however1 expansionary policies created 
too n1uch de1nand, which ]ed to inflation. Thi.s n1eant 'tthe govern1nent had to reduce 
aggregate demand to relieve inflationary pressures in the economy. 

The free-mark,et counter-revo1luti,o n 
An econon1ic orthodoxy can remai.n don1i.nant and resi.stant to be[ng repla.ced.,. as 
long as its theories appear to explain how the econon1y operates or functionsJ, and 
as long as the policies bas,ed on those theories appear to work. If its theories fail to 
exp]ain ad,equately the events taking place in the rieal econo]ny, and tf the policies 
based on thos 1e theo1ries are ineffective or don~t work at all the orthiodoxy becolnes 
extre,1.nely vulnerable to attack. 

This happened in the 1930s when free-market econon1ics gave way to the Keynesian 
revolution. After the Se·cond World War> Keyn1esianis1n dom1nated as long as Keynesian 
de1nand-n1anagelnent po]icies deHvered fu]] en1ploy1nent and econo1nic growth, 
con1bined with a relatively stable price leveL In the 1970s tl11e same Iate befell Keynesian 
economics as had affJicted ftee-market economics 40 years earlier. As wHl be explained 
in the next chapter, in the 1970s there was simultaneous Jai]ure to achieve any of the 
standard objectives of n1acroeconon1ic policy, such as fuU en1ployrnent and control of 
inflation .. The 1970s became the decade of the crisis in Keynesian eco11omics. 

Perhaps not surprisingly, therefore,. the failure of Keynesianisn1 led to the free-·market 
cow'lter-revolution, or revival. In the 1970s and 1980s, an in1portant part of the 
free-market revival was known as monetarism. Monetarists belireve that 
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inflation (or a rising price level) is caused by a prior increase in the money 
supply.. It follows that if a govern1nent wishes to control inflation, it must 
first control the rate of giowth of the money supply. In the n1011etarist era, 
n1onetary poHcy was elevated to becon1e lhe main plank of macroeconomic 
policy+ However m,onetary policy was used not to manage aggregate 
de1nand (demand 1nanagem1ent was d]sparaged by the 1nonetarjsts), but 
solely to control the rate of growth of the money supply, and thence the 
rate of inflation .. 

ma etarism! ~he be1ief that. 

CASE STUDY 15.3 

as inftation is assumed to be, 
caused by excessive growth ,of 
the money supply, monetary 
policy should be used to, control 
its growth. 

The foHowing extract, adapted from a 1977 newspaper editorial. shows vividly how monetarism and free-market 
economics were replacing Keynesianism· a's the dominant economic orthodoxy in the 1970s and 1980.s. 

We are all monetarists now 
From time to time a revolution in political ideas takes p~ace. 
The trouble is that the process is so slow and so s1ubtle 
that hardly anybody notices until it has happened. But if 
you can spot the thing r mm ed fatety, rt is worth noting and 

discussing. In the end, the co,untryl ~ndeed the world.I is 
govem,ed by ideas and hardly anything, else. 

Unit 2 The national economy 

In the management of the Bri1ish economy for the last 
20 years or so. the prevailing idea has been a doctrine 
called ~Keynesianisrn'. Most of us ,get a brt impatient 
when people s1art going on about various ,risms\ but this 

particular one matters to you. If you have the misfortune 
to be out of work, if you are a housewrfe appalled by the 



constantly rising cost of living~ or if you are angry when 
you look at your wage-packet or salary cheque and see 

h,ow much has gone ·in 1ax~ then you ought to know that 
al I this is a product] not of chance or of the stars, but of 
an idea. 

falling living standards that you now suff,er. They did this 
because they thought Keynes was the 'Great Economist\ 
and thjs was what he advised. Through unpleasant 
experience, Keynesianism has now been discredited 
and we are back to the o1d system of controlling the 
mi0ney supply, trying to, hold back public spending and 
balancing the budget. 

The big-spending, high-taxing governments we have 
had have, large·ty creaiedthe inflation, unemp!oym,ent and 

Foll:iow-u,p questions 
1 What is monetarism? 
2 Why do monetarists believe that It is necessary to control the· growth of the money supply? 

- - ~ 

:· ::fas·: 
. . 
----

S,upply-side ec,01no,mi,cs 
To begin with mo11etarism was perhaps the most important part of the free-n1arket 
revival. H·owevery the UK government larg,ely abandoned monetarist policies in 1985, 
on the ground that they hadn't worked. The relationship be1tw1een the growth of 
the n1oney supply and the subsequent rise of the price level, which had appeared 
to be stab.le before 1no,neta rise poUcie were 
i1nplemented brok:e down after the UK 

gov,ernment atten1pted to tightly control the, 
growth of the money supply~ On 18 October 
1985, th,e Financial Times ran the headline 
,c:Monetarjsm is dead - offtcial 1l in response 
to the UK governn1enrs adn1ission that 
targeting the money supply would no longer 
be practised in any n1eaningful way .. 

supiply-side economics: 
a branch of free-market ,eoono,mics 
arguing that govennment policy 
should be used to improve the 
competitiveness and efficiency of 
markets. 

Howev,er] 1nonetarism 's alleged cdeath' did not mean that free-1narket econo1nists 
immediately reverted to Keynesianism. Instead, fre,e-market theories continued to 
doni'i nate the 111acroeconon1 ic agenda, but were now rebranded as supply-side theory. 
These days Keynesian den1and-manage1ne11t policies ar,e i0ften called demand-side 
polici s, to separate them from the :supply-side policies advocated by fre,e-market 
econon1 ists. Supply-side policies ahn to in1prove national econo1nic peI for1na nee by 
creating competitive and n1ore efficient inarkets+ Arguably, for this reason., suppJy­
side policies are more microeconomic than macroeconomic. lnd,eed,, in tbe early 
days of supply-side econon1ics, th,e UK gove1--n111ent argued that a redefinition was 
needed of the respective roles of n1acro,eco11omic and rnicroecono111ic poHcies. The 
governmient argued that n1acro policy sbould be restricted t,o the Hmited role of 
controlHng inflation, ·whHe n1icro policy wou]d be used to pro1note growth and 
en1p]oyn1ent~ This wo1L1]d be thie new orthodoxy~ 

Wlhere arre w,e no,w?' 
From 2003 until 2008, when the UK enjoyed continuous ,economic growth, 
confUcts between free-n1arket and K,eynesian economists to son1e extent 
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disappeared or at least were downplayed. Men1bers of both schools agreed about 
the i1nporta nee of supply-side economics and the n ieed at the 111acro 1eve I to 
control ]nfla.tion - a need that to so111,e extent was ignored during the K,eynesian 
era .. In the other direction, 1nany free-1narket econo1nists accepted the Keynesian 
argurn,ent that gov,ernments should 111anage the level of aggregate deinand, but 
using monetary policy and not fiscal policy~ Interest rates, the mai.n instrun1ent 
of 1nodern monetary policy were raised or lowered to try to achieve the inflation 
rate objective set by the governEenL Aggre,gate de1na.nd was allowed to expand 
(via 1nonetary policy) so that there ·was just sufficient den1and in the eco11only to 
absorb the extra output that successful s upply-side po1Hcies enabled the econo111y 
to produce,. During these years., den1and-side polic ies were used to suppl1ement 
supply-side p oHciies. 
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In the 2 years Iollow·ing the onset of recession jn 2008, in a period called 
the fiscal stin1ulus,, th,ere was a te1nporary revival in using ~e,ynesian 
fiscal poHcy to n1anage aggregat 1e de1nand. However change of 
governn11ent in 2010 and rhe emergence of a c0i1nplete]y new overeigo 
debt problem 1neant that the fiscal stimulus was quickly abandoned. 
In 2013,, the UK is experiencing the opposite policy of fiscal austerity 
{fJ cal con, olidaUon or fl cal restraint) ~ Instead o,f being increased or 

sovereign debt: the stock 
of accumulated government 
borrowing, often called the 
• national debt . 

lowered.,. the Banko[ England~s interest rate (Bank Rate) has been kept at 0.5 % , and 
at the tin1e of writing (June 2013) there is son1e talk of replacing the n1onetary poUcy 
framew 1ork based 10n targeting a 2 % inflatio,n target with a co111p]etely new type of 
mone,tary policy. In a new monetary policy, economic growth and en1ployment rather 
than i.nflation may be targeted. 

_.. - .. .· .... ,.., 
'• '-

·. ~SijMJMAJ~Y' .r 
- • r • -, - --· _. ____ .~· 

Modem macroeconomics came into existence between the two world wars. 
Free-market economists generally believe that, at the macro lev,el, the economy is self­
regulating or self-adjustii ng. 
John Maynard IKeynes disputed this view. 
Keynes. believed that an unregulated market economy can settle into an under~full 
employment equmbrium. 
Keynes ar,so beUeved that large-scale unemployment is caused by deficient aggiregate 
demand. 

The Keynesian revolution in the 1930s lled to the Keynesian era in the post-Second World 
War years. 
The crisis in ~eynesian economics in the 1970s led to the firee--mairket counterarevdJutfon 
in the next decade. 
Monetarism was an ear~ feature of the renewed dominance of free-market economics. 
The decline of monetarism was foilowed by the growth of supp!y-side economics. 
After 1992, monetary policy was used to manage aggregate demand~ with fiscal po1icy 
subordinated to monetary policy and primadly used as a supply-side po~icy. 
Despite a short-lived revival of demand-side fiscal policy from 200B to 2010, monetary 
po1icy remains central to UK macroeconorruc policy. 

Unit 2 The national economy 



Exam-style que tions 

1 With the help of a production possibility diagram, ~plain one cause of unemployment. 

2 Expl'ain how monetary policy is currently implemented in the UK. 

(12 marks) 

(12 marks} 

3 A few years ago a British chancellor of the exchequer claimed tha1 hls polioles had eliminated the problem 
of 1boom and bust' in the UK. Assess the extent. to ·whrch this was true. (25 marks) 

4 1Mass unemployment and recessions are perhaps the most significant .of all tnarket fa1]ures. ~ 
1Govemments and not markets are responsible for mass unemployment and reoessions.' 
Evaluate these two statements. 

- - -

,, ·~.-ss: 
I ~ ' -

. . 
----

(25 marks} 
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A fruitful way of develop~ng an understand[ng of how government activity affects the 
economy at the aggregate llevel is to approach the macroeconomic role of the government 
by distinguishing between macroeconomic policy objectivesJ poficy instruments and 
policy indicators. This chapter provides an overview of \Nhat these concepts mean and 
the linkages between them. Later chapters wfll examine particular policy objectives such 
as full employment economic growth and control of infationJ and the three main groups 
of policy 1nstrument: monetary policy, fiscal r-,olicy and supply-side policy. 
~······· . ················~········ . ·~·· .....•...•... ·····~···· ......... . ..........••..•.•. 

1EXA:M TIP 

Examination questions are often set on particular policy objectives or policy instrumerrts. 

This chapter will : 
distinguish between policy ·Objectives and policy .instruments 
outfine the five ma in objectives of macroeconomic policy 

explain how the ranking of the policy obj:ectives has changed over 1ime 

discuss policy trade-offs and confl icts 
bnieity explain eaoh of the irve main policy obj,ectives 
explain how a •policy indicator' differs from polccy objectives and instruments 

K,EYTERMS 

Chapter 16 

.Policy objectives versus policy nstruments 
A policy obje live is a target or goal that a government wishes to 
achieve or 'hit·. B,y contrast, a policy instru1neot is a tool, or set 
of tools, that the govern1nent uses to try to hit one or 111ore of the 
govern1nenrs policy objectives .. 

There are three n1ain sets of poUcy instru1nents that UK governn1ients 
have used in recent years to try to achieve their po Hey obj ectiv1es: 
m011etary policy, fiscal po Hey and supp1ly-side policy. The rate of 
interest (the cost of borrowing n1oney and the reward for lending 

policy instru ent: a too~ or set of 
tools used to try to achieve a policy 
objec1ive. 

policy objective: a target or g,oal 
that poUcy-makers aim to 'hit;. 

money) is the main n1onetary po1icy instrument. Taxes, levels of gov1ernment spending 
and the governrnent?s budgetary position are fiscal policy [nstruments. Supply-side 
poHcy instruments, which are often 1nicroecono]ntc rather than macroecono1nic~ 
centre on the n1ethods the governn1ent uses to try to n1ake individual n1arkets and 
industries, more competitive and efficient. 

Slnce 1997~ monetary poHcy has been imple1nented by the UK government's agent, 
the Bank of England, rather than by the govern1nen't itself. The governn1ent sets the 
policy objective fcurrently in 2013, control of [nfl at ion) that the Bank of England has to 
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A policy objective is a 
target or goal 

try to achieve. Fiscal policy is i nlpJemented by the go,v,ernn ent 
through the govern men Cs finance ministry] the Treasury. 
The chanceUor of the e~chequer, who heads t he Treasury i.s 
the go1vernment r_ninister who implen1,ents fiscal poHcy. Tb,ese 
days, much of fiscal policy is an important part of supply-side 
poUcy. Supply-s[de policies are in1p]emented by a nun1ber of 
govern1ne11t ministries or depart1nents, the n1a1n one being the 
0 -epartment for Business, Innovation and Skills~ 

1b find out miore about the various poHcy instr u1nents that the 
u ·K gov,ern1n1ent uses to try to achieve its policy objectives, refer 
lo Chapters 23 to 25. 

The ~ve main macroeconomic policy objectives 
Since the Second World War! governments in 1nix-ed economies such as the UK have 
faced the san1e broad range of objectives. These are! 
• to c1·eate and maintain full em-ploy.me11t or low une1nployn1ent 
• to achieve econon1ic growtl1 and hnproved living standards and ]evels of econon1ic 

welfar,e 
• to achieve an acceptable or fair distribution of h1come and wealth between 

regions and different inco1ne groups, in society 
• to limit or control iI1flation, or to achieve so1ne· m,easure of price stability 
• to attain a satisfactory balance of payments usu.aHy defined a.s the avoidance of 

an external deficit which might create an exchange rat,e crisis 

EXAM TIP 

Examiners may expect you to appreciate how Keynesian and free--manket economists rank 
policy objectives in diffe:r,ent ways. 

Keynesian economists also tend to be interventionist. whereas free-market economists are 
non-interventionist1 wishing to minimise government intervention in the economy. 

How the ranking of th1e policy objectives has 
changed over tim,e 
The order in which the five 1na in objectives of macroeconon1ic policy are Usted above 
shows a broadly Keynesian ranking of priorities. Before the free-market counter­
revolution in n1acroeconon1ics,. K1eynesian economists beUev,ed that economic poHcy 
should be used to achieve fu U e1nploy1nent, econoinic growth and a generaHy 
acceptable o,r lair distribution of inco1ne and wealth. For Keynesians, these were 
fl1e prime policy objectives,. which had to be achiev1ed in order to increasie hun1an 
happiness and econon1ic welfare - the ultin1.ate poHcy objective~ Keynesian.s 
regarded the fourth and fifth objectives as intermediate ob jecUves or possibly 
constraints. Jn the sense that an unsatisfactory perfor.mance in controHing innation 
or the, balance of paytnents could prevent the attainment of fu ll en1p]oy[nent , growth 
and a sat isfact1ory income distribution . 
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In the early 1980s, things changed~ At the Cime, and partly in response to the fact that 
inflation had threatened to escalate out of control. f1ree~1narket econo1nists placed 
contra] of inflation 'in pole position relegating full elnployment to a n1uch lower 
econon1ic pri1ority. This was the era of monetarisrn; the period of a few years when 
UK n1acroeconomic policy r1evolved around controlling the growth of the money 
supply in order to control inflation. 

A]though n1oneta rist poHcies lasted for only a few years:, since ·the death of 1nonetarisnl' 

in the n1id-1980s UI< governrnents have continued to give rnuch more attention to the 
need to control inflation than was the case in the Keyneslan era~ Indered in 19931 the 
Conservative chancelJor Norman Lan1ont stated that high un-employment was a 'price 
wel1 worth paying'' for keeping inflation under rontroL This view was echoed in 1998 
when under a Labour government the Governor of the Bank of England argued that 
~job loss,es [n the north w·1ere an acceptable price to pay for curbing inflation in the 
south'. However, free-n1arket econon1ists argue that, in order to 1na1nta1n a high and 
sustainable ]eve] of eu1ployn1ent, inHation n1u.st first be brought under controL 

Trade-offs and policy conf{icts 
1KEYTERMIS 

Chapter 16 

Economists often argue that it is difficult, if not impossible to .. hif 
all five n1acroecono111ic objectives at the same time. Believing they 
can't achieve the in1possible, policy n1akers often settle for the lesser 
goal of ~ trad h1g off betwee1 policy objecti es., A trade-off exists 
when Lwo or more d1esirable objectives are 1nutually exclus.ive. 
Because the governn1ent thinks it cannot achiev,e, for exan1ple,, fuU 

employ1nent and zero inflation, it ahns for less than full e1nploy1nent 
co1nbined with an acceptably low and sustainable rate of inflation. 

policy conflict: ocours when two 
policy objectives cannot bo-th be 
achieved at the same time1 the 
better the· performance in achieving 
one objective.I the worse the 
performance ·in achieving the other. 

In the Keynesian era~ UK macro-poUcy was i11fluenced and constrained 
by four significant co11fUct s between po11cy objectives. G-overn1nents 
often tried lo resolve· these conJlicts by trading off between the 
competing poUcy objectives+ The ]nain conflicts were as foHows: 
• Between internal policy objectives of full employment and growth 

and the external objective of achieving a satisfactory balance of 
payn1ents (or possibly supporHng a particular exchang1e rate). 

full empioyment and 
economic igrowth 

po-licy conflict 
-!illl • 

and trade-off 

satisfactory balance of 
payments or exchange rate 

trade off between policy 
objectives; governments often do 
1his because it may be impossible 
to achieve two or more objectives 
sim ultaneously. They a~m for a 
satisfactory corn binatio,n. 

• .Be,tween achieving fuH e1nploym.,ent and controlling in nation (this is the Phillips 
curve trade-off; which you will study al A2). 

full empioyment and 
economic ,growth 

po I icy conflict 

and trade-off 
control of inf~a1tion 

• Between increasing t h,e rate of econo1nic growth and achieving a mor1e equa] 
distribution of inco1ne and wealth. During the Keynesian era progressive taxation 
and transfers to tlle poor were us.ed (as part of fiscal p,o]icy) to reduce inequalitie.s 
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1EXAM TIP between rich and poor~ In recent yearsJ free-nJarket supply-side econon1ists 
have argued that such policies 1,educ,e entrepreneur[a] and personal lncendves 
in labour markets,. which 1nake 'the econo1ny less con1petitiv 1e and the growth 
rate slower. In the free-market view~ greater inequalit ies are necessary Lio 
promot,e the conditions in ·which rapid and sustainable economic growth can 
take place. 

I, 

You don't need to learn 
about the PhiUips curve at 
AS; it is an A2 concept 

economic growth 
policy con f1 ict 

..... i., 

~nd trade-off 
great,er income eq1uality 

• Betv1een higher living standards now and hjgher Uving standards in the future. 
In the short tern1,. the easiest way to increase Uving standards is to boost 
consu111ption. However, this ~live now,. pay later, approach n1eans sacrificing 
saving and investment, which reduces economic growth. 

current ftving standa.rds 
policy connict 

and t rade-off 
fu ture, I ivi ng standards 

EXTENSION MATERIAL 

Developing your understanding of policy objectives and policy 
i1 truments 
At AS~ you need only an elem,entary understanding 1of macroeconomic policy objeouves and po!icy instruments. However, 
as you proceed through 1he 2-year course l:eading to the A-level qualification, you should devetop a more sophis1icated 
understanding of the· two sets of concepts. Figure 16.1 iUustrates what you may eventually learn. 

Figure 16 .1 The possible 
objectives and instruments ,of 
government economic policy 

-

-t72 

Ultimate objective: Improving 
/ econr mic welfare 

Penultimate 
objectives: 

C,ontrol of Macroeconomic Competitive and 
inf1ation stability e,fficienrt markets 

Intermediate Money 
objecHves: supplry 

Policy Interest Quantitative 
instruments: rates easing 

Monetary 
policy Taxes, government 

spending 
The g1overn menlt's 
budgetary position 

Macro, 
fiscal 
policy 

Micro 
fiscal 
poHcy 

T 
lncentirves 

l 
Supply-side 
poHcy 
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The objectives and instrun1ents of macroecono1nic policy Chapter 16 

R,gure 16.11 sets out some of the possible flnkages between monetary palrcy. fiscal policy and supply~side policy 
instruments and ·the objectives they may be intended to 1hit'. 

The left side of ·the flo,w chart shows the instruments and objectives of monetary policy, whereas the, right s;de 
aBows us to relate mo netary poHcy to fiscal policy and supply-side policy. The left side shows control of inflat~on 
as an objective of monetary policy. However, control of inflation is best regarded as a penultimate policy objective~ 
s~nce improving economtc welfare (show n at the top of the flow chart) should be regarded as the t rue u ltimate policy 
object~ve. 

Af this stage of you r course, you shou~d not expect to understand all the nuanoes of the flow chart Return io ~he figure 
towards the end af the AS course, or next year when you are studying A 2 macroeoonom tcs. 

A closer look at the mai1n policy objectives 
Full empl 1oym1ent 
There are two definitions of fulJ e1nploy1nent co1nmonly used by econo1nists and 
poHUcia.ns., The first :is often called the Bev,eri.dge defin.ition. In 1944, a famous White 

Paper on e1np[oyment policy, inspired by Keynes but largely written by WUHan1 
Beveridge (an econo1nist at the London Schoo[ of Economics:, who Later became 
Lord Beveridge), effectively con1n1[tted postw.ar govern111,ents to achieving full 
e1nploy1nent. In the White Paper, B,everidge defined ful] en1ployn1enu as occurring 
wt1en une,1nployment (alls to 3 % of the labour force~ 

EXA,M TIP 

In an exam, you can define full ,empfoyment in either of the ways described here - b ut make 
sure your defin~ton rs precise. 

During the ]950s and 1960s, UK unemployment always stayed below 3% so fuU 
employmentJ according to Beveridge ·s defin[tionJ was achieved during the postwar 
Keynesta n de·cades. 

However, in the decades that fo1low,ed, une111p]oyn1ent was above 3%. Uneinployment 
rose rapidly in the two recessions that the u ·K suffered in the early 1980s and early 
1990s, peaking at over 3 n1i!Uon wor~ers une1nployed in 1986, and again in 1993. 
Une1npl,oyment tben fell in tbe late 1990s and ear]y 2000sJ as the UK rec,over1ed 
from recession and entered a boom. Unemp]oyrnent fen below 5% in 2005, once 
again n,1eeti11g Beveridge·s definition of full e111ploy1nent (at 2.8%) in 2007. With the 
onset of recession in 2008~ unemployment gtew again, peaking in Noven1ber 2011 at 
nearly 2..7 n1iHion (and an uneu1ploy1nent rate of 8.4%). 

Partly because they regard Beveridge>s 3% definit ion as too arbitrary and 
lacking any theoretical underpi.:nn ing, free-market eco11omists favour a 
second definition of fuJl e111ploy1nent. For then1, fuH en1pJoyn1ent occurs in the 
econo1n.y·s aggregate labour markel a.t the market-clearing real wage rateJ where 
the nu1nber of workers wHling to work equals the nu1nber of worke-rs whon1 
en1ployers wish to hire. The i1nplicat ions of this ·way of defining unen1p]oyn1ent 
will be deve],oped in Chap,ter 20 . 
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CAS'E STUDY 16.1 

Ec,ono,mi,c gro,wth and rising1 Hving stan 1d1,ar1dS 
There jsn't n1uch point in achieving ful] 1emplo)rrnent if everybody with a job then 
experiences a very low standard ofliving. Thus, as wen as a1n:1ingto reduceunen1p]oyn1ent, 
a govern1nent must try to acilieve an acceptable and sustainable rate of econoinic growth. 
Growth facj1ita.tes higher living standards> and usually also creates 1nore jobs. As policy 
objectives~ lower unemployn1ent and econom[c growth generaHy go hand-in-hand 
although so1ne free-11 a.rket econo1nists argue that a certain [eve] of une1nployn1ent is 
needed to create the supply-side e:ondjtions in which growth is best fostered. 

UK CDP grow h in recent y ars 
To be a good economist. you need to undertake your own 
research. A good source to use .at AS is the BBC News 
Economy Tracker webpage (\v~ .b 1 . r.n.uk), Besides 
providing da1a on G:DP and growth. the Tracker webpage 

aHows you to access up-t0r-date data on inflation, jobs1 
interest rates and house prrces. The BBC 1News website 
a~so has an informative video clip on 1GDP: 'Q&A: What 
. GDP?' IS . - .' 

96 1.0 
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igure 16. 2 Quarterly changes in real UK GDP, 
Quarter 1 2008 to Q1uarter 1 2013 
Source: ONS 
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Folllow-up questiions 
1 And out whether the UK ,economy suffered negative economic ,growth in any quarter between Quarter 1 2013 and 

the time1 when you are reading thi·s book. 
2 What are the benefits and costs of economic growth? 

r ·:1:1:ct ·1 
I ' _ i ' ~ tl 

,: ~ 
----

A fai.r distribution of income and we.alth 
As well as targeting f ul] employ111ent and an acceptable and sustainable rate of econon1ic 
growth as poHcy objectives,, n1ost governments;, especiaHy those in countries where 
peop]e votel want to avoid unacceptably unfair or inequ itable distribution of income and 
wealth. For example rnost p 1eople would agree that a distribuUon in which 1% of the 
population received 99% of inco1ne, while the other 99% of the population earned hardly 
anything, .is no1 politicaJJy acceptable~ But as I first stated h1 Chapter 12, as soon as 
equitable considerations are introduced into econonlic analysis, norn1ative judgen1ents 
are n1ade about what is a ·socially fair' distribution of incon1e and wealth,, and about what 
ought to happen in the· reconon1y~ To recap on this, riefer to t he section in Chapter 12 on 
'The distribution of incon1e and wealth'. This describe the link between disa·ibutiona.I 
issues and Lhe role of markets in the economy, and also the link tio market failw·,e. 
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In a macroeconon1ic context:> a possible conflict also exists between greater 
equaHty in the distribution of i nco1ne and wealth and the policy objective of 
faster econon1ic growth. Free~ina.rket econo111ists argue that people 1nust be 
incentivised for faster ai1d sustained giiowth to be achieved. However tllis 
may require greater income in1equality to creat,e the conditions in w]1ich people 
are prepared to take financia I risks knowing that if sucoessfut t he,y, rather 
than other people, wili enjoy the fruits of their efforts. 

EXAM TIIP 
----

Inequalities in the 
distribution of income and 
wealth can also be viewed 
as a form of market failure 
and tested as such in the 
Unit 1 exam. 

What is inflation? 
Inflation is a general rise in prices across the economy. 
This ,s distinct from a rise in the price of a particular 
good or service. Individual prices rise and fal I all the 
time in a market ,economy, reflecting consumer chotces 

and. preferences~ and changing costs. If the p~ice of one 
item - say, a particular mode1 of car - increases because 

demand for it is high. this is not inflation. lntiation oocurs 
when most prices are nsing by some degree across the 

whofe econo1my. 
In December 2012~ the UK inflation rate was 2.7%, 

when measured by the consumer prices inde,x (CPI), (see 

Chapter 21 to find out about the, CPO. The i nifation rate 
is a measure oi the average, change in prices aoross the 
economy over a specified period~ usually a year (the annu~ 
ra1e of infi'ation). If the annual inflation ra1e m,easured in 
December 2012 was 2.7% (see Fi,gure 16.3),, then prices on 

average were 2.7% higher than they had been in December 
2011. A typical basket ,of goods and services oost~ng £100 
in December 2011 would cost £102.70 in December 2012. 

%,change 6 
over12 s 
months 

4 

3 

'2 

l 

I hav,e quoted the U1K1s inflation rate for December 
2012 for an interesting reason. Chapter 21 explains how 
1he UK government currently requires the Bank of England 
1o keep ~he inflat;on rate between 1 % above and 1 % befow 

a target rate of inflation set by the g1overnment of 2o/o. 
A glance at Figure 16.3 shows that from 2000 to 2008 

inflation rose above the 3o/o ceiU ng only onoe, in March 
2007. However, in 2008 and then again in 2011 there were 
'two significant ·spikes' in the inflation rate, which rose on 

bo1h occasions to weH above 3%. 
Any one indiividual price change may cause the 

measured rate of inflati,on to 1ohang,e, particularly if it is 
larg~ aind if the item has a significant weight in the price 
index. For example1 

1large recent rises in the price of petroJ 
raised the ave raJI rate of inflation. However, unless the p:rice 

of petrol continues ta rise. the annual rate of inflation will 
eventually faH back again - , providing, 1he prices of other 
,ibig ticket' rtems such as food do not rise by srgnificantty 

more than the old (lower) rate of in11ation. 

Figure 16.3 Changes in the 
annual iJ K inflation rate, 200 0- 12 
Source: ONS 
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Follow-up ,questions 
1 Do you think that the CPI rate of inf1la1ion measurres ~true~ inflation as experienced by ordinary people? 
2 What has happened to the UK rate of inflation since 2013? 
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A steady: but low rate 
of inHation could be 
v[ewed as the golden 
sirtuation 

I, 

-t76 

Contr,olliln 1g inflati,on 
Peop[e sometimes regard controlling inHation as an end in itself and believe that 
price s'tabi 1 ity (i .e~ zero infJ ation) or a steady rate of inflation o:f, say 2 % , is a 'good 
thing\ HoweverJ as wHl be exp]ained in Cl1apter 21; under certain circumstances, 
inflation can yield benefits. For example, a st,eady but ]ow· rat,e of inflation may be 
associa.t,ed wi"th a cJhnate of consun1er and business optin1is1n. If this is the case, 
then 'trying to, achieve absolutely s tabJe prices may be a bit like 'killing the g,oo e that 
[ays the golden egg'. The deflationary policies needed to re1nove inflation f ro1n the 

econom.ic systen1 con1.pletely 1nay create econonlic stagnation 
and highly depressed econon1ic conditions. 1l is better to live 
with a degree of inflation (albeit controUed) than to try to 
bleed inflation compl,etely out of the econo111y* 

To extend this a.rgun1ent a stage furtherJ controlHng 
inflation should b ,e regarded not as an ultimate objective of 
n1.acroeconom.tc poHcy but as an intermediate objective or a 
necessary condition that must be, achieved in order to create 
the e.ffici,ent and competitive markets tha1 aie re,q uire-d~ in the 
]ong run. for the main policy objectives of full en1ploy1n ent 
and sustained growth to be achieved. Even thes,e don't 
form the true ultimate policy objective, incJeasing human 
happiness or ,economic weUare* 

A satisfactory ballance o,f payments 
As is the case w[tb the word ,. fair ' in the context of a fair d1.stribution or income, the 
·word satisfactoryy can be interpreted .in different ways. P,eople son1etirnes assume 
thal a satisfactory balance of payn1.ents only occurs w hen the government achieves 
the biggest p,ossible current account surplus (i.e. the value of exports exce,eding the 
value of imports by the greatest a1nount). However, a country can only enjoy a trading 
surplus if at lea.st one other country suffers a trading deficit . rt is m ath.en1.a ticaUy 
in1possible for all countries to have a current account surplus at thie saine thne. 
Therefore n1ost econon1ists take the view that a ·satisfactory~ balance of paym,ents 
is a situation in which the current account is in e,quiHbrium, or when there is a s111an 
surplus or a smal] but sustainable deficit. 

The current account of tb,e balance of payments con ta in s two n1a in iten1s: the 
n1onetary value of exports (of both goods and services), and the 1n.onetary vaJue 
of imports~ If we ignore one or two other ite1ns in tl1e current account, which are 
explained in Chapter 22] current account equilibriun1 occurs when the ·monetary 
value of exports equa l.s the n1onetary va lue of impo rts~ If the value, of in1ports exceeds 
the value of exports, t11,er,e is a curre11t accou11t defic it; if the value of imports is less 
than the value of exports, th,ere is a current account surplus. 

In the 1nid-1970s., huge curJient account deficits causied the UK to suffer two massive 
balance of payinents crises. To try to reduce the deficits UK governn1ents had to 
contract or deflate the econo1ny,, which 1neant that une1nptoyn1ent grew and econo1nic 
gr,owth slowed downm Internal pol icy objectives were sacrificed ln order to achieve the 
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external objective of a sat]sfactory balance of payments. ln recent yearsl. howeverJ the 
UK s cmTent account deficit has been 1nuch larger, both in absolute size and as a rat io of 
u ·K output,. ·without the newspapers being ful I of stories of balance of pay1nents crises. 
A large paym.ents deficit is no long,er nec,essarily regarded as a proble1n, partly because 
modern governn11ents are generaBy prepared l!o allow 1narket forces to deter1n.[ne the 
exchange rate. By contrast 30-40 years ago, a. ia rge balance of payn1ents deficit foroed 
the government to deflate the econonly in order to support the exchange rate to which 
it was comn1itted. Tl1is is explained in greater detaH in Chapter 22~ 

CASE. STUDY 16.3 

The UK current account 
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~ - --S 
L ---10 

LJ -- 15 

-
~ -- 20 

~ 

-
_ , ~ - --25 

~ 

-30 - -
-35 -

--- 40 

-45J I I I I I I I I I I I I l I l J J l 

'\~' '\qOJ"-' q'P '\ '\ef'J1 '~ 1,@" 1,0.0} 1,0JJ 'C:J 1,0~~ ,.c§:f~ 

Figure 16.4 The current acc,ountofthe UK balance of payments, 19Qi _:2011 
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At AS, examinabon questions are set on the current 

account of the balance of payments, which, as noted, 

mainly reoords the value of tr.ade in goods and services 
(exports minus. imports). 

Ques1ions are not -se1 directiy on the other main part 
of the bal1ance of payments, cap.ital flows into and out of 
the UK .. Howeverr Chapters 22 and 23, ,explain how some 
knowledge of capital flows wm hefp you to understand the 
link between m.onetary policy and changes in the current 
account of the balance of payments. 

Figure 16.4 shows ~hat the UK's current account 

ha.s been in deficit in recent years, with the trade deftcit 

rfsing to £39.11 bil l'i on ~n 2006. Thts was the highest ever 
recorded in money term.s~ but it only equalled 2.9% of 
GDP; The issues you have to consider centre on 1he ext,ent 
'to, which a current account deficit poses problems for the 

UK economy1 and the pclicies the government can and 
possibly ought to use to try to reduce the size· of the deficit. 
These issues are explored in Chapter 22. 

Follow-,up questions 
1 What is the difference between a tbudget deficit' and a •balance of payments deficit'? 
2 Research figures for the ·size of the UK balance of payments deficit since 2013. 
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Policy Indicators 
This chapter concludes with a short explanation 
of the difference betweien a policy indicator and 
policy instruments and obj,ectives~ Whereas a policy 
objective is a target or goal that a governn1ient wishes 
to 'llie'" and a policy instrum,ent is a tool used to 
achieve this end, a policy indi.cator sh11p'ly provides 

KEVTER 1M 

policy indicator: provides 
informa1ion about what is 
happening in the eccmomy. 

the government with information about the state of the econo1ny and/or whether 
current poHcy is on course to achieve the governn1ent Js obj ectivesw 

The m011ey supply provides a good exat11pJe of a policy indicator. In the monetarist era 
of the late 1970s and the early 1980s]' the mon1ey supply (or stock of n1toney circulati11g 
round the econo1ny) was treated both as a poHcy objective and as a poHcy instrun1ent. 
Under the influence of nionetarist theory) governments attempted to control the rate 
of growth of the money supply in order to control inflation. In tlhis sense, the money 
supply was the poHcy instrument, whUe control of inUation was thie poUcy obj1ective. 
However for various technica] reasons centring on what money is (for exa1nple, is it 
just cash, or are bank deposits n1oney?), the Bank of England was unable to control the 
rate of growth of the money supply dill=Ctly. Because of this., interest rates were raised 
or lowered to try to controJ Lhe growth of the m.oney supply indirectly· .. For a ti 1ne the 
Bank of England used its interest rate~ B,ank Rate .. as the policy instrument, whi1e the 
rate of growth of the money supply became the (intern11ediate) policy objective. 

AU this is now history., After the 'dea.th' of 1nonetaris1n) the money suppJy ceased to be 
either a policy objective or a policy instrument. These days., the money supply indicates 
whether or not there is plenty of Uquidity (spending power) in the UK1's financial system. 
Along with other econon1ic indicators, such as surveys of usiness and con un1er 
confideneie and information about new houses being built and summer hoUdays booked) 
changes in the n--ioney supply provide t11e governn1ent and the Bank of England with 
inforn1ation about what is happeningj and what is like]y to happen~ in the UK eoo11on1y~ 

A polrcy objective ~s a target or goal which a government aims to achieve or 1hit'. 
A policy instrument is a tool or set of too~ used to try to achieve an objective· or objectives. 

Poltcy instruments can be grouped under the headings of monetary policy, fiscall policy and 
supply-side policy. 

The main macroecon1omic policy objectives arie fuH employment. economic growth, a 
fair distribuUon of income and wealth. control of inflation and a satisfactory balance ot 
payments on current account. 

Full employmen1 and economic growth are the prime policy objectives, but many free,­
market and monetadst economists pJace control of inflation in pole position. 
Whatev,er the ranking of policy object ives, Keynesian or monetarist~ improving economic 
welfare or human happiness is the ultima1e policy objec1ive. 
The main policy objectives and policy instruments are explained ,in more depth in lat1er 

chaptiers. 
A policy indicator provides information about the state of the ·economy, and on how best 

policy instruments may be used to achieve particular poJicy objectives. 

AQA AS Economics 



The objectives and instrun1ents of macroecono,nic policy 

Exam-style questions 

1 Exp~ai n how 1monetary and fiscal pol1cy a re (a) similar and {b} different. 

2 Exp!ain1 two of the main conflicts affecting macroeconom·ic policy. 

Chapter 16 

(12 marks) 

(12 marks) 

3 Evaluate the view that a government should always aim for the bigg,est poss.ible curren1 account surplus. (25 ma ks} 

4 Do you agree that control of inflation should take precedence over reducing unemployment 
as a macroeconomic policy objective? Justify your answer. (25 marks) 

Unit 2 The national economy 
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Chapter 16 explained how achieving a satJisfactory, sustainabte (and implicitly faster) rate 
of economic growth. along with other policy objectives such as reducing unemployment 
and controll,ng iniBtion, Is an important target fo r governments. This chapter examines 
the nature of economic growth. both in the sl1ort run and in the long run, before explaining 
the ups and downs of economic growth in the various phases of the economic cycle . 
...•...............••... .....•....•...•... .. ..••.... ..............•.........................•.......... .. ..... 

This chapter wil I: 
• define economic growth and distinguish between short-run and fong--run growth 

explain how economic growth is measured 
distinguish between the real and the nominal vatues of economic varjables 

• relate economic growth to capital, wealth and national income or output 
explain ~he causes of short-run and long-run economic growth 

explain the dirfferenoe between economic growth and economic devel.opment 
• relate economic growth to sustainability and the trade-off with environment al objec1ives 
• explain the causes of the economic cycle and the phases of the cycle 

re1ate output gaps to the economic cycle and to the differ-ence between actual and 
tr,end output 

Wha Is econom11c growth? 
Econo1n i c orowth is defined as the increase 
in the pot,ential Jevel of real output the 
econon1y can produce over a period of 
time: for ,exan1ple a year. Strict ly, this is 
long-run economic growth" which is not 
the same as sl1ort-run economic g,ro,wth 

(both are iHustrated in Figure 17J) . If the 
econon1y,s production possibility (rontier is 
PPF1 initially . short-run eeonon1ic growth 
is shown by the 1noven1ent fro1n. point C 

inside the frontier to poi.nt A on the frontier. 
Long-run econo1nic growth is hewn by 
the outward movement of the frontier to 
PPF2 . The move1nent from point A to poi.nt 
B depicts long-run econon1[c growth~ Short­
run growth makes us,e of spare capacity 
and takes up the slack in the econon1.y, 
whereas long9 run growth increases total 
productive capacity. 

economic gro h: an increase in 
the economy's potential fevel of real 
output, and an outward movement 
of the economyfs product.on 
possibility frontier. 

Capital 
goods 11-----~ 

0 Co.nsu mer 
,goods 

Figure 17.1 Short-run and long-run 
economrc growth 
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How econ 1omic g owth Is measured 
Economic growth js measured by the percentage annual 
increase in real national output. For example,. a 3% growth 
rate rneans that the aggregate leve] o,f real output (aietua] 
goods and services) produced in the economy over the la.st 
year is 3% higher than it was wben 1neasured a year ago for 
the previous 12 n1ont hs. 

ReaJ 11ational outp1ut is the total of all the goods and services 
produced in an econ.on1y over a particular ti111e period~ As Case 

Study 17.] explains; an increase in real national output can be 
calculated by subtracting th.e rate of inflation f ron1. the increase 
in nominal national output over the period in question. 

CASE S,TUDY ·17.1 

EXAM TIIP 
-----

It is important to understand the d ffference 
between short~run and long-run ,economic 

growth and the causes of the two forms of 
growth. 

EXAM TIP 

IEconorru1c growth is always measured in 
real rather than in nominal terms. You must 
understand the, difference between real 
national output and nominal national output. 

Real and nominal national income or national output 
lit is important to avo~d confusing real national income or 
output Vvith nominal national income or output. (Nominal 
nation~ output is also call!ed money natlonal output.} 

The photograph ,shows a number of cheeses ,on 
display in a deUcatessen in Oxfiordshire. The cheeses 
contributed in a S'mall way to the UK's real nabonal 
outpurt in 2012 - a contribution m1ade even smaller 
because a.II the cheeses on display were imported. 

Nominal national ~ncom1e or output is real national 
incom1e, or output multi pli,ad by the average price 

Unit 2 The national economy 

lev,el for the year in question. Two of 1he 1cheeses on 
displiay in the Oxfordshire deUcatesse:n were priced 
at £1.80 and £1.99 per 100 grams. Estimates tor 
the level of UK nominal national output iln 2012 were 
based on information about the prices charged for alil 
goods produced in the UK, ~ncluding ,cheeses sold by 
market stalls. delis and supermarkets,,, However~ with 
imports, only the contribution to output added in the 
UK is included in the reail and no,minal values of UK 
national output. 

1··1- ­:,18;f 11 
~ - - j 
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While nominal national income rose· by 3.41% in 
the UK in 2011~ real national income rose by only 
0.89%, the difference between the two refl,ecting the 
iimpac1 of the rate of inflation in 2011. It is the change 
in real income which measures the economy s rate of 

g11row1h - the change in nominal income overstates 
the g1rowth rate. 

The approximate change in the real national incom1e 
can be callculated by subtracting the rate of inflation from 
1he rate of change of nominal national income:. 

Fo1ll1ow-up que·stions 
1 Why do domestically produced cheeses such as British cheddar contribute more to UK national output than 

imported cheeses such as French bri1e? 
2 Rnd out what has happened to rea, UK income since 2008 when the UK economy entered recession. 

- - ~ 

:· :1:a2: 
. . 
----

Natlona outp t~ national ncome 
and economic growth 
Before exploring economic growt h in 1nore 
detail,, I shall explain how long-ter1n growth 
relates to the concepts of natio11c1 I out put and 
n tiona I inco,ne . 

Econo111 ists use the tern1s national output 
(a[so called nationa l product) and national 
income interchangeably. To produce the fJow 

KEYTERM . 

national i co e or nationa'I 
output: the flow of new output 
produced by the economy in a 
particular period (e.1g. a year). 

of naHonal output> the e'Conomy must possess a. stock of physical capital goods (the 
national capital stock) and a stock of human capital. 

The national capital stock is part of the stock of national wealth wh[ch con1prises 
a ll physical assets owned by the nation's residents that have value. The national 
capita] stock includes capital goods and raw n1aterials together with ocial 
capital such as the I oads, hospitals and schoo]s which are owned by the state. 
However,, the national ca.pUaJ stock excludes consu1ner goods, which are a part of 
national wealth but not part of national capital. All capital [s wealth, but not an 
wealth is capital. 

EXAM TIIP 

Make sure you understand the difference be1ween stocks and flows. The national ,capi1tal 
stock ~s the stock of capital goods that has accumulated over· time in the economy. By 
contrast. national inc,ome is the flow of new output produced by the stocks of physical and 
human capirtal. 

Figure 17.2 sllows ho\~ we can relate a country~s national income or output (1e .. g. 
in 2016) to the national capital stock and the hu·man capital stock. In the figure,, 
national inco1ne in 2016 is shown as the area contained by the three rectangles A, B 
and c. J w[IJ now assume that at the beginnjng of 2016> the economy operates on its 
production possibility frontier. This lneans there is no unen1p]oyed labour;, and the 
econon1y is working at full capacity to produce the now of national incon1e shown 
by A + B + C. 
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The national1 
ea p,i ta I stock 

(part of 
natitH1a I we,alth) 

( 

ttt 
Hurna11 
capital 

Net investment that 
e11 llarrges the 1caipJtal stock 

Repl.ace m ent invest m.ent 
to rep llace worn out ea p~ ra I 

2014 2015 

l 
A B 

~ncome availab~e for 
consumption and current 
living standards 

! 
C 

2016 2017 

However. part of the national capital stock wears out in the course of producing 
2016's nationa] incon1e. Worn-out capital (or the depreciation of the nation a] capital 
stock) reflects capital consumption. To maintain the size· of the capita] stoc~ so that 
(in the absence of population gI"owt h and technical progress) t h,e stock is capable, of 
producing exactly the san1e size of national incon11e in 2017 as in 2016 part of 2016>s 
national output must be replacement capital goods. The spending 10n replace]nent 
investment is shown by area A .. If tl1is investment doesn't t a~e place, the national 
capita] stock shrinks in size,. Negative economic growth occurs and the econo1ny's 
production possibility frontier shifts inward. 

Positive econon1ic growth generally requires that investn1ent takes place over and 
abo1v,e the replace111ent investm1ent shown by rectangle A in Figure l 7.2. The extra 
investment needed to enlarge the capitat stock is shown by rectangle B. This is call1ed 
net inv1estn1entE Gross i11v,estme11t (shown by A + B) is the sun1 of replaceinen.t 
investment and net 'i.nvestment Only net investtnent increases the size of H1e 
capital stock, thereby IacHitating long-run (positive) economic growth. 

Rectangle C shows the fraction of national incoine avaj labl1e for consumption in 2016. 
As explained in the prev[ou.s chapter, a decision to sacrifice current consun1ption 
in favour of a higl11er level o.C future consu[nption n1eans that n1ore of society's 
scarce resources go into investmen't or the production of capital goods en.abJing 
the national capita] stock to increase in size. However, in the short terinJ the ,easiest 
way to incr,ease Uving standards is to boost current consumption. This 'Uv1e now, 
pay ]ater· approach sacrifices saving and investtnent which ultil11ately reduces Jong­
term economic growth. 

Gross national income and gross domestic product 
Two of the 111ost con11nonly used measures of national inco111e or output are 
gross 11atio11al income (G IJ, which used to be caHed ·gross national product~ 
and gro "" dome tic .Product {GDP')~ Cr oss national incon1e n1easures the total 
value of nationaJ inco1ne;, inc]uding that generated in otller countries. (UK 
residents and UK .. bas 1ed multinational co1npanies (MNCs) receive profi t and 
interest pa.yn1ents frotn. the capital assets they ow·n, but which are located 
ove·rs,eas.) Likewise} overseas-owned MNCs such as IBM and Nissan receive 
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National income is 
the flow of new 
output prod u ce·d 
by the stocks of 
physical capi·ta~ 
and human capi·tal 

Figure 17.2 Nationru 
income and the stocks of 
physical and human capital 



profit fro1n assets they own in the UK. The difference between inward and 
outward profit flows is ca]led net .income fron1. abJ"oad. Net incon1e fro1n 
abr,oa.d is included in GNI but is excluded fron1 GDP~ 

EXA,M TIP 

The specification states: 4Candidlates ,are not expected to have a detairled 
knowl,edge of the const ruction of national income accounts'~ Nevertheless, 

da.ta-resp,ons,e questions often inojude G [)p datajl so it is necessary· to understand 
the concept. 

CASE ,STUDY 1·1.2 

GNI, GDP and living standards 
Because it measures all the income availabl,e to spend 
in the U'K, GNI is a better measure than G1DP of the 
standard of Hviing current~y enjoyed by UK res;dents. 
Ho,w,ever, GDP ~s, a better measure of the produc1ivity 
of industri1es located within 1he UK .. As 1able 17.1 
showsj for the UK, net income from abroad is usually 
positive~ reflecting the fact that the country has invested 

in and accumulated assets in other countries over 
time. As a resultM UK GNI is generally larger than UK 

G1DP. Unfortunately! for most developing countries, 
G1DP usually exceeds GNI. Profit outflows and interest 
payments to devetoped world MNCs and banks ,explain 
why this is the case. 

Tab I e 17.1 lJK gross national income. ne·t income from abroad and gross domestic product, 2002- 11 (£m) 

UK gross national ] UK net income from UK gross domestic 
income at market abroad product at market . . 
pr1ces pnces - -

2002 1,081,795 131196. 1:. 068,5919 

2003 t150.765 14.1691 1.1316,. 596 

2004 1~2116,857 '16~978 1,199,881 
-

2005 1,283.217 20,507 t262~710 

2006 1.339,1645 6,488 1 333.157 
-

2007 1,429~346 17,227 1,412,119 

2008 1,471,480 30,549 1,4401931 -
2009 1,4191028 17,165 1,401.863 

2010 1,479,043 12,459 1,466,569 

2011 1.531,327 16.,174 1,516~153 

Source: Natiol\all lnoorne Blue Book, 2012 ,(0NS, 

FoU1ow-u,p questi1ons 
1 What is the dffie~enoe between gross national income (GNt) and gross domestic product (GDP)? 
2 The data in Table 17.1 is measured at .. market prices' .. How can market price data (nominal data) be tum.eel into 

real data, for example to show real G1DP? 
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EXTENSION MATER1IAL 

lnvestml nt and tech ·cal prog e s.: the t 0 ain factors I ading o 
h econo -1c gro 

Economic growth results from, investment in new capital g,oods (physical capital), which enlarges the national capital 
stock, and investment in human beings (human capital). Although investment is an important factor in the growth 
process, it may not be as important as technical progress. 

Until recently, economists had lfttle to say about ~he causes of technical progress. treating it as 'manna fi"om heavenf 
which falls upon the economy, triggering economic growth. However, an important relatively new theory, known as 
endogenous growth theory. incorporates the causes of technical progress into the 1heoretical explanation of' the ,growth 
process. New growth theory suggests that governments can create supply-side conditions that favour investment and 
technical progress. These conditions include external economies for businessesl often in the,form of intrast1ructurei and 
a judtcjal system which protects patents arid other intellectual property rightsi and which enforces the ~aw of contract 

The difference between eco1nomlc growth and 
economic dev,e rtopment 
Economic growth 111easures changes in the physical quantity of goods and services 
an econon1y actually produces, or has the potential to produce, but growth does 
not necessarilly improve the econon1ic welfare of all or most of the people living 
in a country. Econo1nic develop1nent is a. better indicator than econon1]c growth 
oif iJnproved human happiness,. and the abiHty to continue to imp1·ove happiness. 
Eco11omic developme·nt, which includes the quality and not just the quantity of 
growth, is n1easured by: 
• a generaJ improve1nent in living slandards that reduce poverty and hun1an 

suffering 
• greater access to resources such as food and housing required for basic hun1an 

needs 
• greater access to opportunities for human development: !or example! through 

education and training 
• environ1nental sustainability and regeneration, through reducing resource 

depletion and resource degrad tion 
---

EXA:M TIP 

For the most part, AQA exam questions test knowledge of economic growth rather than 
knowledge of economic development 

Resour1ce depletion occurs when finite resources such as oil are used up, and when 
son fertility or fish stocks irreversibly decline. By contrast , resource degradat ion is 
best iUustrated by poHution of air,, water a.nd ]and. To benefit people in the long run 
growth (and develop1nent) n1ust be sustainab]e~ 
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Sustah1able e,co11on1ic growth means tbe use of: 
• renewable rather than non-renewable resources 
• technologies that n1]nil11ise poHution and other fo11ns of resource degradation 

The trade-off between faster econom c growth a d 
achieving environmental objectives 
Goviern1nents continuously face a trade-off between the cwo pohcy objectives of 
n1ainta:in.itng and hnprov.ing environ1ne,11tal q uality., and maximising the economy·s 
growth rate. n1easured by GDP growth. 

Before explaining this trade-off, jt is useful to id·entif y chr,ee n1a[n co1n ponents in 
standards of Hving and econon1ic welfare: 

standard of 
living 

econo1nic welfare 
derived from 

_ goods and 
services 
purchased in the 
1narket econon1y 

econon1ic welfa re 
deriv1ed fro1n 
public goods and 

+ n1erit goods 
coUect ivel.y 
provided by the 
state 

+ 

econo1nic welfare 
derived fro1n qua] ity 
of life factors, 
including external 
benefits and 
intangib]es minus 
external costs, and 
intangibJes 

GDP and GNI statisti.cs are often used to mea.su re standards of Jiving and econon1ic 
growth. but they usually only capture the first two of the co1nponents 1of the standard 
of Hv[ng: the n1aterial goods and services~ Intangible factorsj the third elien1e]]t jn 
people's living standards, are ignorede These intangible factors include the value 
that people place on ]eisure lim1e and living close to work, and the externa]ities 
generated fro1n the production and consumption of national income, \Yhicll affect 
peopLe,s welfare and quality of life. 

The enviJonment provides us with many positive externalities ·which add to the 
quality of Hfe, but also many negativ1e externa.Uties which do the opposite. Beautiful 
vie,Ms~ clean air and the water-retaining and carbon diox·de~absorbing properties of 
forests provid,e examples of positive externalities (or external benefits). C1onversely 
t raffic congestion)! acid rain poJluHonJ! and rising sea levels and cHmate deterioration 
caused by global warn1ing are examples of negative externaHU1es (or external costs) 
which are ]ikely to have growing adverse effects on the quality of Hfe .. [f the pursuit 
of economic growth leads to the destruction of beautiful v.i1ews and other external 
benefits conveyed by the environ1nent~ whUe sin1ultaneously crieating 1nore pollution 
and congestion , there ·is a. conflict between the governn1ent~s growth objective and 
its envjronmentai objectives. 

EXAM TIIP 
----

This section of the chapter relates to the concept of negative. externafrties in die Unit 1 
specification. 
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Insofar as externaHties are taken into account ]n the n1easurement of 1GNP and COP 
growth, whal is in effect a welfare loss ]nay be shown as an increase in national 
output fa]sely indic.ating an apparent we]fare ga in. For exarnpl1e, the stresses and 
strains of producing an ever higher national output may not on]y '[,ead to a ]os.s of 
leisure thne· it n1ay make people ill more often1 showing up in the national accounts 
as ex1ra consumption of healthcare. Likewise, the extra time that n1oto1·ists spend in 
traffic jams caused by increased traffic congestion apparently contributes to econo1nic 
growth through increased exp,enditure on petrol and garage services.(Goods such as 
flood protection barrjers and breath ing n1asks1 which fend off so1ne of the adverse 
effects of a det,eriorating environn1ent are solnetimes called 'regrettables ".) 

EXTENSION MATER:IAL 

- --

Chapter 17 

Th environment and the sustainability of conomic growth 
Over 40 years ago, the first o~I crisfs, in which the price of c rude oil more t~·1tan doublect led to British people, becoming 
aware of how the environment - in the guise of raw ma1erial and energy shortages - ,m1i,ght severely 1imit a govemmenfs 
ab~lity to ach[eve high e.mployment levels and continuing economic growth. 

Fuel shortages and increased energy prtces drew people's att1ention to two publications of the new but fast-growing 
ecology or environmentalist movement. The first of these was a document called 'Btueprint for Survival , published in the 
January 1972 issue of 1he British journal The Eoofogist.According11o the authors: 

The principal defect of lhe industrial way of life with its ethos of expansion ts that it is not sustainable. lts termfnation V!Jithin the 

lifetime of someone bom today is 1nevitable - un,ess it ·cc:mtinues to be sustained for a while longer by an entrenched minority 

at the cost of imposing great suffering on the rest of mankind. Our task is to create a society which is sustainable and which will 
give the ful,fest possib·le satisfaction torts members. Such a society by definition wou'ld not depend on expansion but on stability. 

The Limits to Growth: A Report for the ,Club of Rome's Project on the Predicament of Mankind, an influential book 
published a few months later in 1973, suggested that humanirty would soon face a threefold dilemma: the :impending 
exhaustion ,of the world's non_,renewable naturai resources, the world's polrulbion probfem becoming so, acut,e that 

the capacJty for self-cleaning and regeneration is exhausted, and continued population growth ~eading to humankind 
destroying itself through sheer weight of numbers. 10ne reviewer of this publication wrote~ 

Man is heading for d isaster if, overall. mankind does not team to limit economic growth. That such a thesjs would ,be unpopular 

with economists was to be expected .. All their training, lheir research and their ethos has be-en concerned with ways in wnich 

the economy can be stimulated and expanded. Practically no economist has given thought to ~he pro~ems of economic 

stability. For one thing stability is read as stagnation. and for another it js hard for an economist to find anyone to e,mploy him 

who is interested in economic equilibrium. It has no appeal to governments, board chairmen, company presidents or even to 

used-car salesmen. 

The authors of these two, publications based much of their forecasts and predictions 1or, the assumption of accelet".atling rates of 
population ·growth and resource use. This is known as ,exponential growth. Figure 17.3 illustrates the forecast made in 1Blueprint 
for Survival' of exponential growth in demand fior crude oil or petroleum and exponential decline in petro,l1eum reserves. 
The dashed lines show the total world oil reserves that the authors es~ma1ed would be available for extraction in 1975. 

The forecasts of resource use and depletion made in The Limits to Growth: A Report for the Club of Rom,e's Project on 
the Pradicament of Mankind were more sophis,tica11edr but they were still based on the· assumption of exponentiaJ ra1es 
of griowth of use and depletion. In their most optimisttc scenarioJ the authors argued that it might be possible to achieve 
a state of equilibrium - - providing restrictions were placed on population growth and .industrialisation, the two efements 
llmiting growth which ttiey argued are the prin,cjpal c-auses of resource exhausti,on and po,Hution. 
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Figure 17. 3 The 1970s gloomy 
prediction that exponential growth 
of oil consumption, matched by 
exponential depletion of known oil 
reserves. would lead to the world 
running out of oil by 2000 
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F1Luctuatlons In economic activ t1y and he 
economic cycle 
Fluctuations in economic activity occur in two1 main ,1,1ays: througl1 seasonal 
fluctuations,, and through cyclical fluctuations taking place over a number of 
years. Seasonal fluctuations are largely caused by changes in clin1ate and. weather. 
Exan1ples [nclude the effect of very cold winters closing down the building trade and 
seasonal employment in travel and tourisn1. 

CycHcal fluctuations, which a re ]onger than 
seasonal ones1 divide into the short economic 
cycle (a]so caHed th1e business cycle and 

U1e trade cycle) , which Jasts for just a few 
years1 and long cycles (or long waves)J which 
a rguab]y extend over approxhnate]y 60 years. 

KEY TERM 

economic cycle: the filuctuation 
of rea! output above and below the 
trend output line. 

In an econornic cycle, the eco11on1y's growth rate fluctuates considerably fro1n year 
to year. Econon1ic cycles, which can be between appr1oxbnate.ly 4 and 12 years long, 
are caused prhnarHy by fluctuations in aggregat1e demand (the nature of aggregate 
deu1a11d is explained in the next chapter). Jn recent years, supply-side factors such 
as supply shocks hitting the econor11y have also been recognised as causes of 
economic cycles. 

The causes of long cyc]es lie on the suppJy side of the ieconorny. Significant 
improven1ents in technical pI"ogr1ess cause firms to invest in new technology, which 
triggers a long period of boo1n. E]ectr[ficat ion and the automobHe have had this 
effect In recent years) inforn1ation and oon1municaUon techno1]ogy (ICT) 1nay be 
having a sin1ilar effect, possibly creating a 11,ew eco1'1omy~ In the past long booms 
have run out of stean1 when the innovating techno]ogy becon1es fuHy use·d - until 
the next burst of technical activity creates another boon1. 
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Tr1end output and actual output 
Figure 17 .. 4 shows two complete eco,non1ic cycles:, together with a Hne showing the 
economy~s tr',end. outputJ fron1 which the economy's Jong-term growth rate can be 

calculated~ Actual output rises and so1nethnes falls in the different phases of the 
economic cycl,e. Sbort-tenn gr1owth n1ieasured by the percentage change in real 
GDP over a 12~1nonth period, also varies in the different pl1ases o.f the, economic 
cycle .. In the cyc]e"s upswing , growth is positive, but as Figure, 1 Z4 shows, ·growth' 
becon1es negative if and when a recessi,on occurs in the cyclical downturn. 

Peak 
Peak Boom , Trend ioutput 

l!B!oo~m~ ~~~ ~~~ ~ ~ ~~~ ~~~~~ ~R:e:ce:~:io:n~: ~eeconomicc~~ ~ Recovery 1orbusiness cyde 

-' Recovery Trough 

- --

Chapter 17 

0 Time 

Fi re 17. The phases 
of the economic cycle {or 
b usj ness cycle) 

The econon1y's trend (or potential) growth rate is the rate at which output can grow, 
on a sustained basis~ without putting upward or downward pre,ssure on inJlation. The 
trend growth rate is measured over a period covering more than one (and preferably 
several) economic cycles .. Before 2000, the u·K ·s trend growth rat,e was judged to be 
about 2.25% per year. At first sight~ this growth rate appears [ow, especial1y ·when 
co1npared W]th higher trend gro,Yth rates in 11ewly-industrialising oow1tries (NICs) 
such as China. Neverthe]ess'.I the UK1's trend growth rate wa.s s in1ilar to the long-run 
growth rates of other deve]oped econan1ies in western Europe and North Ainerica. 
The absolute increase in real output delivered by a 2.25% growth rate may also 
exceed that delivered by a ]0% growth rate in a much poorer country. Because of the 
con1pound interest effect, a 2.2S% growth rate n1eant that average UK living standards 
doubled every genera.tion or so. (The, con1pound interest ,effect also ,explains why the 
trend output line in Figure 17.4 became steeper frorn year to yeac n1oving along the 
line. For exan1.pLe~ 2.25% of LtOOO billion is a larger annual increase in GDP than 
2.25% of .£.800 bil.Uon.) 

Recessions 
A re e si011 is defined in the UK as negative ,economic growth (or 
failing real GDP) for 6 1nonths or 1nore n .e~ two quarters or 1naire)~ 
Before 2008, there had been two significant recessions En the UK since 
the 1l 970s. The first occurred between 1979 and 1981, and the siecond 
between 1990 and 1992. Both recessions (which raised une1np]oy1nent 
to around 3 1nillion) were follow 1ed by ]ongeI periods of recovery and 
boo[n in the rest of the 1980s and 1990s,. in the Jattier case, extending 
into the early 2000s. 
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recession: a fall in real output for 
6 months or more. 
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The alphabet of rece sions, and the d·sap earing 'double-dip' 
-recess10 

To ma~e economics as interesting as possible,, journalists 

l.ike to use slang. This rs certain~ true when they cover 
recessions, partrcularly when predicting die length and 
depth of a recession ·that mjght occur in the future. 

In recent years it had become fashionable to ·write 
about V-shaped~ U-shaped and W-shaped recessi,ons. 

AV-shaped recessjon ,can be described as 'quickly in, 
quickly out', in the sense that recovery occurs soon after 

the recession starts. AV-shaped recession is really ,a 'blip' 
in an otherwise continuing growth process. A W-shaped 
recession, or 'double-dip' recession, describes a siruation 

in whi:ch an economy appears to be recovering from, 
r,ecession, but is quickly dragged into another downturn. A 

U-shaped recession is long, deep and nasty: for example, 
the recessions suffered by 1tihe UK at ~he beginning of the 
1'980s and 1990s. ~n the 1990s, Japan experienced what 
was described as an L-shaped recession - in the sense 
that at tha t ime Japan appeared to be 1g0Tng through a 
never-ending1 recession. 

If you took back to Figure 16.2 on pag·e 174. you 

wi II see that Z!ero growth occurred in the first quarter 
of 2012. Durrng January; February and March in 2012 

FoU,ow-up questiions 
1 What is the official de,finltton ,of a recession in the UK? 

growth was neither positive nor negative. Why is this 
i miportant? The answer li,es in the fact that before revised 
daia was pub~ished by the 10ffice for National Statistics 
(0 NS) (i.e. the data in Figure 16 .. 2), official data showed 
negative growth in Quarter 1 201,2. Give·n that negative 

girowth also occurred in Quarter 4 2011 a:nd Quarter 2 
2012. Britain appeared to have suffered a 'double­
di p' reoession. However. when in June 2013 the ONS 

published the new zero growth data for Quarter 1 2012, 
the 88C ran a hea.dUne 'UK Doubl,e--Dip Recession 
Revised Away'. 

With the disappearance of the rdoubl,e-dip' recession 
and the possibility of a ·triple-dip' recession. a new slang 
term has coma into use. The UK ,economy is said to be 
'flat-lining, when growth is slightly positive (around 1% on 

an annual basis), but insufficient to constitute a proper 
economic rrecovery. Economists and journalis1s also talk 
about 1hard' and •sotf landings. A 1hard landing' is a 
drop 1into a deep recession. By contrast, when predicting 
a ~soft I anding'• jou ma lists be!i eve that growth wil I slow 
down but just about remain posiitive, or, if a -recession 
occurs. the downturn wiH be short and mil'd. 

2 Outline what has happened to economic growth jn 1he UK since 2013. 

Recent UK economic eye es 
Figure 17.5 iHust rates how the UK econo1ny per formed b 1e·tween 2002 and the final 
quart,er of 2012. Th,e first half of the 11-year period, from 2002 to 2007 shows the 
tail-end of a long econo1nic boon1 that had started in the 1990s. Despite conUnuous 
economic growth1 1nHd econon1ic cycles could stU] be identified. 

The UK gove,rnn1ent defines e·conomic cycles as beginni.ng and ending when there 
ar,e no output gaps.. Acc,ording t,o this definition, ev,en in a period of continuo,us 
economic growth, mild economic cycles still occur. Although tlhere is a downswing 
in economic activj1ty,, there is no recession. 

HoweverJ as the years f ron1 2008 to 2012 show,, t he n1 [ld cycles of n1ost of the 1990s 
and the ear1y 2000s ended in 2008. A recessi.on, which arguably was the 1.ongest 
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and deepest since the Great Depression of the ]930s. hit the UK economy (and 
n1any other econon1ies throughout the woJdd). At th,e thne of writing (in March 
2013),. tber,e ]S son1e evidence that recovery n1ay be occurring .. Sotue con1111entators 
believe the ec1ono1ny is entering a ~growth recess[on" - a period of v,ery weak 
growth or possibly stagnant output> and high une1nploy1nent, that feels ve1~y 1nuch 
like a recession .. 

Real 
GDP 6 

5 

4 

Trend output 

Negative 
output gap 
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Figure 17.5 LJK economic 
cycles and !he c urrient negative 
output gap, 2002-13 

If the economy"s actual level of output wer,e always to equa] trend 
outputJ there wou]d be no output gap s (In this situation. there would 
also be no economic cycles.) An output gap measures th,e d1fference 
between the Jevei of actua 1 output or real GDP that the econo1ny is 
producing and the tr,end output line abov,e or bel1ow the level of actual 
output. As Figure 17~6 shows> output ga.ps can be negative or positive. 
Negative output gaps occur when actual output is below the trend 

Soorce: ONS 

KEY TE,RM 

outp Lit gap: the difference 
between actual output and the 
trend ,output line. 

output line. The vertical Une drawn from point A to point B illustrates a negative 
output gap. As w1ell as occurring in the cyc]e?s downturn:, negativ,e output gaps can 
occur in the recovery phase of the econon1ic cycle when output is growing,. but 
the level of output is stiU below the trend output line .. (Figure 17.5 also iJ lustrates a 
negativ,e output gap.) By contrast~ positi\re output gaps occur when actual output is 
above the output Hne,, both in the cyc]eys boon1 phase and when the downturn has 

started, but the level of output still Hes above the trend output line. The vertical line 
drawn fron1 point C to point D depicts a positive output gap .. 
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Production possibiHty fronti,er diagrains can a]so be used to illustrate output gaps. A 
negative 0 1utput gap is Hlust rated by .a point inside ·t be product ion possibility frontier 
(such as point C in Figure 17.1). A positive output gap can be shown by the ,economy 
ternporarily producing .at a point outside its current production possibiJity front ier. 
Because it represents overuse of capacity such a point cannot be sustained for long 
though long-run economic growth should eventuaUy shift the frontier outwards. 

EXAM TIP 

Don't confuse an output gap with a productivity gap. which is the gap between the levels of 
~abour productivity of two countri,es. 

Some exp, ,anatlons of the economic cycle 
In the 1930s John Maynard Keynes argued that econo111ic recessions are caused 
by nuctuaUons in aggregate demand, w11ich are caused by consun1er and bu h1ess 
confidence giving way to pessimisrn, and vice versa~ However, it is now recognised 
that supp]y-side factors can also trigger 1economic cycles~ Edward Prescott and 
Finn Kydland, the 2004 Nobel Laureates in economics,. have developed a theory 
of ·rea ] busines cyc]es", which argues that changes in technology on the supply 
side of the econo1ny might be as impo1rtant as changes in aggr1egate demand 
[n explaining economic cycles. Other fac tors that n1ay cause or contribute to 
econo111ic cycles include: 
• Tl1e role of speculative bubbles.. Rapid economic growth leads to a rapid rise 

and speculative bubb]e in asset prices. When people rea lise that house prices 
and/or share prices rise far above tbe assets~ real v lues .. ,asset selling replaces 
asset buying. This causes the specula·tivie bubble to burst, which in turn destroys 
consume·r and/or business confidence. People stop spe,nding and the 1econon1.y 
faUs into recession . 

• P,olitical bu iness cycle theory. In democratic countries, genera] e,lections usually 
have to take· p]ace every 4 or 5 yea:rs. As an election approaches, the political pa1·ty 
in power n1ay attempt to <buy votes· by engineering a pre-e]ecUon boon1. After the 
election che pa1.ty in power deflates aggregate den1and to prevent the economy 
fron1 ov,erheating , bu t when the next general election approaches~ de1nand is once 
again increased. 
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• Outside -hocks ltitting the ieconoiny.. These divide in~o ~de1nand shocks~,, which 
affect aggregate de1nand, and 'supply shocks\ which i1npact on aggregate supply. 
]n so1ne cases an outside shock hitUng the econorny 1nay affect both aggregate 
d1emand and aggregate supply. T'hus~ the outbr1eak of a war in tbe MiddJe East may 
affect demand by causing a sudden collapse in consumer and business confidence,. 
and aggregatie supply via. its effect on the, supply and price of crude oi]. 

EXTEN'SION MATER,IAL 

0 her explana ion of the economic cycle 
At AS., it is a good idea to stick to learning two or 

three si m pie explanations of 1he economic cycle. 
However, there are other ,expanmions 1hat could 

give depth to your answers at A2: 

• Climatic oy,oles. Stan!ey Jevons1 a nineteenth­
century neoclass,cal economist. was one 
of the first economists to recognise the 
economic cycle. Perhaps taking note of the, 
Bibfes ref,erenoe to '7 years of plenty· fo lfowed 
by '7 years of famine', Jevons beli,eved a 
connection exists between the timing of 

economic cri'ses and the sofar cycle. Variations 
in sunspots affect the power of the sun's rays, 

in~luencing the quality of harvests and thus the 
price of grain, which, in tum, affects business Climate changes can effect the economic cycle 
confidence and gi1ves rise to trade ,cycles. 

- --
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AJlthough J,evo,ns's sunspot theory was never w idely accepted, there is no doubt that c limate changes affect 
economic activity. The effect named 1'EI Nino' has renewed interest in Jevons-s theory. This is a severe atmospheric 

and oceanic disturbance in the Pac~fic Oceant occurring every 7-14 years. The disturbance leads to a fall in the 
number of p lankton, upsetting the entire ocean food chain and devastating the fishing industry. The effect leads 
to a complete 'r1eversa] of trade winds) bringing torrent!all rain, flooding and mud slides to the otherwise dry Pacffic 
coastal areas of countries sruch as Chile and Peru. By contrast, droughts occur in much of Asia and ~n areas of 

Africa and central Nottih America. U'suall'y, the effect is quite weak, and in any case, any climatic disturbance in the 

south Pactfte is often wrongly attr[buted to B Nino. 
• Changes in inventories .. Besides investing in fixed capital, firms also, invest in stocks o-f raw materials, and 

in stocks of finished goods waiting to be sold. This type of investment is called' inventory inve,stm,e 1nt or 
stock~building1~ Although this accounts for less than 1 % of GDP in a tYipical year, swings in ~nventorJes, are 
often the single most important determinant of recessions. Firms hold stocks of raw materials and finished 
g,oods Jn order to smooth production to cope wiith swings in demand. IHowe-verl paradoxically, changes in 
st,ocks tend to trigger and exacerbate economic cycles. Stocks of unsold finished goods build up when firms 
over-anticipate demand for finished goods. As the stocks accumulate, firms are forced to cut productron by 
more than the orlg1inal fall in demand. The resultant destocking turns a 5'owdown into a recession. In the iusA. 
swings in inventory inves1ment account for a.bout half of the faU in GDP in recent rec,ess~ons. Destocking has 
also made UK reoessions worse. 

• Marxist theory .. Marxist economists ,expJain economic cy,d,es as part of a restructuring process 1ha1: increases 

the rate of profit in capitali.st economies~ Under normal production condi.tions, a fall in the rate of profit caused 

by compet~ti,ve pressure threatens to bankrupt weaker capitalist firms. Marxists bellieve that rreoessions create 
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conditions in which stronger firms either take over weaker competitors. or buy at rock-bottom prices the assets of 
rivals that have been forced out of business. Either way, restructuring by takeover ,or bankruptcy means that the 
cfittest' capital~ fim,s survive. In Marxist analysis, economic cycles are deemed necessary for the reg,eneration and 
survival of capitalism. 

• Mu'l,tipHer/accelerator interaction1. Keynesian economists have argued that business cyol.es may be caused by 

the interaction of two dynamic processes: the multiplier process~ through which an ~ncrease in jnvestment leads to, 
multiple increases in natjonal income; and the acceferator, through whcch the 'increase in income induces a change 
in the level of investment (The multiplier and accal,erator are exp1ained more fully in Chapter 24 (the multiplier) and 
Chapter 18 (the accelerator).) 

- --. - . 
r1• ... _ .. -_. _ 

19.4· 

Stabllls ng the economic cy,cle 
Demand management p,o]icies can be used to try to reduce fluctuations in the 
econo1nic cycle. In the Keynesian era, fiscal policy was used in this way [n the 
UK .. However during the n1onetarist era in the late 1970s and early 1980s,, den1and 
n1anage1nent was abandoned~ Arguably, tllis deepened and lengthen,ed the recession 
that the U.K suffered at th·e beginning of Lhe 1980s. 

Since the end of the 1992 recession n1,onetary po Hey has been used successfully t10 

stabilise the economtc cycle. ln a boom, whe,n the economy is overheating, the Bank 
of England raises Bank Rate to contract or deflate aggregate den1and. By contrast 
in a downturn the Bank of England cuts Bank Rate to reflate or boost aggregate 
de1nand. 

Fig re 7.7 Getting 
the timing right when 
stabilising the economic 
cycf.e-
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Successfu] stabilisation of the econo1nic cycle r1equires accurate U111ing. If 
n}onetary policy is used to stabHise the economic cyclej inteJe.st rates should be 
raised before output wuu]d otherwise peak in the boom phase of the e·conomic 
cye[e. Likewise,. interest rates should be cut before output botton1ts out in the 
downturn that fol]ows~ 

The danger is that bad tin1ing wiH destabHise the econon1ic cyc]e and n1ake the 
fluctuations 1nore volat He. The deep recession illustrated in Figure 17.5 may have 
been caused in part by ~bad timing~. Tl~e UK. government used contractionary fiscal 
policy in order to cut Us budget deficU. Accordi.ng to Keynes]an theory, expansionary 
fiscal policy should have been used to Lspend the econo1ny out of recession\ 
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Long-run economic growth is an ~ncrease in an economis potentia l level of output1 
whereas ·short-term ,econom1ic growth is a movement from a point inside the economy's 
productio,n possibi lity fron1ier 1o a point on the frontier. 
Econom,ic growth is rmeasured as a change in real output rather than as a change in 
nomrhaJ ou1tp ut. 
National income or output is the flow of new output produ1ced by an economy in a year. 
Investment and technical progress are· two of the causes of economic growth. 
The economic cydle or business cycle reflects actual output fluctuating around 1rend 

output 
Economic cycfes are usually caused by changes in aggr,egate demand, though supp!y-stde, 
factors can also cause recessions. 
A rrecessjon occurs in the UK when real national output faHs for 6 months (two quarters) 
o,r more. 
An output gap is the difference between actual output and the trend output. 

Exam-style questio s 

1 Explain the, difference between GNII and GDP. 

2 Explain two beneftts and two costs of economic growth. 

3 'Some econo,mists argue that recessions are necessary for restructuring ~he econo.my'. 
Evaluate this view. 

- --
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(12 marks} 

(12 marks) 

4 Evaluate three policies the government could use to increase the economy's long-term rate of growth. 

{25 marks) 

{25 arks) 
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Chapter 18 

Aggregate demand h,as been mentioned, in previous chapters, Without exp,laining 
in any detail w tlat the concept means. This chapter starts by defning aggregate 
demand, before focusing on two of its components, consumption and investment 
and relating both to the nature of saving. The coverage of investment provides a brief 
explanation of the accelerator concept. The last part of the chapter llnks aggregate 
demand to tt1e c ircular fbw model of the macroeconomy and to the muniplier process. 
through which a change in aggregate demand leads to a larger decrease or Increase 
Jn national income . 
. ..•........•.... ··············· ...... ·········· ················· -~ ........•...•.• ········~·-····· .... . 

This chapter wil I: 

• expla.in the meaning of aggregate demand 

• introduce the aggregate demand equation and the components of aggregate demand 

• explain 1he determinants 1oi ~he aggregate ,levels of oonsu1mption and saving in 
theeoonomy 

• briefly eKplain the personal saving ra1io and the household saving ratio 
• explain tie determinants oi the aggregate level of investment in the economy 

link investment to the concept of 1he acceJerator 

• relate aggregate demand to the circular flow of iincome in the economy 
explain ~he equilibrium level of national income i'n the context of the circu,ar fbw model 

The meaning o aggregate de and 
Aggregate dem nd co1nprises total p lanned 
spending ,on goods and services produced by 
the econo1ny~ (The closely related concept of 
n .aHonaJ expenditure n1easures realised or 
actual spending, which has ah·eady taken place~) 
Four types of spending ,are included in aggregate 

KEY TERM 

aggregate demand: the total 
p lanned spending on real output 
produced within the economy. 

demand, each type oliginating En a. diff1erent sector of the economy: households firms1 

t11e gove111n1ent sector and the overseas sector5 The four sources of ,aggregate den1and 
are shown in the following equation and identity: 

aggregate= co,nsumpUon + investment + governm,ent spending + net export 
demand demand 

or: 

AD = C + I + G + (X - M) 

where C, I,, G, X and M are the syn1bols used respecHve]y for consumption, investment, 
governn1ent spending, andl net e.x"])ort de1nand U .e. exports minus in1ports)~ 
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EXAIM TIP 

Aggregate demand is a macroeconomic example of an ex ante concept: it is a measure of 
what people plan or intend to do. 

The components of aggregate dem1and 
Consumptio111 investment~ gov,ernment spendi11g and net ex.port demand (spending 
on UK exports by r,esidents of other countries minus spending ,on i1nports ·by UK 
residents) forn1 the co1nponents of aggregate demand. If any of the Co]nponents 
changes, aggregate den1and increases or decreasies~ The next sections of this chapter 
examine two of the components of aggregate de1nand consumption and investment, 
and their relationship to saving. The remaining components of aggregate demand, 
goveTnm1ent spending and net export den1andt are explained in Chapters 24 and 22. 

Aggregate co,nsumptlon and saving 
KEYTE,RMS 

- - - ... 
Chapter 18 

Aggregate consun1ption is spending by aH the households in the 
econorny on oonsun1er goods and services produced within the 
economy. Aggregate consumpti,on do1es no,t include spending by 
hous·eholds on i'mports~ which are part of the goods and s1ervices 
produced i11 other countries~ 

consumptto :' total planned 
spending by households on 
real output produced within the 
economy. 

If we assume a closed economy - pretending that there are no 
exports or imports - and that there is no taxation,, then at any leve1 
of income, hous1eholds can only do two things with t h 1eir income: 
spend it or not spend it.. Sp1ending income, is consu111ption where.as 
no't spending incon11e is saving. 

investment: total planned spending 
by firms on real output produced 
within 1he economy. 

saving: incom,e which is not spent. 

The difference between saving and nvestment 
Economists make a cle:ar separation between saviI1g and inv s tment,. even though 
in ev,eryday language the two t,er111s are often used interchangeably. Whereas saving 
is s[n1ply income that is nol spent on consun1ption investlnent is spending by firn1s 
on capita 1 goods such as n1ach'ines and office egu ip1nent. Invescn1ent also includes 
spending by firms on raw materials and energy~ 

EXA1M, TIP 

It is important not to confuse consumption1 saving and investment. 

As a sh11p]ification, economists often asswne that households make saving decisions, 
while firn1s make investn1ent decisions. There are~ however~ exceptions to this rule. An 
in1portant exan1ple occurs when a fi11n n1akes a decision to p]ough back retained profits 
and spend them on capital goods, rather than to distribute the1n as income to the owners 
ol the business. In "this situation, the finn is si111uhaneously saving and jnvesting. If a 
business were sin1ply to store these profits as a cash reserve - usually on deposit in a 
bank- then the finn wou]d only be saving and not investing. 
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The determinants of consump ion and 
household saving 
WJ1enever members of households make decisions about whether or not to spend on 
consumer goods . they aresi[nu1taneously decidingwhetherornot to save. A.detern1inantof 
conswnption is also a detenninant of househoJd 
savingr In th1e next sub-sections) 1 explain a 
number of factors influencing consumption and 
saving .. These are: intere t rates (the reward for 
saving), the l1evel of income_.. expected future 
incorne, 1.vealth1 vo11sun1er oonfide11ce and the 
availability of credit. 

Interest rates 

KEYT,ERM 

interest ra e: the reward for 
i,ending savings to somebody 
efse (e.g. a bank) and the cost of 
borrowing. 

Before K1eynes; econon1ists genera.Hy gave Httle attention to exp]aining bow the l.evel 
of aggregate consutTiption spending is deter111ined in the economy. Some attention 
was1 however,. given to the determination of saving. Economists assurn,ed that 
interest rates are the n1ain determinant of saving~ The rate of interest rewards savers 
for sacrificing current consu,nption~ and the higher the rate of interest,, the greater 
the reward. Thus:, at any particular level of incon1e, the amount saved wiH increase 
as the real rate of interest rises and the amount consun1ed wHl faU. 

The level! of income 
In his General Thear)I' I<eynes exp]a ined his theory of aggregat,e consun1ption in the 
following way: 

The fundamenta] psychologica] la\¥ upon \JVhich \.Ve are entitled to depend with 
great confidence ... is that men are disposed, as a rule and ,on average~ to increase 
their consumption as their income increases~ but not by as much as the increase 

in tlteir income. 

Keynes believ1ed that,, although aggregate p lanned consu1npti.on rises as income 
rises it rises at a slower rate than inco1ne so that at high levels of incoine planned 
consumption is less than income,, and planned saving is posit ive. 

EXTENSl'ON MATE1RIAL 

Keynes s theory of consumption and saving 
In the 1930s, Keynes argued that interest rates have little effect on aggregate saving and consumption decisions,, 
aJthough they do affect how people move 1heir savings: for ,example, between a bank and a building society. During the 
Great Depression, Keynes doubted whether a faU in interest: rates colJld allow market forces to adjust automatrcaJly to 
e!iminate 1he deficient demand plaguing 1he worid's depressed economies .. This caused Keynes to focus on the !level of 

income as the 1main determinant of consumption and saving decisions. 

In contrast to his predecessors, Keynes argued that the level of income (Y), is the moa,t importan1 singfe determinant 
of consumption: consumption is largely a iunction of the level of income. Using functional notation, we may s1at,e the 

Keynesian consumption theory in the following equation: 

- --
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Autonomous consumptio1n and 
income-induced consumption 
The equation C = f(Y) is generaJ!I telling us no 
more than that consumption is assumed to be 
determined mainly by income1 and is some (as 
yetj unspecifted 1unction of the level of income. 
We can write the consumption Junction in 
more detail as: 

C = a+cY 

£ 
Consumption 

cr0nsumpUon a · 

- - - ... 
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C=a+cY 

cY1 -
i nc0rm e-i nd uced 
consumption 

a­
autonomous 
c,onsumption 

Wriitlren in this way, the equation for the 
consumpbon funciion shows aggregate 

Autonomous [ 

___________________ ..,. 
a Income 

consumption as comprising two elements~ Figure 18.1 Keynes's theory of consumption 

autonomous oonsumption and inoome~induced consumption. 

Autonomous 1consumption (represented by the symbo1 a} is the part of total consumption which is unaffected by the 
level of inoo·me: that is. it is constant at all leve1s of income. The value of autonomous consumpti'on is thus determined by 
influence-son income other than the level of income. These infl1uences will indude the rate of interest (which has aJrieady 
been cover-ed) and others such as wealth and the availability of credit (which will be· discussed shortly). 

l1ncome-induced consumption is measured by (cY)i. c being the slope of the, consumption ~unction. As the name 
suggests, income-induced consumptron is the part of consumption that varies with the level of 1noome. 

If consumption increases as incomes ri se, but at a slower rate than income, it follows that household sa\Ang also 
increases as incomes ri,se. but at a faster rate than income. 

Saving can be positive or negative. People on very low inoomes borrow. or dissave, in order to spend more than the·ir 
incomes. By contrast, rich people spend less than their incarnes~ even though their1otal spending is gr.eater than that of 
the poor. The trich spend more and save more than the poor~ and the rich are positive savers. 

Expected future irncome and th1e 'li fe-cyclle' theory of 
consump1t ion 
The Keynesian consu111ption theory expla ined above is son1etin1es a]so ea Ued the 
absolute income' consumption t11eory because it assumes that the most important 
influence on consumption is the current ]evel of income. However, the current ]evel 
of incon1e· in a parUcu lar year n1ay have much less influenoe on a person's p]ann1ed 
consumption than so1ne notion of 'expected income~ over a much longer time period 
perha.ps extending over the individuars remaining Hfet ime or life cycle. 

· EXA,M TIP 

You should appreciate that peaple 1s economic behaviour is influenced by their expectations 
of what might happen in the future. 

In order to understa nd the 'life-cy,cle' theory which is iBustrated in Figure ]8. 2:, it 
is useful to d]st inguish b etween two different typ,es of saving: non-contractual' and 
contract ua1' saving. Non-co11t ract ual savh1gl takes place when a person sets incon1e 
aside: for exampleJ in a bui1djng society deposit. Such saving Is usnaUy short term; 
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for exampleJ' saving to pay for a summer holiday. Contractual saving, by contrast 
occurs wben an individual 111.akes a contract to save r,egularly with a financial 
institution such as a pension fund. Tl1.is type 1of saving is usual]y undertaken with 
a lo111g-term motive in n1ind. Many people sign s.av ings contracts1 esp,eciaHy early 
in tl1eir wo.rking lives:, to finance a hous,e purchase, and then continue to save to 
finance r1etiren1.ent or to protect dependants against the financia l. prob]e1ns that 
,Nou[d resuU from tlle savers early death. Thus) with contractual saving., saving 
takes place at regular intervals over a nu1nber of years, to be followed in later y1ears 
by dissaving when a house is purchased or on retiren1ent. 

Expected futu~e income stream 

Contractua,I savlng 

(+) B 
Consumption 

State pensio1n 

A 

Fig re 18.L The life,-cycte 
theory of consumption Birth 

(-) 1' 
Starting work Ret i r,etnent 

EXAM T'IP 

Make sure you don't 
confuse wealth whlch 
is a stock, with income~ 
which ~s a flow. 

- - ~ 
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People tllerefore plan their contractual savings on the basis of a long-term view of 
their expected lifetin1e or pern1anent incon1e, and of likely spending plans over the 
remainjng length of an expected lif,e cycle. Temporary fluctuations in yearly .inco1ne 
ge11ie,raHy have little effect on the contractual savings that are regularly contr ibuted 
to pension schemes and to the purchase of life insurance policies~ 

Wea~th 
The stock of pe1rsonal wealth .. as well as th1e flow of incon1e, innuences consu1np1ion 
and saving decisions. In countries such as the UK and the USA houses and shares 
are the two main forn1s of wealth assiet that people own. An increase in house prices 
usually ea.uses ho1111e-owners to consu1ne n1.ore and to save less from 1heir curr,ent 

flov-.r of irrcom,e,. pa11ly because the w1ealth .increase 'does their saving .for tbe1n .. 
The salne is true when sha.re pri.ces rise though the effect is less noticeable 
.in the UK~ wheie J1ouses rather than shares are the main household wealth 
asset. Rising house prices induce a feel-good factor an1ong owner-occupiers of 
houses, which leads to a. consurner spending spree in the shops . Converse]y 
falling house prices have the opposite ,effect, increasing uncertainty and 
pn~cautionary saving via a 'fee]abad~ factor. 

The stock maiket crash in 2000,. which 
centred on the coHa pse of the share p1ices of 
dotoon1 and high-tech co1npanies reduced 
the wealth of shareholders, and thence their 
consumption. In the sumnller of 2007, share 
prices also fell at the time of a financial c1isis 
in the USA, resulting from US banks lending 

-

KEYTERM , 

wealth: the stock of assets, or 
things that have value, which 
peop:ie own. 
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Aggregate demand and the circular flow of income 

unwisely to poorer American fa1niUes to .finance house purcha.se [these are kno,¥n 
as sub-prhne loans). In 2008J fa1Hng house and share prices accon1panied by a 
collapse in consu111er and business confidence ushered in recession, in the USA and 
then in o'ther countries such as the UK. 

'Cred·t cru eh' and recession 

- - - ... 
Chapter 18 

The finanoial crisis, which hit the world economy in 2007 
started in the US housing market where banks had !ent 
money to sub-prime borrowers. When these borrowers 
couldn't repay their loans~ or ,even the· interest on 1hem; 

the banks were teft with bad debts~ as were other financiaJl 
institutions that had bought 'packagesJ of bad debt from 
the banks. 

Th1s infected the entir-e financial system and m.eant 
that banks stopped lending to each other - creating 

1he credit crunch. The first UK bank to be affected by 
the seizing up of iinanc.ial markets was Northern Rock!, 
wh~ch had to be rescued by the British government. A 
lack of mortgages meant the market began to, stagnate 
and the properties that did change hands went for l,ess 
1han they w,ould have done a few months previously. 
Thi·s increased 1ha amoun1 of negative equity in the 
economy. 

Follow-up ,questions 
1 Exp1ai n the underlined terms~ sub-p,rime borrowers; credit crunch· negative equity. 
2 Find out about how the UK housing market has fared since· 2012. 

,c ,onsum,er confidlence 
The state of cons111ner confidence is closely link,ed to peop]e 7s views on expected 
inco1ne and to changes in person.al wealth .. Wllen consun1er optirnism ]ncreases"' 
househiolds generally spend n1or,e and save less; whereas a fall in optimisrn (or a 
growth in pessimism] has tl1e· opposite ef feet. 

Governments try to boost consumer (and business) optimism to ward off the fear 
of a coUapse· in confidence by 'talking the econo1ny up' a.nd by t1-ying to enhance 
the credibility of govern1nent econon1ic policy. If the govern1nent is opthnistic about 
the future, and people beJi,eve tl1ere .ar1e good grounds for this optimism:> then the 
genera[ public wiU be1 optin1istic and confident about the future. How1ever, .if peop]e 
believe the governn1ent is pursuing the wrong policies;, or if an adverse econoinic 
shock ltits Lh.e econo11ny in a. way that tlle government can ~t control, confidence can 
quickly dissipate,~ 

The availab1ility of credit 
Besides the rate of interest, otb,er aspects of monetary policy such as contlio]s on 
bank lending and hire-purchase controls, affect conswnption~ If credit is availab]e 
easUy and cheaply, consun1_ption increases as people supplement current income by 
borrowing on credit created by the banking systein~ Converselyj a tight 1nonetary 
policy reduces consumption. The financial cr]Sis that occurr,ed in 2007 andl 2008 
which arose from bad debts in the US sub-prime market, had this effect in the UK 

and the USA~ In the credit crunch, interest rates rose and the supply of credit dried 
up, with banks refusing t,o supply app]icants with new cred.it cards or inortgages. 
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Other influences on con1sumptlon and saving 
The distributio,n of 1income 
Rich people save a greater proportion of their income than the poor. Redistribution 
of il1cotne fro1n rich to poor therefore increases consu1nption and reduces saving~ 

,Expectatio11ns of future· inflat io,n 
Uncertainty caused by fears of rising inflation inc1~eases preca.utionaiy saving and reduces 
consuJnption. U n1ay also,. however have the opposite effect. ousellolds n1ay decide 
to b ring fo1ward consumption decisions by spending now on consumer durables such 
as cars or television sets the,reby avoiding expected future p1ice increases. P,eople n1ay 
also decide to borrow to finance the purchase of houses if they expect property prices 
to appreciate at a. rate faster than general inflation~ in thjs situation, and particu]arly 
if the 1~al rate of interest is low or negative, p,eople often decide to buy land, property 
and other physical assets such as fine a11 and antiques as a ·hedge' ~gainst inflation, in 
preference to saving through the purchase of financial assets.p 

Speculative demand for housing occurs because house prices rise faster than general inflation 

Th,e personal sav·ng rat·o and the household 
savln,g ratio 
The personal saving ratio measures the actual or realised saving of the personal 
sector as a ratio of tota] persona] secto1r disposal income: 

I 
. . . . _ realised or actual person al saving 

persona saving ratio - 1 d' b1 · persona,1 · 1sposa te income 

The household sav ing ratio is used in a sin1ilar way~ It 1neasures households' realised 
saving as a ratio of their disposable income. Howeve,r:, the personal sav jng ratio 
and the hous,ehold saving ratio are not the sa1ne. The persona[ sector is n1ore than 
just households, including unincorporated businesses such as partnerships and 
charitable organisati,ons such as independ,ent schoo,ls. 
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Economists and the governlnent are interested in hov..r 1nuch of theiI incomes 
people plan to save and to consun1e in the near future, as this provides import.ant 
infor111ation about what lies ahead for the state of aggregate deniand. Because it is 
difficult to measure people)s plans accurately; the p,ersonal saving ratio calculated 
for fl1e· 1nost recent past period .[s genera Uy used as an .indicator of what people wish 
to do in the future. 

CASE STUDY 18.,2 

Changes in the UK ho sehol saving atio 

- - - ... 
Chapter 18 

Flgure 18.3 shows that the UK househo'ld saving ratio mn 
rapidly1 ttiough with some volatility1 between the end of 19,96 
and early 2008, bottoming out around zero, per cent. just 

before the beginning of recession. ~Negative saVJ ng occurs ff 
peopl1e borrow more tl,an they save. Th~ is called dissaving.) 
/J.s Figure 1' 8.3 shows. after early 2008 ·the househo~d 
savings ratin recovered 1o ar:ound 8% in 2009 and 2012. 

One of the factors affecting househofd savings is 
people's uncertainty about the future. People who !eat 

job losses, or who expect to suffer a faH in future income, 
are Ii kely t 10 save more for essentially precautionary 
reasons. They want a 'nest egg· to protect themselves 
from the Joss of future income. This 1me,ans that saving,s 
ratios generally rise in recessions, unless overridden by 
other factors such as the need 10 borrow more so as to 
maintain spending levels and current standards of l~ving 
and lifestyles. 
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Figure 18.3 Changes in the UK household saving ratio. 1997-2012 
Sour·oe: ONS 

Follow-up questions 
1 How have very low interest rates affec1ed the saving .ratio? 
2 Research what has happened to UK savings ratios since, 2012. 

Investment 

Vear 

Investn1ent is the second of the con1ponents of aggregate dernand covered in this 
chapteL In everyday speech, investment is often used to describe a situation in 
which a person ~invests" in stocks or shar1es, pajntings or antiques. In econon1ic 
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theoryJ the term has the n arrowier and more specific meaning explained earlier in 
this chapter. In the aggregat,e demand e·quation.,, investn1,ent is planned den1and 
for capi'ta l goods> which n1ust not be confused with de1nand for financial ,assets 
such as shar,es and bonds. The Jatter is ea lled financia] inv,estn1ent.. but is not the 
sa1ne as demand for physical capital ne,eded for the production of other goods and 
servjces~ Finally by providing or in1.proving education and tra.]ning, firn1s and the 
g0ivernn1ent can invest in human capital. 

It is iluportant to ren1e1nber that capital is a stock conc,ep·t, but investn1ent is a. flow. We 
can 1neasure the national capital s to,ck at any particular point of time~ n represents tl1e 
tota] of all the nation's capital goods1 of an types, which are, stil] in existence and capable 
of production. By contrast, we n1easure the flow of investn1ent over a period, usuaHy 
a year. A country s gross lnv,e tment includes two parts: replacement investment (t,o 

make good depreciation or capital consun~ption), whi.ch shnply maintains the size of 

the existing capita] stock by replacing worn-out capHat and 11et invest1nent, whEch 
adds to the capital stock;t thereby increasing productive potential. Along with tech11ical 
pro,gress, net investment is one of the engines of economic growth~ 

Investn1ent in physical capital goods can be of two types; 
• investment in fixed capital, such as new factories or plantJ and social capital such 

as roads and socially owned hospita]s 
• invit~11tory investme11t in stocks of raw 1naterials or variable capita] 

Determinants of investment ·n fixed capl :al 
Entrepreneurs~ expectations of an investinenfs future yield or rate of return and the 
cost of borrowing funds to finance the purchas,e of capital goods are two of the n1ain 
de,terminants of investment in fixed capHaL Suppose that a firn1 expects an investn1ent 
to yield a return of 8% on average for each year of the invesunenl 'ts expected future Jife. 
If the· cost of borrowing the funds to finance the investn1,ent (i.e. the rate of interest) 
is 6%, the invest1nent 1s worthwhile, since It is e,xpected to be profitable. An expected 
rate of return of onJy 4% would render tthe invesunent unprofitable. 

EXTENSl:ON MATERIAL 

he marg1nalll eff1c1ency of capital 
The expected inure rate, of return of capital and 1he rate of interest or cost of bcrrOViling are part of a theory of rn\leStment first 
expfeined by John Maynard Keynes in h1s rnargmaJ effcciency of caprtal theory (pert of his General Theory) of 1936. 

At any point in t~me, there are thousands of potential investment projects not yet undertaken in the 1economy. Each 
potential project has its own expected future income stream. and ,expected future rate of rei umJ represemed in Rgure 
18.4 by the symbol i. lf ·the expect,ed future productivity were to be calculated: for each and every possible capirtal project 
availabJ,e to all the, business enterprises in the economy. we could, in principle, rank the investments in descending order 
of expec1ed future yields. Plotted on a graph,, the resulting curve is caUed the m a1rg inal effic iency of ,cap ital c urve. 

This is ihe downward-slop1ng line in F~gure 18.4. 

Taking the rate, of interest as girven at r1, the, equilibrium level of aggregate investment (/1) is determined on the graph at 

the point where the marginal efficiency of capital equa~s the cost of borrowing. This is where i = r. The investment /1 is the 
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marginal investm.ent This investment is expected to be only just worthwhile, %i 
si nee the val,ue of ~ts future returns is expected to match exactly the cost ,of f,., 
borrowing the funds to finance the investment. However, ,aJI investments to 

the left of 11 in 1h e graph are supra-marginal or wo.rthwhile. For them, i > r.. 
Investments to the ri.ght of 11 ,are sub-marginal and should not be undertaken. '1 
Future returns are expected to be i,ess than the· interest payments needed to 
finance the investments. 

In his General TheolJI, Keynes introduced the col'ourtul term: businessmen's 

0 

- - - ... 
Chapter 18 

Cost of borrowing 

or rate of hit,e rest (r-) 

i = MEC 

Investment 
canimal spiri:ts'. In Keynes!s view, businessmen and women are extrem~y 

jittery oreatures1 who,se expectations of an uncertain future constantly 

change. If expectations and ,.animal spi'rits' coHapse, the MEG curve shifts 
significantly to the left, investment in tum oollapses1 aggregate demand fal ts, 

Fig1ure 18.4 The marg1~nal efficiency of 
capital ~eory 

and recessron 1ensues. 

Other deter:rnina.n ts of investn1ent, bes.ides expected future rates of return and the rate 
of interest, in.elude the relative prices of capital and labour the nature of technical 
progress, the adequacy of financial institutions in the supply of investm,ent funds and 
the impact of governn1,ent policfes and acUvities on inv1estment by the p1ivate sector. 

When the price of capita l rises (for exarnple, when the price,s of capital goods or 
rates of interest riseL i.n the long run firn1s adopt 1nore labour-intensive [nethods of 
production, substituting ]abour for capitaL A decrease in the re,Iative prices of capita] 
goods has the opposite ·ef fecL I.f the price of capital goods or interest rates fall, firms 
switch to capita]-intensive n1ethods of production~ so in vest1nent incr,eases. 

Technical progr ss can make machinery obsolete or out-of-date~ 
When this happens, a machine's business I ife becon1es shorter than 
its technical life; that is, the, number 1of years before the· 1nachine 
wears out. A s udlden burst of technical progr,ess may caus,e fi.rn1s to 
replace capital goods early1 long before the end of the equip[nent1's 
technical life. 

Many investn1ents in fixed capital goods are long-tern1 inv,estments 
that yield n1ost of their expected inco1ne severa] years into the 
future. These in vestn1en ts may be difficult to fin.ance because oif the 

technical progress: 
improvements ~n methods 
of production resu lting from 
invention, innovation and research 
and dev~opment. It often leads 
to the productron of new types of 

goods and better-quality goods. 

in.adequacy of the financta] institutions that provide investn1.ent funds .. Banks have 
been criticised for favouring short-ter1n, invest1ne11ts and being reluctant to provide 
the finance for long-tern1 investments. Likewise., the stock market may favour short­
tern1isn1 over long-te1-misn11 although in recent years~ the growth of private equity 
finance has e1nerged to provide an i111portant source of 1nediun1- to longer-tenn 
finance,. 

Covern1nents can also provide funds for firn1s to bo11"ow to finance invest1nen t 
projects~ Arguably, however.,, wh,en choosing whether to invest in or support 
investn1ent proj,ects, govern1nents n1ay be better at 'pj_cking losers, than 'picking 

~rinners'. In th,e past, UK. governments hav1e son1etimes provided investn1ent funds 
to rescue jo1bs in Los m1naking and uncon1peUUve industries that ought to be al]owied 
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to continue their decline. Govern1nent 1ninjsters and their civiJ servants 1nay 111ake 
bad b1vest1nen t decisions because;, unlike entrepreneursJ\ they don .. l face the risk of 
being bankrupted as a result of poor decision 1naking. 

The accelerate theory of Investment 
The accelerator theory sten1s fron, a simple and mechanical assulnption that fir1ns 
\Wish to keep a relatively fixed ratio, known as the capital- output ratio, between the 
output they are CUITenUy p1uducing and their existing stock of fixed capital assets. If 
output grows by a constant an1om1t each year. 
finns invest in ex,a.ctly tl1e sa1ne amount of 
new capita.I each year to 1enlarge their capital 
stock so as to n1aintain the desired capita]­
output ratio~ From year to yea1; the level 
of investment is the1~fore constant. When 
tbe rate of growth of output accelerates,. 
tnves tment also increases as firms take action 
to enlarge the stock of capital to a. level 
sufficient to maintain the desired capital­
output ratio~ When the rate of growth of 
output diece]eratesj in vestment declines~ 

KEY TE.RMS I 

accelerator: a change in the 
leve~ of investment in new capjtal 
goods induced by a change in 
natioria'I income or output. The size 
of the acoeterator depends on the 
economy's capltal-output ratio. 

capital-output ratio: the ratio 
between the output that firms 

are currently producing and their 
existing s1ock of fixed capital acSsets. 

EXTENSl:ON MATERIAL 

A numer·cal example of the accelera or 

To Hlus1rate1he accelerator pnncipJe~ I will that assume the economy's capital- output ratio is 4:1 , or simply 4. Tors means 
that 4 units of capital are required to produoe 1 unit of output II will also assume that the fevel of cuffent net investment 

in fixed capital depends on the change in income or output in the prrevious yeac 

I = v(LlY)i 

or It = v(Yt - Yr -1) 

where It is net i nvestmen1 this y,ear, Y is current national income, Yt _ 1 is national income last year and v i.s the capital­
ou1tput ratio. The capital-output ratto~ v. is also known as the accelerator ooefficient or simply as the accelerator. I shall 

also assume no replacement investment is needed, and that the average capital- output ra1io in the economy stays at 4. 

Given these assump1ions, consider the followi'ng numerical exampre of the acce1erator principle. 

Table 18.1 The accelerator: an example 
....--

Yea,, Net investment Current income Last year's income - -

(= 2013 £40bn - 4 X (£1()Qbn £QObn) 

t= 2014 £40bn - 4 X (£11Qbn £100bn) 

( = 2015 £80bn - 4 X (£13Qbn £110bn) 

t= 2016 £40bn - 4 X (£14Qbn £130bn) -

- - ~ 
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Aggregate demand and the circular flow of income Chapter 18 

In each of 1he years from 2013 to 2016. national income grows. Between 2012 (the year preceding the data jn the table) 
and 2013~ income grows by £10 b!Uion. Viathecapital--output ratio, the £10 b illio,n income growth induces net investment 
of £40 billion in 2013. The size· ot the capital stock increases by £40 billion, which enables. tlie desired caprtai--output 
ratio to be maintained at 1he now higher fevel of income. In the second row, income contjnues to grow by £:10 billion, so 
investment in 2014 remains at £40 billion. However, the next year is different. In 2015. shown in the third row. the growth 
of income accelerates, doubling from £10 billion to £20 biHion. ~nvestment also· doubles from £40 bil lion to £80 billio,n 
to maintain the value ,of the capital-;output ratio. Thus, a £20 bill ion increase in income induces a £80 billion increase in 
investment. But in the fourth row, the growth of income falls back to £10 billion in 2016. Although income is. still growing, 
net investment ialis back to £40 biUion. 

This exampfe shows how the accelerator gets its name. The data show the· rate of growth of income and output 

determining whether investment grows1 faUs or remains at a constant level. In summary: 
• If jncome grows by the same amount each year, net investment is. constant. 
• If income growth speeds up ,or accelerates1 net inv,estment increases. 

If 'in.oome growth slows down or dece/erates1 ne1 investment declines.. 

As firms adjust the stock of capital to the desired level, relatively slight changes in the rate of growth of income or output 

cause large absolute rises and faJls in investment. You can use the aooeterator to explain why investmen1 in capital! goods 
is a more volati'le or unstable component oi aggregate demand than consumption. 

The circ lar flow of income ,and aggregate demand 

EXAM TltP The first v.ersion of tbe· circular flow 1nodel, illustrated in Figures 18*S and 
18.6, is based on the simplifymg assumption that there are just two s,ets of 
econon1ic agents in the econon1y: households and firms (pretendjng that the 
government and foreign trade don·1 exist]. Figures 18.5 and 18~6 asswne a two­
sec1or econo1ny, or a c]osed econon1y \iVith no gov1errnnent srector. The dashed 
flow Lines in the figures show the real flows occun·ing in the econo111y between 
households and fir1ns. Households supply labour and other factor services 
in exchange for goods and services produced by the firms. These real flows 
generate 1noney flows of income and e,rpenditulie,. shown by the soUd flow Unes. 

Refresh your memory an 
tlie d i:fferenoe between 
real and nominal or money 
flows tak~ng pface in the 
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Con sumptl,on 

economy. 

Figure 18. A simpHied 
circular flow diagram of a 
twomsector economy 

Aggregate den1and in this simplified recono1ny is represented by the equation: 

AD=C+I 

There is no saving but a lso no investment by firms. All the income recejved 
by households (shown by the left-hand flow curve· of the d iagran1) is sp·ent on 
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consumption (shown by the ri.ght-hand now· curve). Deficient aggregate dema11d 
(and. likewis1e excess aggregate detna11d) cannot occur ]11 thls econon1y - as long as 
the assun1pti.011 that all incon1e is spent on consurnplion holds. At the currenL price 
levet spending is just sufficient to purchase the real 1output pr1od uced. 

----

EXAM TIIP 

The circular ffow model is one of the two macroeconomic m,ode1s of how the economy workg 
that you need to know. The second model, the AD/AS model1 is explained in Chapter 19. 

Figure . .Introducing 
sav~ng and investment into 
the circular flow of income 
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Figure 18.6 is more reaHstic than Figure 18~5> because it shows households saving as 
\vell as consuming and finus investing in capital goods .. When households save part 
of then· incomies people are spendj_ng l,ess tl1an d1eir inc,omes. Saving, which is an 
exa1nple of a leakage or witl1dr.a\-wal from tl1e circular flow of income is depicted by 
the upper of the two horizontal arrows in Figure ] 8 .6. The lower of the two horizontal 
arrows sho"rs investn1ent or spending by firn1s on ra\lV materials, 1na.ch1nery and 
other capital g1oods which is an injection of demand into the economy~ 

EXAM Tl!P 

It is important to understand the difference between leakages or withdrawals from the 
circular flow of income and injections into the ffow. 

The equilibrium level of na1 t onal Income 
If planned saving (or the planned 
withdrawal of spending) equals planned 
invesunent (or the planned injection of 
spending into the flow], national incom 
ls in equilibr•un1 , tending neither to r ise 
nor to faH ~ However, if the wHhdr · w al 
exceeds the injection:, the resulting net 
Leakage of spen.ding frorn the circtdar flow 
causes output and incon1e to falL 

KEY TERM 

eq ilibrium national income= the 
level of inoom1e at which withdrawals 
from the circular flow of income 
equal injections into the flow. In a 
two,Msector model of the economy, 
nationa·1 income i's in equilibrium 
when S = I. 
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Aggregate demand and the circular flow of income 

Savings can be hoarded, or tbe funds bei1 g saved can be lent for otllets to spend. 
Hoaiding- for example, keeping money under the 1nattress - n1eans that a fraction 
of 1nco1ne is not spent. However if all savings are lent, via financia] interJnediaries 
such as banks, for fir1ns and other consume-rs to spend, planned saving may end 
up equalling planned investment. With this outco1ne,, nationa l inco1ne J,e111a[ns in 
equiHbriu111 and there is no reason why the ]evel of incon1e should fan. 

In the two-sector circular flow 1node], national inco1n,e is in equHibr[un1 when: 

planned saving = planned investment 

or: 

S = I 

However, b,ecause households and firn1s have different n1otives for 111akjng their 
respective saving and investinent decisions, there is no reason why, initially, 
household saving should exactly equal the amount firms plan to spend on capital 
goods (Le. investn1entJ. Let us consider a si.tuation in which planned saving is greater 
than planned investn1ent (S > I). In this s[tuation, U1e national inco1ne or output 
circulating round the economy is in disequHibriu1n, with leakages out of the systen, 
exceed ing injections of spending into the Dow of ]nco1ne. 

Key es and de~clent aggregate demand 
If planned saving by households exceeds planned inv1estn1ent by firn1s" there is 
a danger that deficient aggregate demand 1nay cause the economy to sink into a 
recession. In the 1930s; during the Great Depression1 John Maynard Keynes argued 
that if household savings are not lent to finance spending by othersJ particularly 
investn1ent by firn1s~ the leve] of incon1e or output c]rcu[ating round the econon1y 
falls. This reduces saving, until planned saving equals planned investment and 
equilibrium is restoredJ albeit .at a significantly lower level of nationa] income_ The 
econo1ny ends up in recession. 

, EXAIM TIP 

Whether or no1 deficient aggregate demand exists in the economy; except temporarily, is 
one of the issues separat1ng Keynesian and free-market economists. 

The free-market view of de~clent 
aggregate demand 
Keynes)s opponents believed that deficient aggregate demand only exists as a tempa,ury 
and s,elf-correcting phenomenon. They argued that when deficient aggregate demand 
occurs, the rat1e of interest, rather than the Jevel of [ncon1e or output, falls ., quickly 
restoring equality between saving and investn1ent intentions. When il1terest rates 
fall people save less because saving becomes less attractive. At tbe sam.e time;t firn1s 
invest n1ore in new capital goods because the cost of borrowing has fa Hen. 

Unit 2 The national economy 
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Chapter 18 



Keynes agreed that a fall [n interest rates can bring about equality between saving 
and investt11ent but he believed the process to be slow. In the very long run it 1nay 
work, but, in I<eynes ·s me1nora ble phrase. ·in the long run we are an dead~~ Keynes 
argued that when pla1u11ed leakages of demand fro1n tbe circular now of income 
exceed planned inj 1ections of de1nand into the flow., the level ol income or output 
falls to restore equi.Hb1i um .. Accordjng to Keynes, deficient aggregate den1and is the 
cause of recessions .. 

Introducing the government sector and he 
overseas secto i1nto the circular flow model 
Figure 18.7 illustrates a fou r-sector model of the e 1conomy1 incorporating th,e fuB 
aggr1egate· de1nand equation introduced at the beginn'ing of the chapter: 

AD =C+l + G+(X-M) 

I have now extended the circular flow n1odel to show an open economy with a 
goverrunent sector. The govern1nent and overseas sectors have been added to the tw10 

demand sectoJs, households and firms, includ 1ed in th·e shnpHfied circular flow modeL 

I 
I 
I 
I 

Households 

/tii. 
I 
I 
I 

Withdrawals 
--~---.... Sav·ing 

Taxa1ti,on 
lm1ports 
{5+ T +M) 

Fig tre 8. The 
corn ponents of aggregate 
demand and the circular 
flow of income in an 

lnrom,e 
Labour and 
other fact,or 
services 

Goods 
I 

Consumption 

open economy with a 
government sector 

I 
I 
I 

""' Firms 

I 
I 
I 
I 
i (I+ G +X) 

lnvestmem 
-------- Gov:e,mment spending 

Injections Exports 

To recap> in the, two-sector circular now mo,del:, 
national income is ju equi1ibriu111 when: 

KEYTERMS , 

planned saving = planned investment 

or: 

S = I 

In the extiended circular flow 1nodel, national 

closed economy: an economy 
with no inten,ational t rade. 

open economy: an ,econom,y with 
exports and imports. 

[ncon1e is in eq.uiHbrium, lending neither to rise nor to fa 11, when: 

saving+ taxat1on +imports= investment + government spending + exports 

or: 

S + T + M = I+ G +X 
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Aggregate demand and the circular flow of income 

However, whenever: 

S+T+M>i+G+X 

a net leakage of den1and out of the circular flow occurs, which in Keynesian analysis 
causes the equilibriu1n level of national i111co1ne to faU. 

If: 

S+T+M<l+G+X 

a net injection of demand ill to the circular flow occurs, which for Keynesians causes 
the 1equilibrium level of national income to rise. 

· ·'ijlJlrJ.iMAJRY~~ 
~.~~ 

Aggregate demand is total planned spending on real output of all the economic agents in 
the econ 1omy. 
Consumpti,on by househofds and investment by firms are two components. of aggregate 
demand. 
Saving, or inco.me which is not consumedt must not be confused with investment, 
Consumption and saving are determined by the same factors. 
Aggregate, consumption and saving are determined by the rat1e of interest. the· levels of 
current and future income, wealth, consumer confidence and the ava~labi~ity of credit. 
The household savings ratio measures realised saving as a ratio of household income. 

, Investment is determined by factors such as the rate· of ~ntetest, expecied returns on capital, 
technicai progress, the availability of finance, and the aoc~erator. 
The nature of aggregate demand can be mustrated in a c ircular f low model of th,e economy. 
The circular f low model can illustrate injections into and leakages from income circulat~ng 
round the economy and equflibrium natiortall income. 

Exam-style questions 

1 Exp!,ain how changes in ~he rate of interest affect consumption and saving. 

2 Explain the· meaning of the circular flow of income. 

3 Do you agree that recesstons are always caused by a collapse in ag,gregate demand? Justrfy 
your ans.wer. 

4 1Lending your savings to a bank is always good; hoarding your savings by keeping them in a safe is 
always bad.' Discuss tl1e extient to which you agree· o,r disagree with thitS view. 

Unit 2 The national economy 
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Chapter 19 
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·212. 

Chapter 118 introduced tne co nee pt of ag:gregate d ernand:, and explained the determinants 
of two of the components of aggregate demand: consumption and investment. That 
chapter also related a9gregate demand to the circu~ar fbw of inco,ne, and exp lained that 
when injections of spending into the c ircular tbw equal leakages orwithdrawas from the 
fbw, national Income is in equilibrium. This chapter extends the analysis to aggregate 
supply! and examines t he interaction of aggregate demand and supply in the AD/AS 
m acroeconomic model of the economy. 

·············~············· ····-············~···~ .. ········~···············································~····· 

This chapter will: 
• introduce the ADYAS model and use the model to explain macroeconomic equilibrium 

di·stinguish between macroeconomic equii ibrium and m icroeconomic equilibrium 
• relate AD curves to the exptanation of aggregate· demand provided ·in Chapter 18 
• explain the meanmng of aggreg1ate supply 
• explain the sfope of the short-run aggr,egate supply (SRAS) curve and dlscuss its significance 
• distinguish between increases and decreases in aggregate demand and aggregate 

supply and adj1us.tments or movements along AD and AS curves in response ·to chang:es 

in the· price level 
introduce the long-run aggregate supplty (LRAS) curve 

explain how the vertical free-market LRAS curve differs from the Keynesian LRAS curve 

Introducing the 140/AS macr,oeconomic mode 
of the economy1 
In rec,ent years, the AD/AS mod1el h.as becoine the preferred theoretical fran1,ew ork 

for the investigation of n1acroeconon1ic issues . The 1nodel is particu larly usefu] for 
analysing the effect ,of an increase in aggregat,e demand on the economy. It does 
this by addressing the foUowing question: win expansionary fiscal policy and/or 
n1onetary policy increase rea J output and jobs (i.e. will the policy be reflationary), or 
will the price level increase instead (i.e~ wHl the policy be inflationary)? T'he answer 
to th[s key m acroeconon1ic question d,ep ends on fl1,e shape of the aggreg.ate supply 
(AS) c urve in the short run and the Jong run. 

Macroeconomic equ llbrlum 
Macroecono1nlc equil ibr ium occurs in an 
economy·s aggregate goods market ·when 
th,e aggregate de1nand for rea] output equals 
che aggregate su pply of real output: that is 
where AD = AS~ At this point, households, 

KEYTER,M 

macroeconom-c equilibrium: 
the 1,evel of real national! output at 
which AD = AS or at which planned 
in jec1ions into the circular flow of 
income equal planned withdrawals 
from the fbw. 
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fir1ns, the government and the overseas sector plan 'to spend in real tern1s within the 
econon1y an a1nount exactly equal to the l1evel of rea] output that firn1s are willing 
to produce. In Figur,e 19.], 111acroecono1nic equilibriun1 occurs at point X where the 
AD curve intersects the AS curv,e. The requiHbriun1 level of real output is Yh and the 
eq uilibriun1 price leve] is P'1. 

EXA:M TIP 

Price 
level 

P, 

0 

AD 

Y1 Real national 
Income or 

national output Figure 19.1 Macroeconomic equilibrium 

A common ,mistake students make when ans,wering examination questions is to confuse 
macroeconomic equil ibrium and microeconomic equilibrium. When this confusion occurs, 
examiners cannot g~ve candidates the full marks tha1 would be available for a oorr:ect 

and relevant d,agram. Macr,oeconomic equilibrium reJates to the who~e economy, or the 
eoonomy in aggregate. Microeconomic equilibrium1 occurs in a particular market within 
the economy, under the assumption that everything e1se in the economy is hefd fixed (the 

ceteris paribus assumption). 

EXTEN'SION MATERIAL 

Building and using economic models 
Th~s chapter introduces you to the AD/AS macroeconomic model. Mode, bui~ding ~ one of the mostfundam.ental anatytica] 

techniques. used by economists. Economic ~heory is based on developing economic models which describe particular 
aspects of the economic behaviour of jndividuals, groups of individuals and, in a macro context, the whole economy. 

A model is a small-scale repHca of real-world phenomena, often incorporating a number of simpHfications. An economic 
model simplifies the real world in such a way that "the essential features of an economic relati,ons.hip or set of relationships 

are explained using diagrams. words and often algebra. Models are used by economists,, first, to understand and explain 

the working of the economy, and second~ to predict what might happen in the future. 

A good economic model simplifies reaJI ity sufficiently to al low important and often otherwise obscure economic 
relationships to be studied away from1 irrelevant detail or ~backgrO'und noise'. The danger is that reality can be 
oversimpl'ified~ with the resultlng model failing to reflect in a useful way 1he, world it seeks to explain. Economic modemng 

invo!ves 1he art of making strong assumptions about human behaviour so as to concentrate attention and analysis on 
key economic rellationships in a clear and tractabl1s way. w hile avoiding an excessive oversimpHication of tlhe probfsm or 
relationship to be expfained. 

. ........ ,. -·· : 
Unit 2 The national economy 



The ufUmate purpose of model buifding is to derrrve pr1ediotions about economic 
behaviour, suoh as 1he prediction of demand theory that demand w ill jncrea.se when 

price fal ls. Economic controversy often exists when models generate conflicting 

predictions about what will happen iln a given set of circumstances. For example 
a m,odel of tiie tabour market which predicts that ~he suppiy of labour increases 
as wages rise carries 1he policy-making implication ihat a cut in income tax, 
being equivalent to a wage rise, creates an incentive to effort and hard work. 
Under alternative assumptions~ the mode! oould predict 1h e opposie: that. as 
wages rise1 workers begin to prefer r,eisure to work and react to the tax cut by 
working less. 

It ·may often be possible to acoept or d~smiss a model of economic behaviour on 
the basis of common sense or casual observation of the world around us. Economists 
now 1usuaJly go further, using1 sophisitica1ed statistical tests t-o evaluate empirically ~he 
mod~ 1s predictions. G,ood econom·ic models or theories survive the process of empiriical 
testing (which is. part of a branch of the subject called 1econnme1rics')1 whereas 
models or theories shown to be at odds with observed behaviour must be revised This globe is a small-scale 
or discairded. replica of the Earth 

- - -
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Aggregate demand 

EX.AM TIIP 

The sfope of the AD curve tells us what happens ·to aggregate demand when the price level 
changes. Don't make the mistake of asserting that a change in the price level shifts the AD 
curve. 

The aggregate demand (AD~ curve iUustrated 
[n Figure 19~ I shows the tota l quantities 
of r·eal output that all economic agents -
households~ firn1s1 the government and the 
overseas sector - plan to purchase at different 
price- levels within the economy when au the 

KEY TERM 

aggregate demand: the total 

planned spending on real output 
produced within the economy. 

fac tors infJuencing aggregate den1and, other than the price level, are held constant. 
If any of the detern1.inants of aggiegate den1.a nd change (apart from the price lev,el), 
the AD curve shifts right or left,, depending on whether there has been an increase or 
a decrease in aggregate den1and. For example, an increase in consunier or business 
confidence shifts the AD curve right, via the 1effect on consumption or invest1nent. 
Likewj.se expansionary 111onetary poli.cy and 1expansionary fiscal poUcy both 
shift the AD curve· right. ContracUonary monetary or fis,ca[ policy or a collapse in 
consumer or business confidence~ shift the AD curve· left. 

Demand can also originate in the overseas sector of the econo1ny. Sp,ending by 
residents of other countries on UK output (i.e. exports) is an injection into the 
circular fJow of UK inco111e. Conversely spending by UI{ residents on goods produced 
in other countries (Le. imports) is demand for their output rather than de1nand 
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for UK output. llnports are a withdrawal or leakage from the circ u[a r flow of UK 
inco1ne~ Tl1us, net export demand (exports n1inus in1ports or X - M) is a co[nponent 
of aggregate denland. If exports increase, the AD curve shifts right but ]f in1ports 
increase,] it sbJfts ]eft 

EXTEN,SION MATERIAL 

Explaining the shape of the AD curv 
At AS, you must understand t hat the AD curve slopes down to1he right, 
showi,ng that alll the econom ic agents jn the economy plan to dem and 

more real output as tlie average price leveli falls. You are unlikely to be 

asked to explain why an AD curve slopes down, but the explanations 
are useful to know. 

A number of factors explain the sl·ope of the AD curve, as distinct from 
a sh Wt of 1he curve. 

Price 
P, 

0 Y, == 

AD 

Y2 Real national 
income or 

1na1tional output 

One explanation lies in a wealth effector real balance effect. Assuming 
a given nominal stock of money (or money supply) in the ,economyl a 
decrease in the price l,evel increases people's real money balances: that 
is,, the same amount of money buys more goods and services. Because 
money is a part of people1s wealth1 an ~ncrease in real money balances 
makes people wealthter. A s was explained in Chapter 18, when wealth 

increases, consumption aJso increases, which means that the demand 
fior r,eaJ o utput i nicrea.ses fol low,i ng a fall mn the price level. 

F1igure 19.2 A,ggregate demand for real output 
expands ·from y1 to y2 , following a fall in the 
ave rage price 1level f rorn P1 to P2 

The increase in real money balances, also means that 1he real money supp1y has increased1 relative to peop!e's demand 
or desire to hold money: for example, in cash or in bank deposts. Basic supply and demand analysis tells us that when 
the sup~ y of any commodity increases relative to demand for the commodity, iits pr,ic,e tends to fall. Now1 tl,e rate of 

interest is the p rice of money. The increase in the supply of real mo ney bafanoes relative to demand reduces real interest 
rates, which leads to higher levels of consumption and investment. 

A third fac1or relates to exports and imports. When the domestic price level faHs (and assuming the exchange rme 
remains unchanged)J demand increases for the coun1rys expo.rts. At the same time, consumers buy domestically 
produced goods. jnstead of imports because 1he llatter have become relath1e,y more expensive. 

Aggregate supply 

Just as the AD curve sho,N's the total quantities of real output that 
economic agents plan to purchase at d ifferent J.eve]s of do1nes.t ic prices, 
so the AS curve shows the quantities of real output that busjnesses 
plan to produce and sel 1 al d Hferent price Jevels4 

The position of th1e AS curv,e 
As is the ca.se w[th the AD curve if one of the factors deterinin ing thie 
position ,of the AS curve changesj the curve shifts right or left. 

KEY TE'RM 

aggregate suppry: the 1:evel of 
real national output that producers 
are prepared to supply at diffel'ient 
average price levels. 

'The factors determining the position of the AS curve are virtuaUy the san1e as 
those fixing the position of a market supply curve in a particular microeconomic 

Unit 2 The national economy 
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n1arket such as those studied in Chapter 4. The main determinants are costs of 
production:, taxes firn1s have to pay, technology. productivity~ attitudes1 enterprise 
factor 1nob.ility econon1ic incentives facing workers and firn1s, and the institutional 
structure 1of the ,economy. 

To take an exa1nple, if costs of production increase at aU levels of rea[ output, the 
AS curve shifts leftward. A fal] in costs of production shifts the AS curv1e rightward. 

Exp1laining the shap1e of the short- run AS curve 
WhHe it is seldon1 necessary at AS for students to explain the shape and slope of the 
AD1 curv1e, this is not true for the AS curve,. because there ar·e two aggregate supply 
curves: the sl1ort-ru n aggregate supply (SRAS) curve and the long-run aggregat1e 
supply (LRAS) curve. 

EXAM TIIP 
----

You must know the difference between short-run and l'ong,-run AS curvesr and the different 
contexts in which to use the ct.Jrves to ana,yse economic problems and issues. 

The, AS curve drawn [n Figure 19.1 is an SRAS curve,, ev1en though U is not ]abeUed 
as such: at the beginning of the chapter:, it was rnore important to introduce you to 
aggr1egate supply than to dist inguish between the short run and the long run. 

Nowadays, there is general agre1ement that1 in the short run, AS curves slope upward. 
An upward-sloping SRAS curve is iUustrated in Figure ] 9.3. 

The upward-slope of the SRAS curve 
is explained by two 1nicro,economic 
assun1ption.s about the nature of fin.11s: 
• au firms ail.n to n1axin1ise profits 
• in the short run, the cost of producing 

exitra unHs of output increases as fir1ns 
produce n1ore output 

At the average price level P1 in Figul'e 
19.3, the level of rea1 output that an the 
econo1ny·s fi.rms are willing, to produoe 
and sell is y1. To pe·rsuad,e the finns U 
is in their interest to produce the larger 
output of y2 1 the price 1.eve·Jl n1ust Jise. This 

Price 
level 

0 Y1 

5RAS 

Real national 
income or 

national output 

Figure 19 ..... An upward-sloping SRAS curve 

is because higher prices are ne,eded to create the higher sales revenues needed lo 

offse,t t hie higher production costs that firtns incur as they increase output,, so that 

profits do not fa1L In Figure 19.3? the average price leve] has to, rise to P2 in order ti0 

create conditions in which profit~maximising firms are willing and able to supply 
n1ore output .. If the prices that firn1s could charge w,ere not to rise, it would not be 
profitable to increase supp]y. Without a higher price l,evel, profit-1naxin1ising fir1ns 
taken in aggregate, wiH nol voluntarily increase tbe supply of real output. 

AQA AS Economics 
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EXTENSION MATER1IAL 

Th ope of the SRAS curv 
At. AS you need to know that in the short run the cost of producing 
an extra unit of output increases as more, output is produced. At A2 
you w iH 1,earn about .an important economic •iaw· known as the law of 
diminishing returns. 

In the short run, firms cannot change some of the capitall equipment 
they use: for example, buildings and machines. These are exampres 

of fixed cap.ital which, as the name indicates, comprises capital 
g:oods that cannot be added to iar reduced in ,size in the short irun. It 
follows that the onfy way firms can increase output in the short run is 
by adding increasing1 nurmbers of var,abl'e factors of producti,on io their 
fixed capital assets. 

Labour is usuaUy classified as a v,ariab,le faot,or of producti,on. 
However, as more workers are added to a fixed quantity of capital. a 

Price · 
level 

P, 

0 

SRAS 

Y2 Real na.tional 
income or 

national output 

Figure 19.4 A !linear SRAS curve 

point is reached beyond which extra workers add less to total output than previous workers added to the· firms' labour 
forces. This results in diminishing returns to labour, 

Ai. any given money wage rate paid to workers, diminishing returns to labour mean that in the short run. the cost of hiring 

more workers increases at a faster rate than output This raises the cost of producing extra units of output. 

This brings us back to the shape of the SRAS curve. The SRAS curve s'lopes upward because profit-maxiimising firims 
onlly produce mote output if prices rise to compensate them for the rising1 average costs of production that the firms 
suffer as their output increases. 

Unit 2 The national economy 

Labour is a vaniab1le 
factor of production 



EXAM TIIP 
-----

Different tex1books and teachers hold dlferent views. on the shape and slope of the SRAS 
curve. As a result~ the explanations tn this chapter may differ from those you co,me across 
elsewhere. Some textbooks assume that the SRAS curve is linear (an upward-sloping 
straight line~ as in Figure 19.4). 

In an AQA exam, it does not matter whether you draw a cur¥ed (Figure 19.3) or linear i(Rgure 19.4) 
SRAS ourve. Ho\lVeVer, you will bse marks if you confuse an SR.AS with an AD curve, or if you 
confuse the short-run aggregate supply curve \Nith a fang-run aggregate suppJy (I.AAS), curve. 

Increases an,d decreas1es In aggregate 
demand o r aggregate supp y 
Increases and decreases in aggregate demand refer resp,ectively to shifts of the AD 
curve to the left and the righL Likewise, in creases and decreases of aggregate supply 
refer to silnilar shi fts of the SRAS curve. 

EXAM TIIP 

In mioroeconomics, exam candidates often confuse an increase or decrease in demand 
(or supply) with the resulting expansion or contraction along the curve that hasn 't shifted. 
Sim~lar :m1stakes are ma.de in mac1roeconomic exams, when, for examp1e. a candidate 
confuses a decrease in AD with the resujting contraction of aggregate supp~y. 

A shift of the AD curve such as that iHustrated in Figure 19~S(a},. 1nust not be 
c,onfused with the ad_justment that foHows along tbe SRAS curve. In this case, the 
adj ustn1e:nt is caHed an expansion or extension of aggregate supply. 

Figure 19.S(b) show a shift of the SRAS curv,e to the left, f 101lowed by a move111ent 
or adjustm1enl up the AD cu-rve* This time,. the adjustment is called a contraction of 
aggregate den1and .. Other possibiUtiies not show·n 1n the diagrarn are a decrease 1n 
aggregate den1and (or shift of the AD curve to the Jeft) followed by a contraction of 
aggr1egace supply. and an increase in aggregate supply (shift of the SR'.AS curve to 
tbe righ t) followed by an expansion or extension of aggregate de1nand . As a p ractice 
exercise, try drawing diagran1s to Hlus.trate these eve11ts .. 

(a) An inaease in aggregate demand 1(b) A decrease in ag·gregate supply 
andl ,an upansion of aggregate and a contraction of aggregate 
supply demand 

Price Price 
level level SRAS 2 SRAS1 

0 Y1 Y2 Real 0 Y2 Y1 Real 
Figu e 19·.S Shifts o( and 
adjustment along, AD and AS curves 

niational 
output 

national 
outl)Ut 
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EXAIM TIP 

The third part of a Unit 2 data-response ques1ton usually asks for an explanation of an event 
or events that have occurred in the UK economy or in another national economy. It is often 
a good tdea to write the following words in front of the question: cwrth 1he use of an AD/AS 
diagram, explain ... ' This will focus your answer and allow you to display the skiHs needed 10 
earn a high mark. 

Applying the AD/AS macroeconomic 
mo et n the short run 
At the beginning of the chapte,r,. it was stated that the AD/AS n1acroeconon1ic nriode,] 
of 1he econon1y is particularly useful for analysi.ng the effect of an increase in 
aggregate de1nand on the, econo]ny. This proposition w ill now be iHustrated w i.th 
the a]d of Figure 19.6 which shows an up·ward-slopi ng SRAS curve, together with a 

nu1nber of AD1 curves. 

Price· 
level 

P4 

P' 3 

0 Y, Y2 Ya YFe Real national 
inoomeor 

national output 

Figure 19.6 teUs us that, with an upward-sloping SRAS curve, 
an increase in aggregate den1and simulta11eously reflates real 
output and crea·tes jobs,, and inf [ tes the price level. The extent 
Lo which the demand increase is reflationary or inflat ionary 
depends on the steepness of the SRAS curve to the right of the 
initia l 1nacrr0economic equiUbriu1n. Suppose that 1nacroeconon1ic 
eq u Hibrium initiaH y is at point X in fjgure 19.6 . with the aggregate 
den1and curve in position AD1. In this situat ion, ·which depic ts 
a recessionary econon1y suffering significant den1a.nd deficiency,, 
an increase in aggregate cte,mand. to AD2 incr,eas,es both Teal 

Fig r 9.6 The, 1effect of a rightward 
shift of AD on the economy 

----

KEYTERMS 

inflation: a persistent or continuing 
rise in the average price level. 

reflation: an increase in the level of 
real output foHowing an increase in 
aggregate demand. 

output and the pr.ice· l1evel. The increase in aggregate demand simultan1eously 
refla.tes and i nflate·s the econon1yJ though the reflationary effect is greater as long 
a.s the SRAS curve is gent ly sloped. Rea 1 output and the price ]evel both increase, 
respectively to y2 and P2, to bring about a new n1acroeconomic equilibrium at 
point Z. 
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However:, as the S.RAS curve becomes steeper; any further increase ]11 aggregate 
de,1nand - for exa1nple, to AD3 - is 1nore inflationary than r1eflationary. The 
increase in aggregate de1nand to AD3 n1oves tnacroeconon1ic equiUbriun1 to point 
W Real output has increased to y31 and the price level has ri sen to P3~ 

Thus, for any given shift of the AD curve to the right along a n everesteeper SRAS 
curve] the reflationa1~y effect of the increase in demand becomes smaller and the 
[n flationary effect beco1nes greater,. pa rticulady as the econo1ny approaches fun 
e111ployn1ent., The shift of the AD curve t 10 the rigll't fron1 AD3 to AD4 iUustrates 
this~ Following the 1nove from AD3 to AD4 1 the new macroecono,mi.c equilibrium 
occurs at point V. Rea] output is now the full employment l1evel of output f YFil. 
Fi.gure 19.6 shows that any further increase in aggregate de1na.nd to the right of 
AD1

4 soleJy ea uses inflation. As the econo1ny is producing at fuH capacity (being on 
Hs production possibHity fJontie1j, real output cannot increase any fu rther,, except 
perhaps ten1porari1y. 

The difference between long .. run and shor -run 
aggrega e supply 
The aggr, gate supply curves considered so 
far in this chapter are short-run AS curves. 
The ana]ysis wH] now be extended to 
explain the e,conoiny)s long-run aggregate 
supply (LRAS] curve. Many economists 
believe that the LRAS curve is verticat as 
iUustrated in Figure 19. 7~ 

In the short run, the aggregate supply or real 
output depends on tbe average price level 
in the econo1ny. Other things remaining 
constanti fi.nns are only prepared to 
supp]y more output if the price level rises. 
Howev,er., in the long run, aggreg~Je supply 
is not influenced by the price level. Long­

Price -·· 
level 

0 

LRAS 

Real nati.on.al 
inc,ome or 

national output 

Fig re 19.7 The vertical long-run aggregate 
supply curve 

run s upply reflects the econo1ny's production potential. [l is the n1axin1u1n level 
of output that the economy can produce when the econoin1y is on Hs production 
possibility frontier. 

Producing on the production possibHity frontier means that the labour force is fuHy 
en1ployed. Thus,. the vertical LRAS curve in Figure 19.7 is located im111ediately abov,e the 
fuU-en1ploy1n1ent level of output (YFEt which is the n1axilnun1 Lrevel of physical output 
that the economy ,can produce. As Figure 19.7 shows ,once the 1economy produces the 
fuH-e1nploynH~nt level of real output, an increase in aggregate den1and from .AD1 to 
AD12 tncr,eases t he price level fron1 P1 to P2 ,. but real output remains unchang,ed .. 

Figure 19.8 brings togetber the SRAS curve and the LRAS curve on the sarne graph. 
The SRAS curve n1erges into the LRAS curve at the point at which the SR'AS curve 
becomes vertica1 . 
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Price 
level 

LRAS 

0 YFE Real national 
ouq>ut 

Fi 9.8 Bringing the SRAS 
and lRAS curves together 

EX1iENS10N MATER,IAL 

Producing to he right of he tu11 .. em1p oyment: 
lev I of real output 
lf you refer to the section covering output gaps in ,chapt-er 17, you wi II see 
that 1he eoonomy can temporarifry produce at a point outside its current 

Piriic,e 
level 

production possibility frontier. Howeve~ because this represents overuse P2 
of capacity, such a poin1 1cannot be sustained for long. 

In the context of the AD/AS model1 this means that the economy can 
produce temporarily in a position to the, right of the LRAS curve and above 
the fu ll-emp!oymen1 level of output: for e~ample, at point W in Figure 
19.9. Note that in this diagram the SRAS curve extends to 1he right of 
the full--empfoyment level of output (y·FE)1 without becoming vertical at 
point X. For a short period, outpu1t can rrse above YiFE to y1! but as the 

arrow at the bottom of the figure shows, eventually output falls back to the 
full-employment levet 

0 

LRAS 

AD 2 

YFe Y1 Real nadonal 
;:, inc=-0me, or 

nalional outpUt 

igure, 19.9 A temporary increase ~n output 
above the full-ernployme nt level o,f output 

The position of he LRAS curve, shifts o , the LRJtS 
curve. and economic growth 
T.he position of the LRAS curve is determined by the same factors that 
deter1nine the position of the ,economy ·s production possibOity frontiier: the 
quantiti.es of capital and labour and other factors of production in the econo1ny 
and te·chnic al p r,ogress. 
---

EXA,M TIP 

Examination questions often ask candidates to discuss the effects of increased productivity 
and/or investment in human capjtaJ on long-run aggregate supply. 
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Chapter 17 explained how an increase in the quantity of avaiJable factors of 
production, and in1ptove1nents in technology that incr,ease the productivity of 
labour, capita l or land~ shift the economy 1s production possi.biHty frontier outwards* 
For the same reasons, the econo1nyis LRAS curve shifts right The shifts 0 1f the 
production possibility fronti,er and the LRAS cu rv1e to the right are both illustrated 
i n Fi.gu re ] 9.10. 

EXAM TIP 

You can mustra:te long-tenn economic growth by shifting the LRAS ourve right, by shifting 

the economy's production possibilny frontier right, or by drawing a diagiram to show the 
economy's trend growth rate. 

Fi u e 1910 linking 
an outward movement of 
the economy's production 
possibrlity frontier to a 

shift of the LRAS curve to 
the ri1ghl 

Capital 
goods 

(a) 

0 Consumer 
goods 

(b) 

Price . LRAS 
level 1 

YF~ Real national 
income or 

nalion·al output 

A final way of bringing together the 1econo111y1s production possibility frontier and 
its .LRAS curve ls by re,Jating both to the process of ,economic growth. Re,n1en1ber 
that economic growth (long run) involves an outward movernent of the economy 's 
production possibili ty frontier. This is shown in Figure 19.IO(a). Meanwb He,, Figure 
19.lO(b) depicts econon1ic growth in terms of a shift of t he econon1y~s LRAS curve to 
th,e right. The shift from LRAS[ to LRAS2 increases the f ull-ie1npl1oym,en t !eve l of real 
output, f ron1 YFEJ to YFE2 ~ 

Free-market and Keynesian long-run 
aggregate supply curves 
The AQA Unit 2 specification states that · e,n1ph asis should be given to the, assun1ption 
thal the LRAS curve is vertical but candidates should a lso have a.n understanding of 
the Keynesian c urve\ 

The vertical LRAS curve described in lhis chapter is sometin1es caHed the free­
market LRAS curve. This label renects the view commonly expr,essed by free­
·market econo1nists that provided 1narkets function competitively and efficiently, 
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the economy lways operates at or close to full capacj.ty. In the short run:, real output 
is influenced by the average pric,e level, but in the long run, aggregate supply is 
detern1ined by n1aximum production capacity (though as the extension 111aterial on 
page 221 ,explains an ,economy can temporarily produce above full capacity. when 
there is a positive out put gapl. 

Most modern Keynesians agree that the LRAS curve is vertical. However, in the past 
so1ne Keynesians have been associated with a different LRAS curv,e, iHustrated in 
Figure 19.11. This curve is derived fro1n l{eynes,s own views on how the econ,01ny 
operat,es~ 

Prke 
level 

0 

A 

Y, 

LRAS 

YFE Rea I n ationa I 
mncome or 

n.adonal output 

ig 19.11 The Keynesrian 
LRAScurve 

The I<eynesian LRAS curve is based on Keynes .. s explanation of the Creat Depression 
in the UK and US economies in the 1930s. Keynes argued that a depress,ed economy 
can setUe into an under-full e1np]oyment equilibriu1n;p shown for example by point 
A on the horizontal section of the LRAS curve. At point A. in Figure 19.1] ,, the level of 
r,ea] national output is y1• Keynes argue,d that without purposeful intervention by the 
govern1nent, an econon1ty could display more or less permanent den1and-deficiency. 
Mark,et forces would fad to adjust automatically and achieve full ,e1nployment. lf 
the govern1nent could shift AD to the right a1ong the horlzontal section of the LRAS 
curve (mainly through expansionary fiscaJ poHcy),, the existence of huge amounts 
of spar1e capacity wou]d lead, in K,eynes·s v jew .. to a growth in r ieal output (and 
employ1nentl. without an increase in t he prir,e ]eve,L 

E.XA:M TIP 

Some economists do not belfeva. that 1he LRAS curve shown in Figure 19.11 is a long-run 
AS curve. They argue that the curve is just an exaggerated version of the· short-run AS curve 
iltustrated in Figure 119.6, with a longer and more pronounced horizontal section. 

Be tha1 as it may:, at AS you should assume that the LRAS ,curve ~s verucal, w~th its position 
determined by fhe fuH~pacity and full-employment level of output but understand that 
there is a second 'Keynesian' version of 1he curv,e. 

Exam~nation questtons at AS ·will not require detatled explanation of ejther of the two 
LRAS curves. 
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CASE STUDY 19.1 
- --

Applying AD/AS ana1lysis to the UK economy 
Unit 2 data-response examination questions usually 
include information about the state of a national economy 
{not neoessar~ty the UK). Below is some information about 
the UK economy in 2012 and earlier years. Think how you 
mi1ght use AD/AS diagrams and anallysis to answer 1he 
ques1ions that follow, 

There was a cut ir1 the real vatue of pay. however:, as 
inflat1on was higher during the same period. at 3.5%. And 
the ONS data afso reveal that inflation has outstripped the 
rise in average pay for the past 12 years. The survey r,esu Its 
show that since Apri l 20001 average annual pay for ~uH­
time workers has risen by 40%, from £18)848 to £26,500. 
In tllat time, inilation, as measured by changes in the retail 
prices index, has gone up by 43%. 

Average earnings rise by 1.410/o to £ 26,500, 
says ONS, 

The ONS has also reported a faJI .in UK ~abour 
productivity during the recession. This has promp1ed a 
deba1e about whether Britain's ability to produce goods 
and services at anything like its pre-recession lev,el has 
been perrnanentty impaired. 

The average annuaii earnfngs of full-time workers in the 
UK rose by 1.4% to £216 1500 in the year to April 2012. 
The figures have been published by the Office· for 
National Statistics (ONS) in irts annual survey of hours 
and earnings. 

Source: ONS~ 2012 

Foll1ow-up quesUons 
1 Using1 an AD/AS diagram~ expJa1n possible effects on UlK reaJ national output of falling real incolmes ,in 2012 and in 

earHer years. 
2 How might recent changes in UK productivi1y have· affected the position of the UK's LRAS curve? 

- -\s:uMrM~fiy·:·, 
• •' • r • • I.JI 

1 
• ~ -___ -"' 

The ADl.4S mode~ can be used to show macroeconomic equUibrium in the economy,, 
Don~t confuse, macroeconomic equmbrium and microeconomic equilibrium. 
Make sure you can re!ate the, AD curve to the eKplanation of aggregate demand in Chapter 18. 

• The AO curve shows total planned 'Spending on real national output at different price levels. 
Like-wise, the SRAS curve shows how much output producers are prepa"ed tei supply at 
different price levels. 
It is important to distinguish between a shift of an AD1 or AS curve and the resulting 
adjustment along the curve that doesn't shift. 

A shift of 1he AD curve to the right is known as an rncrease in aggregate demand. 
The resulting movement up the SRAS curve i1s known as an expansion or extension of 

aggregate supply. 
Si1mi!ar ·1abelHng is used with respect to other shifts of, and adjustments along, the AD and 
SRAS curves,, 
The LRAS ourvel which should not be confused with SRAS curvesi is vertical because it is 
determined by the maximum potential output that the economy can produce. 
The economy can produce to the left of ~he LRAS curve, in which case there is unused 
capacity and unemployment temporarily to the rtght of the LRAS curvel or above the 
potential !level of output. 
A rightward movemen1 of the LRAS curve Hlustrates long-term economic growth. 
Some Keynesian economists have argued ·that the LRAS curve is horizontal to the left of 

the ful l-emp~oyment level ,of real output. bec-oming veruca·1 at the full-employment ieve·1 of 
output. 
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Exam-style questions 

1 Exp~ain the shape of the aggregate demand curve. 

2 Considering only the SRAS curve and not the LRAS curve, exp!ain how an increase :in aggregate 
demand may affect output and the pr·ice· level. 

3 Eva1luate the view that unemployment can always be eHminated by increasing aggregate demand. 

4 With the help of AD/AS ana.1:ysis, discuss how demand-side and supply-side policies might be used 
to improve UK macroeconomic performance. 
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In Chapter 16 it was shown how achieving full employment, or at least reducing the 
~evel and rate of unemployment, is arguably one of the government's tvvo mafn policy 

objectives - the otl1er being an acceptable and sustainable rate of llong-tenn economic 
growth. Full employment was defiled using Lord Beveridge1s approach, set out in the 
1944 White Paper on Employment Policy. Bevendge stated that an economy witl1 3% 
unemployment is more or less fullly employed. 

Having expllained the two ways In 'Which unemployment Is measured in the UK, this 

chapter offers an alternative defhition of full employrnentl in terms of the aggregate 
demand fori and the aggregate supply of, labour. n surveys the ·main causes of 
unemployment, and the government policies appropriate to reduce unemployment. The 
chapter conc,udes by considering the costs of unemployment1 for the economy as a 
whole and for the unemployed' and their families . 
..... , ...•..•.•.••..•.......•....•.•...•..•...•.•.••.••.........•••.....•.•..••..••..•...••.........•..•.•...•..•.. 

This chapt,er will: 
• explain how unemployment is measured in the UK 
• defhe full employment 
• iHustrate full employment on a graph showing the economy's aggregate 

Jabour market 
• explain the main causes of unemployment 
• di,scuss 1he government policies appropriate for reducing unemployment 
• assess the costs of unemployment, both for ,indMduals and for the wider economy 

How unemployment Is measured in the UK 
Une111ployn1ent is officiaHy 1neasured or esthnated by the UK gove-rnn1ent in two 
\Nays: through the use of the cla [mant count and the Labour Force Survey. 

Th,e clai1mant count 
·untn quite recent]y the n1ain n1easure of une1nploy1nent offi ci.a.lly used in the u K 
was the n1onth]y claimant counL This is a by-product of the adn1inistrative system 
for paying unemployn1ent-related benefits. The Jobse,eke,f's Allowance, which until 
2013 was the n1ain en1p]oyn1ent-re]ated benefit, is currently being nllerged into a new 
Universal Credit~ 

Many econo1nists believe that the clainiant count provides an inaccurate 111easure of 
true uneinploym,enL Free-]narket reconomists, in particular, argue that the c]aimant 
count overstates unen1.ployment because 1nany clai 1nants a re e:ither (a) not genuinely 
looking for work, or (b) nor genuinely une1nployed because they work in undeclared 
fobs in the undergr,ound or iniorina[ ec,onomy. 
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EXAIM TIP 

Exam questrons, might be set on how unemployment is measured in the UK. You must also 
be able to interpret claimant count or Labour Force Survey data. 

In other respects,. however,. the c]aimant count understates true unen1ploy1nent. The 
toughening up of eligibiHty requirements or tests for the .avaHability for work in the 
1980s and ea]·]y 1990s reduced the claimant count without reducing un1employment. 
Va.ri,ous groups of uneniployed such as young workers on governn1ent training 
schemes and unen1plo,yed workers approaching retire1ne11t (who were rec]assified as 
~

1e-arly retired1
) t have also been removed from th.e register, even though son1e of thern 

would Jike fu.U-time jobs. 

The Labo1ur F1orce Survey 
The UK govern1111ent now r,ecognises a second 
measure of unemp]oyn1ent based on the 
Labou r Force Survey (LFS) of households. 
The LFS ]nethod uses standard., intern~ tionaHy 
recognised definitions recoin1nende·d by the 
Internationa] Labour 0 1rganisaHon fIL01

). H 
is a quarterly survey of 60,000 households 
that counts people as unen1ployed if they are 
actively seeki.ng work (they have be1en looking 
for a job in the last 4 w,eeks) and have not had 
a job during the week in question .. 

When the LFS n1ethod 1of measuring unen1-
ployment is us-ed, the unemployrnent total is 
signUican tly larger than thie claimant count 
total. o,ne of the reasons for this sten1s froJn 
the fact that many peop]e without jobs who 

KEY TERMS 

claimant c ount: the method 
of measuring unemp!oyment 

according· to 1hose peopJe Who are 
claiming unemployment-related 
benefits. 

Labour Forc e Survey: a quarterly 
sample survey of households 
in the UK. Its purpose is to 
pr:ovide information on the UK 
labour market. The survey seeks 
information on respondents' 
personal circumstances and ~he.ir 
labour marke,t status during1 a 
period of 1- 4 weeks. 

aJ,e actively looking for work are not registered as unemployed at 1 ob Centres. 
Take the exan1p[e of a fa1nily in which the father is employed full Hm,e but the 
n1other stays at hon1e bringing up the couple's children. When their yow1gest 
child becomes a teenageL the mother decides t 10 look for a job that allows her to 
take tin1e off du1,ing school holidays or jf her chHdren are HL Because such jobs 
are few and far between" the mother is prepared to wait until such a vacancy 
appears. As she is actively Looking for work but not claiming benefit the n1other 
is unemployed according to the LFS n1easure of unemploymenc but not according 
to the claimant count. 

A]though the, LFS 111ea.sure is higher 1han the claimant count, both n11easures 1nay 
understate true unernp]oy111ent bee ,use they ignore 'discouraged workers' -
people who have given up hope of finding a job even though they would take 
one jf it were offered - and roughly half a n1iUion peopte who are classified as 
., econo111icaHy inactive~. 
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CASE STUDY 20.1 
- --

How unemployment has changed in the UK 
Figure 20.1' shows how UK unemployment, 
measured by both the LFS method and 1he 
claimant count, changed between 1'992 
and 2013. According to both m,easures, 
unemployment peaked at around 3 million 
at the· end of 1992, just after the end of 1he 

deep recession that hit the UK in 1990. In the 
years of' recovery and boom which tcllowed, 

unemployment fell almost continuously 
to bottom out at 1.62 m illior, (lFS)i and 
790~000 {claimant coun1) early in 2008. By 
the early 2000s many oommunities in the 
UIK. particu la.rly ~n southeast England., could 
be said to be fulfy employed. However, other 
regions in ~he north and west of the UIK were 
not so fortunate1, and there were continuing The LFS measure is higher then the claimant count 
pockets of unemployment in parts of London 
such as Hackney. By early 2008, recession was again looming, and with it a severe growth in unemployment, which 
peaked at 2.68 minion, measur,ed by the LFS, in November 2011. 

MiHions 3·5 

3.0 

2.5 
LFS unemployme t 

2.0 

1.5 

1.0 

0.5 
Claimant co t 

o_,_------------------------------------------1--1-----
92 93 94 '95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 

Figure 20 1 LFS unemployment and the cl1aimant count in the UK, 1992- .2013 
Source: ONS 

Year 

Fo1Uow-up questions 
1 Compare ttle changes in the LFS and the claimam count measures ,of unemp!loyment over the period shown by the 

data in Figure 20.1. 
2 Research how both measur&s of UK unemployment have changed over the period since 2013. 

- - ~ 
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Full employment and unemployment 

Making sense of employment and 
unemployment data 
Some of the points to note about rec,ent changes in employment and unemployment 
in the UK economy are as foUows: 
• The employlnent and une1nployn1ent data show the hnpact of recession on the UK 

economy. 
• Much of the increas,e in emp]oyment in the 1990s and pre-2008 years resulted 

fro1n growth of the public sector. However, since the recession, there have been 
swingeing cuts in public sector employn1ent. Th,e coaHt.iion government hoped tllat 
this would '1nake room' for a growth in private sector en1ployment. To a lhnited 
extent this happened but ihe even greater cuts i.n public s,ector spending expected 
from 2013 onward may lead to a significant increase in overa11 unemployment. 

• The figures also reflect a 1nore deep-seated and perhaps intractable feature of 
British society: the gap between househo]ds in which every adult ·works, apart 
from those still in education or retired; and those in which nobody works,, but 
peop1e live on welfare benefits instead. 

• In so1ne years, both une1nployn1ent and emp]oyn1ent were growing. This can 
happen when the nun1ber of people available, for work grows faster than the 
nun1ber of jobs., ln1rnigra.t ion of \\1orkers fron1 central Europe provides part of the 
explanation for fhis. 

• Unemployment is a lagged econon1ic indicator. When the econon1y enters 
recession,, en1ployers often delay sacking workers for as long as they can. They 
d1ecide to ~hoard' skiUed workersJ who mig:ht be difficult to r 1ehire if the recession 
is short and tbe econon,y recovers quickly. Labour hoarding creates over-capacity 
at the l1eginning of a recession which then results in a fall in labour productivity 
~output per work:er). 

• At the start of an econon1ic upturn, firms may delay taking on new workers, 
preferring instead to sque1eze 1nore overtin1e fron1 their labour force at least unti1 
they can be sure the rec1overy is more than a mere ~bup·. This was certainly the case 
in the 1990s~ However, the labour markel behaved differently in 2012 and 2013. In 
the final quarter of 2012 en1ploy1nent was growing even though output was faHing. 

• Part-thne and casuaHsed ernploy1nent has been growing as a percentage of total 
ernployment. 10ver half of new1y created jobs have been part time. The number 
of p1eople working part time because they can1t find a full-time job has increased. 
Thousands of people now ·work on ~zero hours~ contracts where work is dependent 
on einployer need and where the absence of work results in an unpaid Lday off 
rather than the person being regarde1d as urre,1nploy,ed. 

• Youth unie1np[oyn1ent has genera]ly been growing. The number of lfi.-24-year­
olds not in fuB-tin1e education and Looking for work \\ras over a n1iUion in 2013, 
cli1nbing to at least 20.3% of the youth labour force. For workers in generat there 
has also been a significant increase in 'econon1ic inactivity~· - a category which 
includes th1ose who have simpJy giv1en up 10 1oking for employ1nenL 

• Tl1,e nun1ber of unemployed women has grown faster than 111ale joblessness. This 
reflects the greater number of women ln the workforce and the impact of public 
sector cuts , where a higher proportion of jobs are done by wo1nen. 
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The meaning of full 
employment 
Full e111ploymeul does not necessarily mean 
that every single n1en1ber of the working 
population is in work~ Rather) it is a situation 
[n which the number of people ·wishing to work 
at the going market real wage rate ,equals the 
nun1ber of workers. who1n e111ployers w ish to 
hire at this rea l wage rate. Figure 20.2 renects 
the Jree-inarket view that full e1n ployrnent 
occurs at the level of e1nployn1ent E'FE~ where 
the aggregate dernand for labour equals the 
aggregate supply of labou r at real wage rate Wm. 

Real 
wage 

rate 

FuU employmem 
rea~ wage rate 

0 

EXTENS1:0N: MATERIAL 

Employment 
i(milrions) 

Equilibrium employment and unemployment 
At AS, it is no,t necessary to understand the meaning of equilibliurm, 
employment and unemployment. but the concepts will' be useful1 at 
A2. In Figure 20.2. the full-employment 1evel of employment E FE occurs 
when the economy's aggregate labour market ~sin equilibrium. Free­

market economists also call th~ ihe natural tevel of employmen1. 

Real 
wage 

rate 

At first sight Figure 20.2 suggests that there is no unemployment when w FE 

labour market equilfbrium occurs~ but as IRgure 20.3 shows, this is not 

the case. There can be unemp1oyment in the economy even when the 
aggregate rabour market clears. 

FrictionaJ and structural unemployment (which are explained on 

pages 231:-34) are the two forms ot equilib rium unemployment In Rgure 
.20.3, the ASLN ourve shows Bll the workers avejlable for workJ and not 

0 

KEY TERM 

full emptoyment; according 
to 8everidge's definition. fu H 
employment means 3% or less 
of the, Jabour force unemployed .. 
According to the free-market 

definition I it is 1he level of 
employm,ent occunring at the 
market-dearing reaJ wage rate, 

where the number of workers 
whom employers wish to hire 
equals the number of workers 
wanting to work. 

Fig re 20.2 Full emp1loyment 
in the economy 

E, 

ASLN 

Fu 11 emp !oym,ent 
real wage rate 

Employment 
(mil lions)1 

just those willing to work at different real 1 wage rates. The ASlN curve is Figure 20. 3 Equ iliibrium unemploym.ent 
located to the rfg1ht of the ASL curve. Although full empfoyrnent ocours at 

- -

EFE, depicted where theADL and ASL cwves intersect at point X, equilibrium unemployment is measured by the distance from 
X to Z, or E1 minus Ef£· Friee-;market economists call the equilibrium lev;el of unemployment the, natural level of unemployment. 

-
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Full employment and unemployment 

The causes of unemp oyment 
Full employment does not necessarily mean that every member of the· working 
population is in work. Rather1 as I hav,e stated it 1neans a situation in which the 
number oif people wishing to work at the going 1narket real wage rate equals the 
number of workers wh.01n ernployers wisb to hire at this real wage rate·. 

KEVTIERM 

- -

Chapter 20 

Ho,.vever, even ·this definition needs qualifying since, in a dynamic 
econo1ny, change is constantly taking place, witll s1ome industries 
declining and others growing~ Workers nioving between jobs may 
decide to tak1e a break bet\veen, tbe two e,n1ploy1nents~ This is called 
frictional u1 employment~ As new products are developed and 
demand and cost conditions changeJ firn1s den1and 1nore of sonJie 
labour skiUs whUe the den1and for other types of labour declines. 
This leads to structural unemploymenL 

friction al unempl oym,ent· 

voluntary unemployment 
ooourring when a worker switches 
between jobs. 

Frircti,onal unem1pl,oyment 
Frictiona] une1nploy1nent, also known as trausitionaJ unemployn1e,nt, is essentiaUy 

'between jobs' une1nploy1nent. As its na1ne suggests, this type of unernployn1ent 
results from f1ictions in the labour n1arket which create a delay, or time-lag, during 
whjch a. worke·r is unen1ploy1ed when n1oving from one job to another. Note that 
the de.fi11ition of frictiona] unen1ployn1ent assun1es that a job vacancy exists and 
that a friction in tbe job market, caused by the hnmobility of labour~. prevents an 
une1nployed worker fro1n filling the vacancy. It fonows that the nurnber of unfill1ed 
job vacancies existent in the ,econon1y can be used as a measure of the ]evel of 
flictional unetnp]oy1nent 

Among the caus,es of friction a 1 une1np]oy1nent are geographica I and 
o,ccupationa] immobilities of labour, which prevent workers who are laid off 
from imn1ediately filHn,g job vacancies. 

EXAM TIP 

The geographical immobility of labour is caused by factors such as family 
ties and local friendships discouraging people from moving to oth1er parts of 
the country> ignorance about whether job v.acancies exist in other parts of the 
countryj and above a]t the cost of moving and difficulties of obtaining housing~ 

The occupational immobili'ty of labour resuUs froln difficulties in training for jobs 
that r,equire different skills~ the effects oI r,estrictive practioes such as a requiren1ent 
that 11ew workers 111ust possess unnecessary qualifications, and race, gender and age 
discrh11inaUon in labour ina. rkets~ 

The search, tlteory of u11employ1nen,t also helps to explain frictional unemploy1nent. 
Consider the situation iHustrated in Figure 20~4~ .A worker earning £1,,000 a week in a 
skilled prof1essional occupatiion losies ller job. A It hough no vacancies apparently exist 
at present in her current Hne of work, tllere are plenty of vacancies for low-skilled 
office workers earning a round £300 a week. Given this information,. if on the day of 
her job Loss, the newly une1nployed worker s,ets the weekly wage she aspires to at 
£1,000JI, she win choose to be unemployedJ at least to start withJ because she doesn~t 
wish to fil1 a lower-paid vacancy. The ]ower weekly wage on of fer,. and perh.aps 
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poorer conditions of work and status associated with the lower-paid job, fail to meet 
her aspirations~ She 111ay a].so realise that she possess,es imperfect inJor1nat1on about 
the state of the job 1narket. This 111eans she needs to search the labour 111arket to find 
out whetber be·tter-paid and highe-r-status vacanc[,es ,exist, but which she does not 
know about currently* 

£1,000 
weekly· 
wage in 
pre'ViOiUS 
job 

Frictional 
u nemp~oyment 
begins 

Gra,J · 1 . uua redu · . . 
'Chon 111 Qc . • ~ 

..,,p,rafion 

Unemployment benefits provided by the state·~afety net' 

Search period spent scanning l.abour 
market for a s u ita bi e unfilled va ea ncy 

A 

I 
-B 

£300 
weekly 
wage 11n 
unfilled 
vacancy 

F rict k> na II 
unemployment 
ends -

Appr1oached jn this way, f1 .. ictional unemployment can be v[e·w1ed as a voluntary search 
period in which newly une111p]oyed workers scan the labour 111arket~ searching for 
vacancies which 111eet their aspirations. 

There are a. nun1ber of ways in which a volun1ary search period can end. First, in the 
exa1nple described above, the woman may eventually ]earn of a vacancy for which 
she is qualified, and which 1neets her i11itial aspil'ation. Indeed,, th1e vacancy might 
have been there aH the tin1e1 bu1t,. untH she searched the job market,. she was unaware 
of its existence. Second the vacancy 1nay have arisen during her search period, 
perhaps because of a general improvement in the condition of labour markets. Third, 
she m.ay end her voluntary unemp]oyrnent if she· decides,. on the· basis of her lack of 
success in getting a job, that her initial aspirations were unrealistically high and that 
she must settle for a lower-paid, less attractive job~ 

Long search periods,. whi.ch increase the an1ou nt of frictiona i unen1p]oyn1ent in 
the econo1ny, resu].t in pait f ram the welfare benefit systein~ Without the receipt of 
welfare b1enefits, siearch periods would have to be financed by running down stocks 
of saving or through the charlty of fain Uy and friends. In this situation,, the threat of 
pove·rty creates an incentive to se.arch the job market more vigorously and to, reduce 
tbe aspirational wage levels of the une1nployed. 

The availa.biHty of a state sa£ety net provided by une1nployment benefits and 
other [ncon1e-re·lated welfare benefits" together in so1ne cases wlth redundancy 
payn1ents, enable unernploy,ed workers to finance long voluntary search periods .. 
Because of this:a many free-1narket economists support a reduction in the r1eal value 
of unen1.p]oyn1ent benefits, together with restricting benefits to 'those who can 
prove they are genuine]y looking for work~ Free-n1arket 1economists believe these 
policies create incentives for the unemployed to reduce aspirations quickly, which 
shortens search periods. 
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EXTENSION MATER1IAL 

Th replacement ratio 
The replacement r:atio is a factor influencing the length of periods of voluntary frlctlonal urnemploy,ment. It is defined in 

the following equation: 

repfacement ratio= disposable income out o,f work 
d isposable income in work 

The size of the repl'.acement ratio i8 I argely determined by ·the !evel of welfare benefits claimable when unemptoy;ed t 

r~a1ive to income after1a.xation and receipt of benefits when in work. A replaoement ratio of 100% means that a worker 
is no better off in work than out of work and living off the state. Even for low-paid workers, replacement ra1ios are seldom 

as htgh as 100%. Nonetheless~ high replacement ratios approaching 100% destl'ioy the incentive to work. at leas1 in the 
'offioiall' or formal economy. For people with poor job prospects, high rep!acement ratios create an unem1ployment' 
trap. Those caught in the unemployment trap are out of work - at least in terms of officially declared employment. The 
trap contains unw.aged social security c laimants who (choose' unemployment over paid worik because they are better­

off out of work and Hving on benefits than in low-paid jobs paying income tax and National J1nsurance Con1ributtons (NIIC) 
and losing some or aH of their right to c1aim means-tested benefits. 

In Figure 20.4, for a worker earning £300 a week, pointsA and B could be used to calculate the replacement ratio. Point A 
shows the weekly wage (although income tax and receipt of any benefits availabJe to ~he worker in work also need to be taken 
into account to caJculate weekly disposable incom.e}. Pdnt B shows ~he level of welfare benefit claimable when out of work. 

Structural unem1ployment 
true ura l u11employ me1 l results fro]n the structura l decline 

of industries which are unable to compete or adapt in the face of 
changing den1and or new products,. and the en--iergence of n1ore 
efficient compeUtors in other countries. Srructura] unemploy1nent 
is also caused. by changing skiH requirements as industries chang1e 
ways of producing their products. In the latter ca.se., the structural 
unen1ployn1ent is often caHed te,ch11ological unemployment. 
Technological unen1ploytnent results fro,1n the successf u] growth of 
new industries using ]abour-saving technology such as automation. 

KEYTER:M 

structural unemployment: 
unemp~oyment caused by 
structural change in the economy: 
for exa,mple,, when industries 
decline without being rep!aced by 

new industrtes. 

In contrast to mechanisation (wo1rkers operating machines.), which has usually increased 
the overall de1nand £or labour auton1ation can lessen the demand for labou1· because 
it n1eans that 1nachines (such as robots) rather than hum,ans operate other tnachh1e,s. 
Whereas the growth of mechanised industry increases employment, automaU1on 1of 
production can lead to thie shedding of labour, 1even when industry output is expanding. 

The growtl1 of international competition has been a particularly ilnpo1tant cause of 
structura] unemp]oyn1ent. Dming the post-Second World War era fron1 tl1 1e ] 9,50s 
to the 1970s structural unen1ployinent in the UK wa regionaUy concentrated in 
areas where ninete,enth-century staple industries such as textiles and shipbuilding 
w,ere suffering structural decline. This regional unen1ployment, caused by the 
decline o.f 'sunset industries", ·v1as In.ore than offs,et by the growth of e1nployment 
elsewhere [n the UK in tsunrise industries ,~ However in the severe recessions of 
the 1980s and l 990s1 and a]so in the 2008 recession1 structtu·al unemployment 
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affecte·d almost all regions in the UK as th·e de-industrialisation process spread 
across the 1nanufactu1ing base. 

Although manufactur]ng output gre·w in the "boom~ y 1ears before 'the 2008 n~cession, 
emp]oyn1ent in 1nanufa.cturing industries often fe]L Re,cession and the growth of 
cyclic a 1 unen1p]oyn1ent caused a further fall in n1anufacturing ernploy1nent. However 
there is a danger of exaggerating the growth of unemployment [n manufacturing 
e1np]oyn1ent because n1.any activities,. ranging from cleaning to IT ma intena nee 
which were previously undertaken ,:in house> by n1anufacturing fir1ns,. have been 
out-sourced to external service sector providers. Structural une1nploy1nent has 
occurred within the se,rvice sector as weH as i11 1nanufacturing industri1es. For 
exa1nple, increasing use of ICT, autornated services and the internet has 1neant that 
total e1nploy1nent has fallen in the travel agency industry. ,CaH centre ien1ploy111ent 
has grown significantly in recent years:, though 1nucl1 of this gro\vth has been in 
[ow-wage econo1nies such as India. However,, a decUne has been forecas1 1 partly 
because con1panies ,e111ploy auto1nated co1nn1unicaUon software rather than hun1an 
beings to provide custo1mer service and answer telephone and internet queries~ 

C,asual and seasonal unem,plo1yment 
Casua] unen1ployn1ent is a special case of frictional unen1ployrnent w11ich occurs 
when workers are laid off on a short-term basis in trad,es such as touris1n:, agriculture:, 
catering and building. When casual une1nployment resu]ts from r1egu]ar fluctuations 
in weather conditions or demand, it is called eason I u1 employment.. 

Cy1clic,al', Keynesian ,or demand-def1i,ci,ent une1m1ploym,ent 
The possibiUty of deo1and-deficie11t unemploy1nent was introduced in Chapter 
1 S. Keynes - but not his opponents - believed that deficient aggregate de111and 
was a 1najor cause of persistent mass unemployment between the First and Second 
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World Wars. Free-1narket econon1ists generally agree that ternporary 
unen1ployment (caUed yclical unen1ploym enl) 111ay be caused by 
a lack of de1nand in the downswing of the econo1nic cycle. However,, 
I<eynes went furtherJ arguing that the econ 1omy could setUe into an 
under-full 1emp[oym1ent 1equHibriu1n, caused by a continuing la.ck of 
effectiv1e aggregate d,en1and. In contrast to frict[ona] unemployment , 
which is voluntary, Keynes believed that cyclical unrernployn1tent is 
involuntary: that is~ .not caused by the workers thetnselv,es. As a 
resuH) the une111.ployed should not be b]an1ed for their idleness. 

Figure 20.5 illustrates cyclical unemp]oyment in the, context of the 
econon1y's AD/AS diagram. A collapse in business and oonsum.er 
confidence causes the AD curve to shift 1eft from AD1 tai AD2 .. If goods 
and labour n1arkets are competi'HveJ the, average price Je,vel should then 
faU fron1 P1 to P2 ~ If this happens real output only fans fron1 y1 to y2. 

KEY TERMS 

cyclica1I unemployment: also 
kno,wn as Keynesian and demand­
deficient unemp'loyment. As this 
name suggests, it is unemployment 
caused by a lack of aggregate 
demand in the economy. 

seasonal unemploymen : 
unemployment caused by factors 
such as the weather and the end of 
the Christmas shopping pedod. 
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~gure 20.6 
Cyclical 
unemployment 
and the economy's 

production 
possibility frontier 

However, piric,e (and wage) stickiness (01r inflexibility) can prevent 
this happening. If p1ic,es (and wages) don~t fall 1 r,eal output faJls to y3 

rathe,r than y1 . Deficient aggregate den1and, shown by the distance 
between points X and Z, leads to severe cycUcal unen1p]oyment~ 

This is an example of applying ADY 
AS analysis to illustrate an important 

Figure 20.6, which shows the 1econon1y'·s production possibiUty 
frontier (PPF), illustrates anot11er way of showing cyclical 
une1nployn-ient. AH points on the production possibH.ity frontier,, 
including point X, show the e·conon1y usi.ng all its producUve 

aspect of macroeconomics. There 

are many other economic problems 
and issues that can be analysed in 
sim ilar ways. 

capacityj including labour. There is no demand deficiency and thus no cyc1ic.al 
une1nployment. By contrast, defici,ent aggregate demand can lead to the economy 
produch1g inside Us production possibility frontier: for exan1ple at point Z. When 
this is the case cyclical unen1ploym.ent exists in the econon1y. 

EXA:M 'TIP 

This iS another example of how to use a production possib1lity curve diagram to illustrate 
your point Remember Its other applications: scarcity, op portun ify cost, choice, productive 
efficiency and economic g1rowth. 
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EXTENSION MATERIAL 

0th r ea es of unemployme 
The AQA specification requires knowiedge of cyclical. frictional, 
seasonal and structural unemployment Unemployment can, 
however, have causes other than those that lead to the four 

types of unemployment listed ~n the AS specification. It is useful. 
though not esser,tiar, 1o be awar;e of some of 1hese other causes, 

particularly if you intend 1o study economics at A2. 

Classical! ,or real-wage unemployment 
Before the :Keynesian era, economists believed tha1 a large part 
of the high 11,evel of unemployment in the 1920s and 1930s was 
caused by excessvely high real wages in labour m1arkets, which 
were insufficiently competitive for market forces to eliminate the 

Real 
wage 

rate 
W1 

Excess sup ply AS L 
z of labour w Dis-equitibrium 

E, 

waige rate· 

Ful I employme tlt 

real wage rate 

Employment 
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Figure 20.7 ClassicaJ or real-wage unemployment 

problem. In recent years, the view that a large part of modem unemploy1ment in the UK, especjaJly youth unemployment. 
has been caused by too high a level of reaJ wages has been revived by free-market and supply-side econom!Sts. 

Rgure 20. 7 is similar to Figure 20.2, except that it is now assumed ~hat the average real wage rate in the eoonomy is w1 rather 
than wFE. At this waget employers V'rJish to hire E1 workers, but a greater number of workers (£~ wsh to supply their ,labour. 
TITis results in an exoess supply of labour in the Jabour market. The pre-Keynesians believed that, as long as ~he labour 
market was oompetitive. this classical or real-wage unemployment could only be temporary. Market forces operating in the 
labour market would cure the pr1oblem, b idding down the real wage rate to wFE to get rid of excess supply of labour. Ful.l 
emp1oyment would be restor:ed when the number of workers willing to work equalled 1he number whom fim,s wished to hire. 

Suppose ~abour market rigidity, perhaps caused by trade unionsj prevents the real wage rate fall~ng below w1• In thjs 

si,tuation. the market mechanism fails to work properly; 1he excess supply ,of Jabour persists, and real-wage or classical 
unemployment occurs. Using modern termi1nology unempJoyment is caused by wage stick~ness or wage inflexib ility. 

H1ysteres:i s 
Hysteresis is the destruotlon of productive capacity and job skills in a deep recession. When the economy recovers. 
productive capacity is no l1ong1er ther.e, so demand has to be, met by imports. Hysteresis tends to blur the distinction 
between cyclical and s1ructural unempJoyment. In a prdonged recession, members ,of the iabour force~ who were ini,tially 
cyclically unemployed, drift into becoming structurally unemployed. 

'Insider/outsider' u ne,mplloyment 
The 'inside.r/outstder· the-cry of unemployment argues that trade unton members are 11nsiders] in the labour market. while 
the unempl:oyed1, especialliy 1hose who aHo,wed the1r union me,mbership 10 lapse on !osing1 their jobs! are 'outsiders'. The 
theory ls based on the assumption that unionised workers enjoy higher wages than non-unionised ones. Unions may oare 
only about the employment prospects of their members who are currently 1emplo,yed (the insiders)~ and may not reaHy care 
about the outsiders. The 'insider/outsider· theory suggests that 'Unions may be prepared to push for higher real wages 

even when unemployment is high~ basically because they are unconcerned about unemployment among •,outsiders'. 

Queuing unemploym,ent 
Queuing unemployment occurs when unemployed workers reject lower-paid jobs in the non-..unionised sector of 

t he 1economy1 in the lhope that a better-paid unfonised job wiH arise. Continuous turnover in the, labour market also 
contributes to queuing ,, Every week, some emp·loyees re,tire or leave the labour force, others switch jobs, whi~e 

simultaneously new jobs are created. Waiting for a suitable1 vacancy may be .a sensible strategy. In thijs second 
interpretation, queuing unemployment is closely related to the search theory of voluntary frtc1:ional unemployment, 

exp fained earli,er in the eh apter. 

- - -
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Full employment and unemployment 

Govern1ment poli1cles to reduce unemployment 
When governments intervene to reduce unemployment, the appropriate policy 
depends on identifying correcHy the underlying caus1e of une1nployment. For 
example if unen1p[oyment is incorrectly diagnosed in tern1s of demand deficiency~ 
when the true cause is structural_,, a po1licy of fiscal or monetary expansion to 
sthnulate aggregate dem.and will be .in.effective and inappropriate. Indeed, reflation 
of de1nand i.n such ch·cu1nstances would proba b]y create excess den1and, which 
raises the price level in a de1nand-puU inflati,on, with no lasting beneficial effects 
ain e1nploy1nenL 

Governn1ents can try to reduce frictional une1nployment by improving the 
geographical and occupational rnob[lity of labourJ and by reducing workers~ search 
periods between jobs. Geographical 111obiHty can be in1proved by ma king U easier 
for fan1iHes to n1ove house frorn one region to another. lowever, the widening 
difference in house prices between south and north are in fact increasing the 
geographical im.mobility of labouJ .. 

The introduction of the Jobse,eker·s Allowance in 1996 (now being 1nerge·d into the 
Universal ,credit) was an attempt to reduce search periods between jobs~ Because the 
allowance can only be claimed for the first few months of une1nployment, it creates 
an incentive for the newly unemployed to accept lower wage rates and to speed 
up the search for vacancies that 111eet their (now reduced) aspirations. However, 
the only reaUy effective way to reduce· frictional and structural unen1ployment is 
to achieve success full economic growth which increases firms' deJnand for new 
employ,ees. 

Governments ca.n in1p11ove the occupational mobHity of labour by providing 
r,etraining schemes and introducing laws to ban professional and trade union 
r,estrictive practices that prevent workers moving between jobs. Governn1ent 
retraining s,che1nes are usually less effective than those run by private sector firms. 
But a problen1 is that e1nployers in trades such as plumbing often prefer to f ree-ridel 
by poaching workers f ron1 the few employers who do train their workers~ As a. result 
of this market fa.Uure, too few workers end up being rra i necl. 

Supply9 side policies wh[ch try to i1nprove the conipetiHveness and efficiency of 
markets are now used to reduce frictional and structural une1nployment.. In the 
past, deindustriaHsation:, or the decline ,of manufacturing industries, together 
with coal mining and fishing~ led to large-sea le structural u nernployment, 
concentrated in regions of decline such as coal fie]ds and ar,eas previously 
dominated by heavy industry. 

Many traditiona] 1nanufacturing industries and the coa[ industry have now largely 
disappeared,, so there· is less scope for fu1 ther structural decline in these activities. 
The supply~side reEor1ns of the 1980s and 1990s a. lso created conditions in which 
service industries grew to replace n1anuf acturing~ As a result, more workers were 
able to move fro]n declining industri s into growing ones. However, as the recent 
and current financial servjces crisis shows,. service industL;.es such as banking have 
the1nselves becon1e vulnerable to struc'lural decline and to overseas location+ 
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Unemployment and supply-side economics 
It is now widely agreed, by Keynesians as well as by free-1narket econo1nists,. that the 
cause of much modern unen1.ploy1nent in countries such as the UK lies on the supp[y 
side of the econon1y rather than on the de1nand side. There is much disagreen1ent, 
however, on the appropriate policies t 10 improve supply-side performance. 

Free-1narket ieconon1ists argue that poor supply-side performance is the legacy 
of government interventionism in the Keynesian era in the 1960s and 1 970s .. 
Supplyaside economists argue tl1at to cut frictional, structural and real-wage 
une1nployment,. the state "s econo1nic role should be ,reduce,d rathier than extend 1ed.~ 
Obeying the dictum Ln1arkecs and not govern1nents create full e1nploymenr' 
the gov,ernment's rol1e should be to create the conditionsJ in which the n1arket 
n1 1echanisn1 and private enterprise can function properly, by controlling inflation~ 
pron1oting con1p1etiHve markets and n1aintaining the rule of law and social order. 
Supply-side 1economists see the gov 1ernmentJ not as a prolliderJ but as an enabler, 
setting mark1ets free, encouraging con1petiHon, fostering p1·ivate enterprise· and 
the entrepreneurial spirit, and thereby creating an enterprise culture in which 
U1e price 1nechanismJ and not the govern1nent deHvers econon1ic growth and 
reduces unen1p loy1n en t. 

Many K1eynesian economists disagree. They believe that markets are prone to 
market faHure and that unem.ployn11ent is the result of a n1assive market failure~ The 
failure can only be cur1ed by interventionist policies to niodify the market and 1nake 
H function better.. 

The costs and consequences of unemployment for 
the whole economy 
Une111ploy1nent is bad for the econo1ny as a whole, largely through the waste of 
hun1an capital. When w,orkers are une1nployed., not aH the econo1ny's productive 
resources are used to produce ou·tput) whicl11. if produced., could add to the 1naterial 
scanda.rds of Ii ving and economic welf ar,e of the whole population. Instead, the 
econo111y produces inside its producdon possibility frontier and fails to operate to 
Us potential. 

·unerup]oyn1ent is also one of the factors that reduce an econoiny~s international 
competitiveness. H~gh unie1nploy1nent can reduce incentives f1or firms to invest in new 
state-of .. the· .. art technologies that gene.raUy lead to increased export competitiv,eness. 
The, untder-investrnent associated with high unem.ploy1nent also results fro111 a r1educed 
need to invest in capital-intensive technologies \Yhen there are plenty of unemployed 
workers who are not only av.aHable, but cheap to hjre. In these circu.mstaneies 
en1ployers continue to use ]a.hour-intensive but anti.q uated technolog]es, pa rticulady 
whe11 high uneu1ployn1ent acco1np.anies a stagnant econon1y> low profits and a 
clin1ate ,of business pessin1isrn~ 

Under-investn1ent can also be caused by the h igher business taxes that firn1s 111ay 
have to pay to help finance the welf ar,e benefits paid t10 unemployed workers .. 
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WhUe it is true that the Job.seekers Allowance could only be c]ain1ed ]11 the first 
n1.onths of une111 ployn1entJ in the UK the state continued to pay Incon1e Support 
to fa1nHies in which ther.e is no wage earn,er, in order to save fa111ily 1nen1bers 
particularly cllUdrenJ from thie effects of absolute poverty. How1ever, in 2013 with 
the introduction of the Universa I Credit t hie coalition government introduced a 
be11efit cap, which lin1Us to £26,000 a year a11 the benefits an out-of-work fa.mily 
can receive~ The govern1nent justified the 'cap, on the ,ground tl1at fa1nUies living 
sol1e1y on benefits should not receiv1e welfare pa.y1nents higher than the earn.[ ngs of 
low-paid wage earners. 

Economies are particularly badly af [ecte·d by long-te1rm unemployn1-ent. A worker 
may be·come effectively une]nployab]e the longer the period that he or she is out 
of work: for exan1pLe because of the erosion of job skills and work 11.abits~ Long­
tern1 une1nployment is also n1ade worse ·by tbe fact that e1111ployers, who might 
otherwise hire and re·trajn workers ,-vho have been economicaHy inactive· for 
sev,era] years , perceive that workers with n1ore recent job experience present fewer 
risks and are more emp]oyabl,e~ When inactive workers ar,e seen as unen1ployable~ 
the economy b 1egins to behave as if it is on its production possibility frontier, even 
though th 1ere are p ]e11ty of unem.p)oyed workers notionaUy avaUable .for work. An 
increase in aggregate demand can then lead t,o inflation rather than to an increase 
in output and jobs. 

Nevertheless,. despite the disadvantages. of high unemployment for c he ,economy, many 
free-market economists believe a certain amount of unemployn1.ent is necessary to 
1nake the econotny function better. In particular by providing downward pressure on 
wage rates, unemployment can reduce inUation .. Unen1ployment also contributes to 
a widening of inco1ne differentials between better-paid and low-paid workers. S0n1e 
free-market economists argue ·that this is a good thing believing that dif~erences in 
pay are needed to prom1ote incentiv1es, which then create the supply-side conditions 
in which the economy can pro1sper. 

The costs and conseq ences of unemp oyment for 
the unemployed and the r famlUes 
U11en1ploy1nent is obviously bad for the unem.ployed the·m.selves and for their fan1iUes, 

largely because of the way in which the low inco111es that acco1npany unen1ployment 
lead to low standards of living. However, the costs of unemployment for the 
unemployed go further than this. Apart from situations in which the unen1ployed 
enjoy having 24 hours of leisure time each and every day, or when the so-called 
''unen1pLoyed> are engaged in black econo]ny activity, unemploy]nent destroys hope 
in the future . Th,e unemp]oyed becomie mairgina]ised from norma] econon1ic and 
human acUvity, and their self-est,een1 is reduced. Fan1iUes suffer increased health 
risks, greater stress, a reduction in the quaHty of diet and an increased risk of 
marital break-up and social ,exclusion caus,ed by ]oss of ·work and income. 

Unit 2 The national economy 
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In the UK, unemployment is measured by the claimant count and through the Labour Force 
Survey. 
UK unempJiayment is much higher when measured by the LFS. 
People may be employedt unemployed or economically inactive,. 
Full employment exists when the number of workers whom firms wjsh to hire equals the 
nurnber of wonkers wanting to work. 
AS exam questions may test knowledge of frictionaJ, structuralt cyclicaJ and seasonal 
unemp~oyment. 

Frictfonal unemployment is transitional and 1betw,een jobs' unemployment. It is also 

voluntary. 
Struotu ra~ unemp!oyment resu Its from1 the structural decli n,e of industries and from changes 
in required job skills. 
Cyclical unemployment Is a lso known as Keynesian and demand-deficient unempioyment. 

Keynesian economists argue that cyclical unemployment is involuntaryl which means that 

rt is not the· fau lt of the unemployed themselves. 
Poltc~es to reduce· unemplo,yment wiU only be effective if the causes of unemployment are 
oarrectly diagnosed. 
The costs of unemployment fall on the \Nhole economy and on the unempfoyed and their 

families. 

Exam-style quesli ns 

1 Expl,ain the difference between frictional and structural unemployment. 

2 Expl!a1 n why it is important to identify correctly the cause of unemp toyment. 

3 Do you agree that it is more important to reduce unemployment than to reduce inflation? Justify 
your answer:. 

4 Ev:a~uate the view that a certain amount of unempl'oyment is necessary in order to make 1he economy 
function better. 

- --
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For three decades from the 1960s to the ear1y 1 990s, unacceptably high rates of i nfatlon 
were perhaps the most serious problem facing UK governments. The tntation rate crept 

up in the 1960s before accelerating in the early 1970s to over 15% in each year between 
1974 and 1977. Inflation peaked at its highest rate tn modem1 UK history in the mid-1970sl 
when it hit 25-26%. A further surge, which took infation to above 18% in 1980] ushered 
in the :modern era in vvtrich, at least until 2008, controi of infBtion became arg:uabfy the 
most important sing~e macroeconomic policy objective. 

In 2008. the economic climate changed when infation as well as recession both hit U1e 
UK economy. lnfation had been more or less under control from around 1993 until 2008. 
Hovveverl in 2008 and then again in 2011 . rising prices of commodities, ranging from crude 
on to copper and wheat. together vvith the rising prices of manufactured goods produced 
in China~ led to relatively severe bouts of imported lnfetion. Despite the recession. and 
because of its Imported nature, UK inft:rtion l,ad become diffcult to control . 
...•.•••...•...••......••.••.•..........•.•...••......••..••..•.•...........•.••.•..• .......••.••••........•....••• 

This chapter will': 

review the meaning of inflation and related concepts such as deflation and r,effatron 
describe how inflation is measured 
compare changes in the rate of inflatton for goods with 1changes in the rate of inflation for 
services 
introduce the main theories of inflation 

• apply AD/AS ar,alysts 10 the two main theories of inflation: demand .. pull and cost-push 
discuss the benefits and costs of inflation 

The meaning of lnfla1t on 
Infi ation is best deft ned as a persistent ror continuing rise in the price level or as a 
fall in the value of [TIOn1ey. Defl lion is tl1e opposite,, a persistent tendency for the 
pri.ce le·ve] to faU~ which invo]ves a rise in the value of n1oney. However,. brecause 
the overaU price lev,e] has seldon1 fa Uen in western industria Ii sed 

KEY TERMS 

Chapter 21 

countries since the 1930s the tern, ·cteflationT is usu.ally app1ied 
in a looser way to describe a reduction in aggregate demand and 
levels of econo1nic act ivi.ty, output and e1nployn1enL A deflationa:ry 
policy (als,o known as a disinflationary p,oHcy) involves using fi seal 
and/or monetary policy to reduce aggr 1egate de1n.and .. Likewise~ 
refJ a lion refe·rs to an increase in economic activity and output, and 
a reflationary policy stimulates aggregate de1nand. When caused 
by excess spending in the economy, it is useful to thjnk of infl aUon 
as 'refla.Hon gone \Vrong?1 with an .increase in aggregate demand 
stimulating the price level rather than real output and en1ploy1nent. 

deflation: a persistent or continuing 
fall rn the average price level. 
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infl ation: a persistent or continuing 
rise in the average price· level. 

reflation: an increase in the fevel of 
real output following an increase in 
aggregate demand. 
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The measurement of inflation 
Un1il 2003, the rate of inflation was measured in the UK by chang,es .in the retail 
p 1rices index (RPI). The government st iB use·s tbe RPI tor this purpose, but the 
1consumer prices index (CP'I) has now become the n1ain n1easure of inflation. The 
CPI is based on tl1e methodl of m 1easuring the price level used in U1e Euro1pean Union. 
As will be ·explah1ed in greater detaH in Chapter 23~ UK 1none1ary policy has aimed 
to hit an inflation rate target of 2o/o, rneasured by the CPL 

Each month~ the prices of all the goods in the national {shopping basket· are recorded 
at hundreds of supermarkets shops and other retail outlets so that the price index 

for that inonth can be calculated~ Twelve n1onth_s earlier the price index win have 
been calculated for the san1e month in that year. T'he inILation rate cover]ng the 
12-month period betweien thesie two dates can the·refore be ca.lculated using one of 
the foHo,wing forn1ulae: 

CPiiormu)a 
later dat,e CPI - eadie·r date ,cp1 x 

100 
earlier da1e CPI 

RPI for1nula 
later d at,e RPil - earlier date A PI x 

100 
earlier date RP I 

Using these iormulae, the annual rate of inflation n1eas ured by the CPJ was 2. 7% for 
the year ending De,cember 2012. By contrastJ the inflation rate measured by the RPI 
was higher at 3.1 % . 

Why the CPI and the RPI may fall to measure the 
'true r1a e of Inflation 
A price index can never provide a co11lpletely accurate 1neasure of the price level the cost 
of living, or tl1erate of inflation. There are a number of reasons ior this. The Iepresentative 
sample of goods in the national shopping basket is never fully repr1esentative of an 
lnco1ne groups and types of househo]d 1n the eco1101ny. Different incon1e groups and 
households buy different goods and services so some will experience l1igher inflation 
rates than others. Because it is difficuh to accon1mocllate in1prove1nents in the quality of 
goods in a price index) price indices may also tend to slightly overstate the true rate of 

inflation. In the case of the CPI however. . this 111ay be countered by the exclusion fro1n 
the index of 'big t~cker high-inflation items such as mortgage c,osts and the councB 
tax. The way Jn which goods in 1he sa1nple are w1eighted may also be inaccurate, and 
His possible that junior govern]nent en1ployees who coHect raw data that go into the 
construction of the index 1nay not 1ecord prices accurately. 

The RPI ,. he CPI and ·index linking· 
In the early days of the RPI, approximately SO years ago, its main purpose was measure1nent 
of the cost of living andl the rate of inflation. However) the RPI ca1ne to b ,e used in another 
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way: for index linking rates of increase in welfare benefits: for exmnple,, 'the state pension 
and unen1ployn1ent benefits. The rates at which welfare benefits were paid (and son1e 
public sector pay) increased each year in l.ine with annual changes in the RPL 

Used in this way. a significant probl1e1n arises wh1en the RP]" understates the true rate 
of in flat ion particularly the J"ate experienced by pensioners and the unemployed~ ]n 
this situation, the money incomes of pensioners and benefit claimants rise at 1exactly 
the san1e· rate as the RPI, but by less than the true rate of inflation affecting then1. If, 
at the san11e tilne~ the incon1es of en1ployed people keep up with or exceed the RPI 
rate of inflation~ pe,opl,e on index-Hnked benefits or pay become relatively p1ooreL The 
opposit,e is true when index-linked benefits rise faster than av,erage pay. 

Recently .. to reduce the ·cost of W 1elf a re pay1nents~ which are by far the largest item 
in cent ra ] gov1ern1nent spending, the governn1ent swftched their index Hnking away 
from the RPI to the CPI. The CPI u sua.Uy rises at a slower rate than the RPI because 
it does not take into account changes in housing costs 

CASE STUDY 21.11 

Chapter 2·1 

Measuring inflation: changes to CP and RP1I shopping ibaskets 
The contents ,of the 1CPI and RP~ baskets of goods and 
services and their welghts are, updated annually. This is 
important in helping to avoid potentia~ biases that might 
otherwise develop over time, - for example due to the 
development of entirely new goods and services, or the 
tendency for consum 1ers to move away from buying goods 
and services which have risen relatively rapidly in price. 

In princip~e, the basket shou~d contain aJI consumer 
gnods and services purchased by households, and the 

Unit 2 The national economy 

pdces measuredl in every shop or outi et tha1 supplies 
1hem. In practice~ bo1h the CPI and RPI are calculated 
by co!I ecting a sample of prices for a sefecti·on ,of 
representative, goods and services in a range of UK 
retai·I tocations. Currentlyt around 180,000 separate price 
quotations are used every month in compiling the indices, 
covering approaching 700 representative consumer 
goods and services for which prices are coHected ,in 
around "1 50 areas throughout the UK. 

The ONS collects 
i1nformati'on on a 
·shoppl ng basket' 



There are some jndNiduaJ goods and services where 
typ,ica'l household spending is so large that they merit 
inclusion in the basket in their own right: examples include 
pe1ro1m and electricity and gas supply. However, it would 
be both impractical and unnecessary to measure price 
changes of every item bought by every household in 
compi ling1 the CPI and RPj. 

More commonty. a sample of speci1fic goods and 
services has to be selected that gives a reliable measure 
of price movements ior a broader range of similar items. 
Changes to the basket reflect evolving consumer tastes 
and conside:ra1:ions such as practical experience in 
collecting prices. 

Fo,U,ow-up questions 

In 2012~ baby wipes were introduced to represent 
1c leansers on the go'. Bundled communrrcaUon packages 
comprising telephone servi'oes, internet access and 
television subscriptions were also jnduded for the first 
tim,e, as were tab1et computers (such as ~he iPad and 
Samsung Galaxy Tab) and teenag·e fiction books. Other 
products were added to widen the range of g:oods in a 
particular category, such as soft continental cheese 
to the dairy product category and cans of s1out to the 
beer category. Subsoription to cable television has been 
removed but n is still covered as part of the bundled 
communication package. 

Source: ONS, acoe~ed March 2013 

1 Whet is meant by 'weighting~ in the construction of a price index such as the CPI? 
2 Why may changes in a price index such as the CPI or ~he RPI not provide· an accurate measure of the rate ,of 

intlationJ especia lly the infJation rate affecting pensioners? 

T e stale pension and pensione s' costs of living 
The annual change in the, CPI inf,ation rate. measured in 
September. is ourrendy used to determine the foHov.nng 
year's benefit increases. CPI inflation was at its lowest for 
3 years at 2.2% in September 2012. but is currentiy rising 

towards 3% or more. 
Under a goverinm,ent guarantee introduced when the 

decision was made to chang,e the ;index-linking of the· state 

pension, pensions mus,t rise· each year by at least 2.5%. 
For 2013, this is £2 .89 a week. But if the RP,~ inflation rate 

Fo,Uow .... up questions 

were still to be used, pensions woufd incriease by 2.6%~ or 
£2.80] in April 2013. 

The director""generaJ of Saga recently said 1hat because 
old people's rate of inflation is significantly higher than 
the· inflation rate measured by both the RPl and the CPI, 

pensioners' spending power has already been squeezed 
more t ightly than that of the population generally. She said 
the real value of the pension is likely to faH ,even turth,er 
behind in Mure years1 despite state pension increases. 

Soun::e: adapted from news reports, M aroh 2013 

1 Why i.s the rate of inflation suffered by pensi,oners higher than RPI or CPI inflation? 
2 Suggest reasons why pensioners experience a higher rate of inflatron than students living with their parents. 

Recent changes In the RPI and the 
CPI inflation rates 

A.s Figure21.1 shows, there have been a number of ups and downs in the UK inflation 
rate during recent years~ In 2008. the inflation rate rose to approxin1ately 5%. Very 
hjgh oH prices drove up transport costs, which then fed into higher retail prices of 
products in the shops and into higher household energy bills .. High oH price rjses a]so 
n1ade food 1nore expensive, via the effect on fertiliser prices and on the fuel used by 
farmers to power their tractors . DroughtsJI rising demand from emerging economies 
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RP I and CPI inflation rates! 
2000- 12 

Year Source: ONS, March 2013 

and land being used to produce biof uel, together with a faH in the exchange rate, 
a lso contributed to higher import prices. 

But a year later in 2009~ the CPI annual inflation rate had fal len to about l %j while 
the RPI inflation rate was negative. Aln1ost zero inflation . or deiladon (depending on 
which price index ·was used to measure changing price) was caused by a dramatic 
fall in the price ,of oil in just 6 months and by t11e collapse in aggregate demand 
as recession hit the UK economy. .Another contributing fac tor in the UK was a 
temporary cut in the VAT rate from 17~5% to 15%, introduced to try to k ick-start 
aggregate de1nand. 

Howeveri the VAT rate was raised back to 17.5% at the beginning of 2010~ before 
increasing ,again to 20 % in 2011. Rapidly rising energy prices,, transport prices and 
food prices soon led to a return to strongly positive inflation. By September 2011, the 
CPI i.nflation rate was again at Us 2008 p ,eak of 5.2%. The RPI tnfla.Uon rate was even 
higher~ at 5.6% .. In 2011 and 2012 both inflation rates steadily dropped, but the CPI 
rate stubbornly t·efused to fall 10 the 2% target. 

'The Bank of England (and the governrnent) stiU hope to achieve the 2 % target. 
believing that low,er oH and im.port prices will do the trick. How1ever, critics say that 
the n1ethods u sed to try to reduce the inflation rate to 2% lack criedibiHty and that 
the Bank of England has ·shot its bolt\ I shall explore this issue in Chapter 23 which 
Unks the control of inflation to monetary policy. 

Comparing the rates of Inflation for goods 
and serv1ce1s 
Figure 21.2 shows the rates of inflation for goods and services in the UK fron1 1997 

untH the endl of 2011. The graph divides into two distinct periods. In the earUer 
years1 the inflation rate for S1ervices was significanlly higher than the jnflation rate 
for goods. From early 1999 until the end of 2005, goods 1experienced price deflat ion 
while the rate of inflation for services wa posit ive - as it has always been, at least 
in living mem1ory. 
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There is a sin1ple explanation for this. Most though not aB; goods produced in the 
UK con1pete with in1ports> and in1ported 111anufactured goods are 1ncreasingly 
n1ade ill Ch ]na. In the 1990s and early 2000s falli.ng prices of in1ported 
manufactured goods and co1nmodittes brought down the rate of inflation for 
goods in the UK. 
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• gure 21.2 The rates 
of inflation for goods and 
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:EXAM TIP 

Don't confuse the 
causes of inflation with 
the effects of ~ nflation. 

·-

~~!:i 
f I I 

Unlike goods, n1any1 though not an, services do not have to co1npete with ilnports. 
Services such as hair cuts,, car servicing and restaurant meals are sold in the 
'sheltered\ or non-internationaHy tTaded, econo1ny. By contrast, goods such as cars 
and food are generally sold in the open> or internationaHy traded, econon1y. Srervice 

provision also tends to be labour intensive and thus less able to benefit fron1 the 
productivity increases which Jieduce costs in the manufacturing industry~ Note also 
that,. with .increasing real incomes, people tend to spend n1ore of their inco1nes on 
servic,es and a smaller proportion ,on 1nanufactured goods. 

S1nce 2005,, as noted earlier . the prices of n1any goodsi especially co1nn1odities and 
sources of energy such as wheat copper and oit have risen rapidly. Rising goods and 
services prices he]p to explain why overall inflation remains above the govrernment "s 
2% target. 

he causes of lnflati1on 
There are two basic causes of inflati.on: excess aggregate den1and in the 

econon1y, and a general rise in costs of production~ The former gives rise t10 
demand-pull inflation (or demand inflation),, while tl1e latter is calJed cost-push 
lnf.latjon (or cost .inflation}. 

As tl1e na1nes iluply. de111and-puH inflation ]ocates th,e cause of inflation in 
the de1nand side of the econolt1Y, whereas cost-push inflation has supply-side 
causes. 
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Dema1nd-pull inflation KEY TERM 
n ,emand-puJI infla tion is caused by an increase in aggregate 
den1.and. FoHowing the shift of the aggregatie den1and curve to the 
right, the price level has 'to rise to persuade fir1ns to produce n1ore 
o,utput to meet the extra de1nand .. 

demand-pull inflation: a rising1 

price level caused by an increase in 
aggregate, demand, shown by a shift 
of the AD curve to the right 

Demand inflation also occurs when the econo1ny is on its production 
possibility frontier (and a]so producing at a point on the vertical 
LR'AS curve). In this .situation, an increase in aggregate den1.and creates excess 
den1and that cannot be 111et in the shoti run by an increase in output (except through 
a ien1pi0rary increase in output above the potential level of output). Excess aggregate 
demand puHs up the price Jevet 

EXA,M 'TIP 

lnvestrnent spending and government spendingi on capital ,goods shift the LRAS curve 

to the right. In the· fong run, a shift of the LRAS curve to the right can offset demand-puU 
i nffationary pressures. 

The equation su1nn1a.rising the, differ,ent ele1nents of aggregate de1nand is:: 

AD = C+l+G+(X- M) 

An increase in any of the c,01nponents o,f aggregate de1nand,, 1CJ I G 01r (X - Af)j can 
lead to demand-pull inflation. lncr·eases in consumption spending (C) by households 
or current gov1ern1nent spending fG) on public sector pay and we] fa re benefits are 
particularly Ukely to pull up the price level. 

Using AD/AS diagrams to Hlustr.ate demand-pulll infllation 
Agg1·egate den1and/aggregate supply (AD/AS) diagran1s can illustrate the n1ain features 
0 1f den1andMpull and cost~push inflation. Figure 21. 3 illustrates den1and-puU inflation~ 

p 
i 

0 

SRAS 

LRAS 

Y1 Yre Real national 
output 

Fig re 21 3 Demand-pull inflation 
illustrated by an AD/AS diagram 

The figu e assu111es that lnacroeconotnic equiUbriun1 is initia]ly at point X~ The AD 
curve is in the position AD1

1;. real output is at level y1 a.nd the price level is P1. Given 
tlTis initial situation any event that shifts the AD curve to the right - for exan1ple, to 
AD2 - causes the price level to rise in this case to P2• In this example, real inco1ne 
in.c1ieases to its full-employment level at YFE· At 1he price level P1, the economy 1s firms 

Unit 2 The national economy 



are only prepared to produce an output of y1. This 1nean .. thal a higher price level is 
needed to create the conditions in which fh ms increase output fron1 y1 to Y'FE· 

EXA.M TlllP 

As Chapter 19 explains. an economy may be able to produce temporarily above its production 
potential and to the right of the LRAS curve, but this level of output cannot be sustained. 

Figure 21.3 shows an econon1y 1nitia1ly close tofu]] 1employment, and eventually at fuU 
e1nployrnent, once the AD curve has shifted right to AD2~ FoHowing the increase in 
aggregate demand, macroeconorn[c equilibTium is a.t point Z,. with th.,e econon1y also 
on its long-run aggregate supply (LRAS) curve* This 1n ,eans the economy is producing 
at fuU capacity,, so any further shift of aggregate demand to the tight would resu]t solely 
in demand-pull inflation:, with no [ncrease jn real output (except on a te,1npora1y basis),. 

Contrast this outcon1ie with what wou]d happen h.ad tl1e AD curve initially been 
located substantially to the left oi AD1, with the economy in deep rec,ession, suffering 
de1nand-defici1ent or cyclica] une1nployn1enL In this situation. a shift of aggregate 
de1nand to the right would {ncrease output and emplo1y1nent; but with relatively little 
effect on inflation. Arguab]y, tl1e adv1ers1e ef feet of a rising price level w,ould be less 
s(gn:ificanl than tbe boost to output and en1p[oym1ent brought about by an increase 
in aggregate d1e1nand. However, a.s the, incr1easing s]ope of the SR'.AS curve suggests,, 
as the AD1 curve shifts right and Inoves closer to the LR'AS curve increasingly, the 
reflation of real output (and employ1nent) gives way to demand-pu n inflation. 

onetarist and Keyne ian demand-pull inflation 
The monetarist theory of inflatiron 
In the late 1970s and 1he early 1980s., a group of generally pro-free-market economists became known as monetarists. 

Monetarists argue that infllation is. caused by excess demand pulling up the price ~evel, but they go one stage, further 
by arguing that excess, aggrega1e demand for output is caused by a prior increase in the money supply. To quote the 
leading monetarist economist Mil:ton Friedman. many monetarists be11ieve that minflation is always and 1everywhere a 
monetary phenomenon' . 

The oldest1heoryof inflation. the quantitytheory of money, lies at the heart of the monetarist theory of in1Jlation. Accordiing 
to the quantity theory, the government creates or oondones an expanston of the mon,ey supply ,greater than the increase 

in real national output As a r,esult, households and firms hold excess money balanoes w hich, when spent~ puU up the 
price level - given the assumption that real output does not expand in line with the increase in spending power. 

The Ke,ynes.ian dem1and-pull the,ory of infllation 
The quantity theory of money and the Keynesian demand-pull theory arre both demand theories of inflation, which locate 
the, cause of inflation in excess demand for goods and services. The difference between 'the two li1es in the underlying 
cause of aggregate demand increasing. Monetarists locate the cause in e*cess growth of 1he money supply. Keynes;ans 
locate ~he jengine of inflatton1

• firmly in the real economy, in behaviouraf factors that cause the planned expendirure of 
economic agents (households. firms, ihe government and the overseas sectors} 1o exceed the quantity of ,output which 
the, economy was capable oi producing1. 

- --
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How,everJ the two demand-pull theories may not be as different as they appear at first sight. In both theories! the ultimate 
cause of inflation may.lie with the government. In the monetarist t heory, financing the government1s budget deficit causes 

monetary expanston which triggers, and then sustains, demand-pull inflation. In the Keynesian theory. a budget deficit 

is increasingly viewed as the most important single cause ,of excess demand. 

Cost-push Inflation 
During the Keynesian era in the 1960s and 1970s, the rate· of inflation 
increased even when there was no evidence of excess de1nand in 
the economy. This led to the dev1elopm,ent of the cost-pu b H1 ory 
of in . .Hatio11. 1Cost theories of inflation ]ocate the cause of jnflaHon in 
structu ral and institutional conditions on the supply side of the econon1y) 
particularly in the labow· ]narket and the wage-bargaining process. 

C,auses 0 1f 1cost-puslh inflatio1n 

KEYTER·M 

cost-push theory of inflation: 
a rising pdce !evei is ea.used by an 
incr1ease in the costs of production, 
shown by a shift of the SRAS 
curve to the left. 

Cost-push theories generally .argue that the growth of 1nonopoly power in the 
economy's labour market and in its markets fo1r goods a.nd services is re·sponsib]e 
for in fla tion. In labour markets grow1ng trade un ion strength in the Keynesian era 
enabled trade unions to barga in for n1oney-wage incr1eases in e~cess of any rise in 
labour productivity. MonopoJy firms were prepared to pay these wage increases; 
partly because of th e costs of disrupting product]on, and partly because they 
beHeved that they cou ld pass on the increasing costs as price rises when they sold 
output in the markets for their goods. 

Usin 1g AD/AS diagrams to ilUust rate cost-push i'nf lation 
The AD/AS diagram in Figure 21M4 illustrates cost-push inflation. Once again (as is the 
case in Figure 2143, which illustrates dernand-puU inflation), 1nacroeconomic equiUbriu1n 
is a t point X, with real output and the price level respectively at y1 and P 1~ In this case, the 
money costs of production that fir ms incur when they produce output rise: for example, 
because money wages or the price of lmport1ed raw 1natenals increase. The increase [n 
production costs causes the SRAS curve to hift left and up from SRAS1 to SRAS2. 

Price 
lewl 

0 

LRAS 

An inward shift of 
short-run ag1gregate 
supply, e.g. 1caused 
by a ris1e in crude oi I 
prices or an increase 
in u·nit wage costs 

AD 

Real national 
output 

Figure 21 . Cost-push inflation 

ii I ustraterl on an ADMS diagram 

As a result of the shift of the SRA.S curve tei the left, the price l1evel increases to P2, but 
higher production costs have redluced the ,equil ibrium level of output that fir1ns are 
willing to produce to y2 . The new n1a.cr oecon omic equiHbriu1T1 is at poi.nt Z. 
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CASE STUDY 21.13, 

Cost-push inflation and the dang,er of 'sta1gflation' 
An increase in business costs, ·wh[cb leads to the shift of the SRAS curv1e to the· left 
and the consequent increas1e .in the price leve], a]so caus,es the level of rea] output 
to faU , or at least for its rate of growth t10 slow down. In the 1970s,, when cost­
push jnflation was ran1pant in the UK~ the combination of rising prices and falling 
output becan1e known as '"sta.gHation~ or ~s]u1npflation~. Stagflation was one of the 
factors that led t,o free-inarket policies replacing the Keynesian policies of demand 
manage1nent and intervention in markets. 

ln the2008 recessionJ stagflation returned to haunt the UK econo1ny andlits p0Hcy-n1akers. 

In 2003, the gov1ernor of the Bank of England had coined the tenu ~NlCE-ness' to 
describe tl1e benign years of continullng economic growth) falling une1nploy1nenc 
and low inflation that benefited the UK. during n1ost of the 1990s and the early 2000s. 

(T]1e acronym 'NICE~ stands for non-inflati.onary,. consistently expansiona1·y.} 

As the first decade of the twenty-first century reached its end, economists wo:rried 
that 'NICE-ness~ had given way to the ' VILE~ decade~ nan1ely. 'vo]ati1e inflation less 
expansjonary·~ 

What does he future ho d? 
The rapid growth o,f India and China is having a major 
impact on the UK economy. In the past goods made 
in China helped to keep UK infla~ion down. We have 
been able to buy cheap household goods and other 
manufactured products at far lower pdoes than if they had 
been produced in the Western economies. 

1

But now that 
has aU changed. TI-1e spectacular growth of the emerging 

markets of the world is putting exoessiv.e demands on 0U1 

and ,gas reserves as well as on most other commodities. 
This is having a dtrect knock-on effect on the prices of 

F0:ll1i0w-u p questiions 

almost everything we buy in our supermarkets. We are 
now in a permanent state oi high o,il and energy prices. 

The Western world has had rt very good up to now. 
The economic 1growth of the UK~ Europe and the USA 
has been underwritten by cheap energy, commodljty and 
food prices. But the 1globaJ economy has now entered e 
perfect s1:orm' where the 1growth of U,e emerging mar~ts~ 

climate change, population increases and the peaking1 
of oil producti'on at~ forc1ng us to have a serious rethink 
a bout the futur,e. 

1 Expl:ain two reasons why events in the global economy have partially caused the stagflation that the UK has recently 

experienced. 
2 Expla in how cost-push inflation contributes to stagflation. 
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he bene~ts and costs of Inflation 
Inflation can have serious adverse effects or costs,, and 
the seriousness of the adverse effects depends on whether 
inflation is anticipated or unanticipated_ If inflation could 
be anticipated with con-iple·t,e certainty it would pose few 
problems. Households and firms would sin1phy buUd Che 
expected rate of inflation into their 1economic decisions, 
which would not be distorted by wrong guesses. 

EXAM TIP 

You should discuss the 
benelits and costs of 
infla1ion when expl'aining 
the effects of inflation on 
the economy. 
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Price stability and inflation 

When inflation is relatively low; with Httle variation fi-on1 year to year, it is relatively 
easy to anticipate next year's inflation rate~ Indeed] creeping inflation.,, which i.s 
associated with growing n1arkets~ healthy profits and a genera] c ]iJna.te of business 
optimismJ ~greases the wheels' of the econo]ny. V[ew,ed in this way, a low rate of 
inflation - and not absolute price stability or zero inflation - may be a necessary 
sid,e-ef feet or cost of expansionary policies to reduce unemp]oyn1ent. 

However soine free-1narket economists argue that inflation acts Uke 'sand in the 
wheels' of the econorny> 1naking it less efficient and con1petitive .. If the ~sand-in­
the-wheels~ effect is stronger than the ~greasing-the-wheels 1 effect the costs or 
disadvantages of inflat1on exceed the bene:fits or advantages. 

A low but stable inflation Jate may also be n iecessary to 1nake labour 1narkets 
function efficiently~ Even if average real wag1e rates are ris[ng, there will be son1e 

labour 1narkets in which real wages n1ust fa ll in order to maintain a low rate of 
unempioyn1ent When prices are coJnplietely stable (i.e~ when Lbe inflation rate is 
zero),, to cut real wag1e rates:. nominal wag1e rates have to fall. To s.ave jobs:, workers 
may be willing to accept falling real 1>.rages caused by money-wage rates rising at a 
slower rate than inflation. However, workers are tnuch less wiHing to accept cuts in 
money-wage rates. Thus, with zero inflation, the changes required in relative real­
wage rates, which are needed to make labour markets function efficiently,. fail to take 
place. Labour n1,arkets function best when inflation is low but stable. By contrast, 
absolut1e price stability produces wage stickiness,. which results in unnec,essarily 
high unem.ployn1ent. 

Some of the costs or disadvantages of inflation are: 
• ·oistrjbutional effects .. Weaker socia] groups in society,. Hving on fix,ed incon1es 

lose,, while those in strong bargaining positions gain. Also, with rapid inflation 
real rates of inte,r,est may be negat ive. In th1s situation, lendeis are realJy paying 
borrowers for the dou btfuJ privilege of l1ending to them~ and innat ion acts as a 
hidden tax, redistributing inco1ne and wealth fro1n lenders to borrowers_ 

• Distortion of normal economic behaviour. Inflation can distort consu111er 
bel1aviour by causjng households to bring forward purchases and hoard goods 
if they expect the rate of inflation to accelerate. Similarly, firms 1nay divert funds 
out of productive investn1ent in fixed investn1ent projects into unproductive 
commodity hoarding and speculation. Pe,ople are affected by blflationary noise .. 
This occurs when changes jn relative prices fi. e. a ris1e or fall ln the prlce, of one 
good) is confus1ed. with a change in the general price level or infl.artion. 

• .Breakdown in the fw1ctions of mo11ey. In a severe inflationJ 1noney becomes 
less useful and efficient as a 1nediunrJ. of exchange and store of value. In the n1ost 
extre1ne for1n of inf1ation a hyperinflation in which the rat 1e of inflati.on acce.lerates 
to a min[mu1n of several hundred per f.:rent a year, less efficient barter replaces 
money and imposes extra costs on most transactions. 

• .h1tern.ational u11,competitiveness. When inflaHon is higher than in con1petitor 
countries exports increase in price,. putting pressure on a fixed exchange rate. 
With .a floating exchange rate] the exchange rate faUs to r 1estore competitiveness~ 
but rising iinport prices may fuel a further bout of infladon. 

Unit 2 The national economy 
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• Sl1oe leather a11d me11u costs .. 1Consumers incur shoe leather costsJ spending titne 
and effort shopping, around and checking which prices have or have not risen. By 
contrast 1nenu costs are incurred by firn1s having to adjust price lists 1nore often. 

Should a gove nment aim for c,omplete pri1ce 
stablt ty or for a low rate of n~atlon? 
Achieving a con1pletely stable price level nd controUtng inflation are not necessarily the 
same thing. A cotnplet,ely stable price level means that the percentage rat,e of inflation 
n1ust be zero. By contrast controlljng the rate of jnflation usually n'leans achieving a 
rate of 2% in the UK. The r,eason why the UI{ governn11ent ain1s to achieve a low, but 
not a zeroj rate of inflation is the greasing-the-wheels argument which was explained 
earlier. A ]ow but stable rate of inflation may be nec,essary for tllarkets to function 
propierly. ]t is a lso possible that zero inflation n1ay sUp quickly into deflaUon: tha.t is a 
falling price level. However, when prices are falling and people beUeve to1norrow to be 
a bett,er day than today for spending, falling aggregate de1nand may lead to re·cession. 

EXAM T!IP 

Students often wrongly assume that controlling inflation and achieving complete price 
s tab111ty always m,ean the same thing. 

Why it ·s important to d agnose correctly the 
causes of inflation 
Just as a governnnent 111ust correctly diagnose the cause or causes of unemployment 
when in1plement:ing poHcies to reduce the ]evel of unemploy[nent~ so H (and its central 
bank) must first determine v,.rbether inflation is causedl by excess demand or by cost­
push factors when deciding on the appropriat,e policies to reduce or contro] inflation. 

The Bartl{ of England has tended to asswne that UI< inflation has been caused by excess 
aggregate den1and. The increase in aggregate de1nand that occurred in the 1990s and 
early 2000s was accon1panied by an absence of cost-push inflaUonary pressure. This 
\Nas partly due to the success of the supply-side policies implen1ented in U1e 1980s 
and 1990s. These poUcies improved labour n1arket flexibiHty: for exarr1pl1e,, through 
attacking the pow·er of trade unions. The econo1ny aJso benefited from the benign effect 
of globaHsation, which at the tin1e reduced the prjces of ilnported 111.anufactured goods. 

As long as the assuR1ptio11 holds that inflation i.s caused prhnariJy by excess 
aggr1egate den1and raising or l,owering interest r tes (i.e. mo11etary policy) remains 
an appropriate policy for controlling inflation. The fact that interest rate policy kept 
the rate of inflation with.in the governmenes target range in v irtuaHy 1e·very month 
between 1997 and 2007 gave further support to the view that UK inHation had been 
primarily of the de1nand-pull kind. 

Ho,wev1erj cost-push [nDationary pressures hav,e now becon1,e much more significant, 
particularly thos,e stemming from thie increasied prices of imported energy and 
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co1nmodities such as copper. In this situatjon, raising inter,est Tates io reduce 
aggJ[·egate dernand can be an ineffective policy for tackling cost-push inflation,, 
unless it is argued that the econon1y should suffer a severe recession in order to 
r,educe the demand fair imported oil, gas and industrial raw n1aterials. If this view 
is correct, UK governn1rents now have to face up to the fact that they lack the tools> 
apart from interest rates (and ot)1er monetary instruments which are d[.scussed in 
Chapter 23), for controlling the rate of inflation. 

EXTEN.SION MATER1IAL 

Inflationary expectations and the psychology of inflation 
I nftationary expectations 

Chapter 2·1 

lrt: is now widely acoepted by economists that people's 1expectations of future inflation can affect ihe current ralte of 

inflation., A!ong: with the quantity theory of money., expectations of i/uture inflation are an important part o·f the monetarist 
theory of inflation. The leading monetadst Milton Friedman was one of the first economists to draw attentron to the ro'fe 

of expectations in 1he inflationary process. 

Theories of expectation formation are complicated. However, the oer,tral idea is simple: if people eXpect that the rate 
of infl'ation next year is going to be, high~ ihey wi ll behave in an inflationary way now·. and their behaviour will deltver 

hi,gh inflation next year. Trade un•ons and workers bargain for higher wages. and their employers then raise prices, in 
anticipation of tomorrow's higher ,eXpected inflaUon rate. Workers and firms try 1o 'get the.ir retaJiation in first', to avoid 

being I eft bet, ind When the inflation rate they are expecting eventually ·materialises. 

Likewise, when people expect the inflation rate to fall 1 they behave 
in a way that enabres low inflation to be achieved. Govem1ments 

therefor"S try to 'talk down' the rate of inflation by convincing people 
that government policies are credible and that the ,government (and 

its central bank} know how to reduce inflation. The UK government ·s 
decision to make the Bank of Engl,and operationaHy independent in 

1997 was part of an attempt to convince people (and financfial markets) 

of the, orredibillty of government policies and of its determinatron to 
keep the rate of inflatlon low. More recentlyi how.eve~, the on-go1ng 

failure to hirt the 2% target has eroded this credibility. 

The psycholo1Q'Y of infJation 
One of the factors that has made inflatton difficult to control in the 
UK has, been 1he existence, buift up over decades. of an inflation 

psychology•. Over 1h e years, many groups in Briti'sh society. including 
house owners, wage earners in strong bargaining positions, and 
also governments,, have done extremely well out of inflatton. Home 

owners w~~ larg1e mortgagesl and also 1he government have a 
vested interes,t in allowing inflation to conbnue in order to reduce Homeowners expect to do well out of inflation 

the real valrue of thek aocumulated debt Ondeed~ hom1e owners do1 ,even better when house, price ~nflatron exceeds 

the genera~ rate of inUat1on. In this situation1 the real value of houses increases whrne the real value of mortgages faHs.) 
Between 1997 and 2007, UK 1governm,ents successfully cut through much of this inflation psychofogy by oonvincing, 
people that inflation would remain fow and around the target inflation rate of 2%. Because of this beni1gn effect on 

people's behaviour and their expectations, it became muoh easier to control infla1ion. However, even in these years; 

some economists, argued that circumstances could change quickty for the worse, and that inflationary dangers should 
be regarded as dor.mant rather than dead. Since 2008, inflation has indeed raised its ugly head once again. 

Unit 2 The national economy 



Inflation is a con1inujng or persis·tent rise in the average price ~,evel. 

In the UK, the r,etail prices index (RPI) and the consumer prtces index (CPI) are used for 

measuring inflation. 
The CPI is now used for the indexation of ·welfare benefits, as well as for setting the inflation 

rate target. 
It 1s useful to d istinguish between the rates of inflation for servioes and for goods. 
It ·is important to dist~nguish between demand-pull and cost-push inflation. 
Demand-pull inflation results from the fact that, when aggregate demand increases, firms 
ar,e only prepared to produce and supply more output if prices increase. 

Cost-push inflation results f rom higher c-osts of production experienced by businesses .. 
Demand-pull inflation and cost-push inflation can both be illustrated on AD/AS d1agrams. 

Whether the benefits of inflation exceed the costs of infla1ion depends on the ra1e of inflation~ 
its stabillity and whether the rate of inflatbn c-an be anticipated correcttry. 

It is important to diagnose correctly the cause'(s) of inflation when selecting po,lioies to 
reduce 1he rate of inflation. 

Exam-style questions 

1 Explain the difference between denation and disinffation. (12 marks) 

2 With the help of an ADi4S diagram, explain the difference between demand-pull and cost-push inflation. (12 marks) 

3 Do you agree that the UK government should aim for a low and stable rate of inflation rather than 
for a completely stable price leve!? Jus1ify your answer. (25 marks} 

4 Assess whether the oosts of inflation exoeed any benefits.. (25 marks} 

- - -
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Whenever international trade takes place between countries! payment must eventuarly 
be made in a currency acceptable to 1Jhe country from w hic t1 the goods and seruices 

have been purchased. The balance of payrnents is the part of the national accounts 
which attempts to measure all the currency fbvvs into and out of 1he economy within a 
particu1ar month1J quarter or year. However, the balance of payments 1s only an estimate 
of the currency 1bws. Acilv ities such as smugglling and money laundering mean that the 
balance of payments accounts are never compjete ly accurate. 

~······· •.•....... ········~·············~········ ············· . ~··········································· 

This chapter will:: 
adv1ise on w h a1 you need to know about the current accoun1 of the balance of pa.ymen1s 

explain the main irtems in the current account exports and imports 

desoribe how ,investment income provides a link between capital fbws and the current 
account 

app!y AD/AS analysis 10 the current aooount 
consider whether current account deficits and surpluses pose problems for countries 

The current account of the balance of payments 
and capital flows 

KEYTER,M 

Chapter 22 

The balance of payn1en ts accounts are the official record published by 
the governrnent of an the currency Hows into a.nd out of the country~ 
'There are two n1ain pa rts to the balance of payn1ents: the current 
ac ount and capital flows. The current account, which jncludes 
exports and iin ports is so called because it rne,a sures income generated 
in the current tin1e period flowing into and out of t hie econon1y. 

c rrent a cco nt: the part of the 
balance of payments measuring 
payments for exports and imports, 
inves1ment income and transfers. 

EXA,M TIP 

While you are not expected to have a detaited knowledge of the construction of the current 
account of the balance of payments accounts, you must display basic knowledge,, 

By contrast~ capital flows occur when r,esidents of one country acquire capital assets 
such as factories, shopping n1aHs, and prop,erty such as offi ce blocks located in other 
countries. For exa mple , Sir Ph.ilip Greene ·s Arcadia 1Group has recently invested in 
Topshop a nd Topn1an stores 1n t11e USA. The payn1ents rnad1e when purchasing US 
s tores were a capita l outfl ow. By contrast, the pay111ents made severa] years ago by 
'Toyota when building ca r plants in D1erbysh ire ·w er1e a capital inflow fi om Japan to 
the UK. Arca diaJs inv,est111ent is a n exa111pl1e of outward lnvestn1e11t fron1 the UK. 

Toyota:,s invesnnent i an exan1ple of foreign direct inv,e tme11t (FDIJ into the UK. 

Unit 2 The national economy 



- - ~ 

,, 256 
' . 
. . 
----

Wha you need to know about the be ance of 
payments 
The Unit 2 examination does not require knowledge of capital Hows:,, which aJe an A2 
topic. Knowledge is, however> required of the different iterns in the current account 
of the balance of payments especially exports and imports~ In addition, there are 
two specification topics for which son1e knuwledge of capital flow·s is usef uL T'he 
first is a non-trade it,em [n the current account labeHed 'income~ with 'investn1ent 
inco,me 1 its 1nain coinponenL 

EXAM TIP 

Although examination questions will ,only be set on the current account of the balance 

of payments some knowledge of capital flows is useful: for examp!e! knowledge o,f how 
capital flows affect the exchange rate and monetary policy. 

The second topic is n1onetary policy. Some knowledge of capital :nows helps when 
developing an understanding of the Jink between interest rates (the 111ain n1onetary 
policy instrument) and the exchange rate·; which in the UK is the price at ,.vhich the 
pound exchanges for other currencies such as the dollar and the ,euro. 

Exports and imports ,and the current account 
The, main ite]ns in the current account that 
generate currency flows between countries 
are exports and import ~ Exports occur when 
people living in the rest of the world buy goods 
and services produc,ed in the UK. o ,ve·rseas 
residents buy pounds in order to fina nee the 
purchase of UK exports. Currency news into 
the UK in pay1nent for the goods and services 
that ,are flowing out. 

In the case of impo1ts> both the trade and 

KEY TERMS, 

export:- a domestically produced 
good or service sold to residents 
of other countries. 

import: a good or service 
produced in another country and 
sold to residents of this country. 

currency flows are reversed. U.K residents sell pounds and buy foreign currencies 
[n order to finance the purchase of goods and services that other countries produce4 
Goods and services flow into the UI(, while currency now·s out to pay for thie imports. 

Non-trade Items In he current account 
Exports and iuiporcs generate trade-related currency flows. There are also two 
significant non-trade items in the current account. These are investm nl incom 
(which has already b ,een n1entioned) and transfers. 
---

EXAM TIIP 
- -

Data-response questions may indude data on income and transfers. and knowledge of 
these non-trade items may be tested in objective test quest~ons. 
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KEY TERMS 'To explain investn1ent [ncome (which is the major part of the item 
· jncome 1

• 111 the current account), I will return to the earUer 1exa111pl,e 
of Arcadia investing in US clothing stores. Since .Arcadia is a business 
and 111ot a charity, its main aim is to 1nake a profit. The outward flow 
of capital that occur.red when Arcadia expanded overseas generates 
profit, which flows back each year to Arcadia and its parient con1pany, 
which is also owned by Sir Philip 1Greene+ Greene benefits fron1 the 
inward flow of profit. Provided the US clothing stores continue to b1e 
successful.,, profit flows each year fron1 Aicadia"s subsidi,ary business 
in the USA to the companyts UK headquart1ers. This profit contributes 
to UK investment inco1ne (a current account item), whereas the 
invesonent that created the abUity to n1ake the profit in the USA was 
a capital outflow in the years in which the invest111ent took place. 

investment income: profit and 
interest inoome flo,wing into a 

country that is generated from 
assets that re-sidents of the country 
own abroad. 

transfers: payments flo\Ning 

between countries in forms such 
as foreign aid~ grants and gifts. 

Interest payn1ents flowing between countrles ar1e another form of investment 

incon1e. For exa1nple1 UI( residents depositing money in offshore bank deposits in 
oth1er countries (a capital ou,tflaw) receive interest paym1ents {an investment incon1e 
inflow) in subsequent years. At the same time]I profit andl interest payments flow in 
the opposite direction out of the UI< to the ov,ers,eas owners of physical and financial 
assets located in tJ1e UK. The outward incon1e now includes profits paid to Japanese 
and US mult inational con1panies op1erating in the UK and interest pay1nents to 
overseas owners of deposits jn UK banks. Ne·t h1vestment incorne is the difference 
between these inward and outward profit flows. 

Transfers forn1 the second non-trade, item in the ha ]a nee of payn1ents on current account. 
Exan1ples of outward transfers fro1n the UK include Brft ish aid donated to developing 
countries> Britain's contTibution to the European Union budget, and inco1ne sent 
ovierseas by migrant workers to the1r fanrllies living in the, countries of origin such as 
Poland and Bangladesh. An in·ward transfer would be n1oney paid by rich AI11erican 
parents to1 support the lifestyle of their ch]ldren studying at Br1 tish universiUes. 
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The '"mportance of the curren account 
The current account is usually regarded as 

the n1ost important part of th e balance of 
payn1ents because it reflects the ieconon1y's 
international con1petitiveness and the iext1ent 
to which the country is living withi.n its 
rneans. If the currency outflows in the cu.rrent: 
account exceed the currency inf!owsi there is 
a curre11t account de ·cit. If Jiece·ipts exceed 
paynt1ents~ there· is a current account surplus. 

KEYTE:RMS · 

Many people think that a current account 
deficit is bad for the country, whereas a 
surplus is a source of national pride .. WhHe 
tber·e is a lo t of tru th in this view, t bere are 
circun1stances in which a d,eficH can be 
good for the econo1ny and a surplus bad. 
Arguments for and against current account 
deficits and suYplus,es will be explained later 
in the chapter. 

The ba _ance of trade In goods 

balance of trade in goods: 
the part of the current account 
m,easuring payments for exports 
and imports of goods. It is 
sometimes called 1he 'balance of 
visible t rade'. 

current account deficit: occurs 
when currency outflows in the 
current acoount exceed currency 

inflows. It is often short~ned to 
1exports less than imports (X < M)'. 

current account surplus: occurs 
when currency inflows in the current 

account exoeed currency outflows. 
It is often shortened 10 'exports 
exceeding imports (X > Mi . 

The UK)s b I I ce of trade in ood for 2011 is sllown in Table 22.lJ a long ·with 
the other ite,1ns in the UK ~s balance o.f paym1ents on cu rrent account. A plus sign 
( +) indicates a credH item (currency flowin g into t he UK), and ,a n1jnus sign (- ) 
indicates a debit item (currency flowing, ou t of the UK) . The ba lance of trade in goods 
is sometin1es called the balance ,of visible trade, and the balance of trade in services 
is part of the balanoe of invisible trade. 

EXAM Tll1P 

You must avoid confusing the ba~anoe of trade in goods with the whole of the current 
account, and the current account with the balance of payments as a whole. 

Table 22. Th,e UK balance of payments on current account, 2011 (£ billions) 

The current account (mostly trade flaws) 

Balance of trade in goods -100.343 

Balance of trade in services +76.380 

Net income ·flows +17."1'33 

Net current transfers -22.216 

Balance of payments 0111 the current account - 29.04 16 

Soorce: 2012 Pilk Book, ONS 
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'The balance of trade in goods shovJs the extent to whjch the value of exports of 
goods exce1eds the value of imports, and vice versa. Table 22.1 does not indicate the 
absolute levels of exports and ilnports, \Vhich were respe·cUvely .£29'8.987 biUion 
and £399. 33 O bUHon in 2011 ~ The balance of trade in goods was ther,efor,e in deficit 
to th1e tune of £i00.343 biHion. This figure is shown in the top row of Table 22.1. 

The balance of trade in goods can also be disaggregated (broken up) into different 
for1ns of trade in goods:, such as the balances of trade jn 1nanufactu1·ed goods 
and non-manufactured goods. So111e of the different ways of disaggregat ing the 
balance, of trade in goods on this basis are sl1own in Table 22. 2~ 

Tab I e 22.2 Selected items from the UK balance of trade in goods, 2011 (£ bill,ions) 

Balance of trade in food , drinks and tobacco - 17.·9171 -- I 

Balance of trade in raw materials -2.'911 
I 

Balance of trade in oi I -11.4912 
: 

Balance of trade in 1manufactured goods - 50.455 

Balance of trade in automobi r es - 1.041 

Balance of trade in al I goods - 100.343 

Source: 2012 Pink Book, ONS 

Make sure you have some knowledge of the balances of trade in items such as 
manufactured goods, oil and automobHes, which may appear in a data- riesponse question. 

Table 22.2 shows that the UK is a net impot1er of prhna1y products (food! and raw 
mater1als)~, and had also by 2011 becon1e a large net in1porter of oH. Up until 2.005, the, UK 

enjoyed a balance of trade surplus in on, as a result of the developn1ent of the North Sea 
oil and gas fie]ds in the 1970s and 1980s. Howe,rer, depletion of these fields m 1eans that the 
UK now ilnports much of the energy it uses, including coal and natural gas as ·wen as oiL 

The balance of pay1nents d,eficit in manufactured goods is signj fie ant. Apart fro[n 
the periods during and im.n1ediately foUowing the First a nd Second World Wars 
for over 200 years Britain was a net exporter of inanuf actured goods~ In the mid­
ninete,enth century,, Britain was the tworkshop of 1he world'. 

This has now changed. In the early 1980sj the UK becan1e a net in1porter of 
1nanufactured goods. The manufactured goods deficit is now hugeJi l'efiecting loss of 
con1petHiveness, the resulting deindustriaHsation of the UK and the fact that n1ost 
manufactured goods ar 1e now produced in the newJy industrialised countries r[NICs) 

of Asia and particularly China. 

The baJance of trade in uto1nobiles, shown in Table 22 .. 2, is a partial exception to the 
decUne of manufactured exports and th·e gro·wth of manufactured imp arts. As Case 
Study 22 .1 indicates the trade bala. nee for auton1obiles n1oved toward s u rph1s in 
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CASE STUDY 22:.1 
- --

,, 

I 2012 the UK became a net exporter of cars once again 
Rtsing exports to new markets such as Russia and China 

will i ncr:ease the number of cars built f n British factories 
in 2012 by 9%. The Society of Motor 1Manufacturers and 
Traders (SMMl) predicts that UK car manufacturing will 
continue to rise, at 1he same rate for at least the next 4 years. 

Bghi out of ten cars currently built in the UK end up on 
foreign roads. British-made cars are now ·so1d in more than 
1,70 countries. And for the first time for many years. the UK 
rs making more money from exporting cars than it spends 
on importing ttiem. Jaguar Land Rover recorded its highest 

ever annual sales in 2012 with a 76% growth in China. 

FoU1ow- up questions 

Dr Peter WeHs of Cardiff University says: ·overall, 

we~re doing fantasticaUy well at a bleak t ime for car 
manufacturing around the world. Prestige brands such 
as Jaguar seem to have oome through bette·r than 
we expected, while other companies have sought out 
new markets .. In the M iddle East and Africa, there's an 

appreciation of Bri1bsh culture and heritage·. On its own, 
Brit ish-ness is not enough to sell cars but underpinned by 
quality and performance it gives us an ,edge. In China and 

Russia there are individuals with siginificant wealth who 
want British-made cars.j 

1 1The r:ecent success of 1he UK car industry reflects increased price and quality competitiveness.' Explain this 

statement. 
2 How might the UK's membership of the Eu~opean Uni,on have helped the growth of the British car industry? 

Tab I e 22. 3 Selected items from the UK 
balance of trade in services, 2011 (£ billions) 

Barance of trade in transport +3.1691 

2012:- des pEte being in deficit in 2011. A large 
number of cars continue to be manufactured 
[n the UK, a]beit in the Japanese-owned 
plants created by foreign direct in vestment 
in th,e late 1.980s and the l 990s. The UK 
p]ants owned by NissanJ Toyota and Honda 

are modern.- incorporating state-of-the-art 
technology, and labour productivity is h[glL 
FoBowtng the closure of MG Rover~s plants 
[n 2005 the deindustriaHsaUon of the UK 
car industry has for the 1n1oment co1n,e to an 
end. Howe·ver, ownership of Jaguar and Land 
Rover has n1oved to India, raising fears that 

production 1nay also eventually 1nove there. 

-

The ba ance of trade In 
s,ervlces 

The· declin1e of n1anufacturing and the growth 
of service industries 1nean that the UK now 
has a post-industrial and service sector 
economy. This is r 1efiected in the balance of 
trade b1 services shown in Table 22 .3. 

Barance of trade in travel -9.1942 
--- -

Bal1ance 1of trade in +1 .761 
corn munications 

- -
Ba~ance of trade in ;ns uran ce +8.013 

Batanoe 1of trade in financial +38.663 
services 

-

Ba~ance of trade in oomputer +5.174 
and information services 

Balance of trade in all services +76.380 

Source: 2012 Pili<. Book. ONS 

KEYTE::R'M 

balance of trade in services: 

the part of the current account 
m,easuring payments for exports 
and imports of services. It is 

sometimes called 1he 1balance oi 
invisible trade,~ though the two terms 
are not strictly identical. 

' 
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EXAIM TIP 

You should appreciate the significance of expo.rts of financial services to the UK 
economy. 

CASE STUDY 22.2 

Chapter 22 

The UK financial services industry 
The financial services sector ,is a significant oontri butor 
to UK income and emplo,yment. Over a milli1ion people 

sector provides essential credit and financial services to 
businesses and households. 

in B,riitain are employed in financial s,ervi,oesi of which 
two-thi1rds are based outside London. Financial 
serv~ces i,s al,so one of the largest export iindustr1e'S 
in the UK. 

The financial crisis 1hat began in the summer o-f 2007 
has, however, highlighted 1lihe need for a more resilient 
and sustainable financia~ services industry to support the 
broader economry. In addition 1o being1 an important part 
of the economy in its own right. the financial services 

FoUow-up questions 

During the period after 2000 the expansion of the 
financia~ sector was a s~gnificant influence on the growth 
rate of the economy ov,erall. But the recent growth of 
1he sector was reversed in the recessionN reducing GDP 
permanently by about 1.9o/o. The country wiU suffer a 
further loss of income as a result of the losses that 
banks have made.i gh1iing a total faU in national income 
of about 2.4o/o, and reducing g1overnment revenue by 
about 1% of GDP. 

1 Exp!ain two reasons, for the decHne of 1he UK financial services industry after 2007. 
2 1The growth of the financial services industry has led to an unba.tanoed economy: How might the UK economy be 

1rebalanced'? 

Whereas 1nost manufactured goods are inte,rnationaUy tractable. the same is 
not generally true for services such as retailing, education andl the provision of 
hea]thcare. As stated earlier services such as these are produced and consumed 
in the non-internationally tra.ded economy, or sheltered economy. However, rnany 
services which ·were previously produced with[n the UK a.r,e now being imported. 
This is an in1portant part of the globa.lisation process. 

UK companies;, which used to, produc1e services &in-llouse .. , n1ow outsource or buy in 
the services fron1 outside suppliers, often located in countries with cheap Jabour. 
UK-based companies are locating 'back-office) service activities overseas, including 
many financial and JCT-related services. Many can centres providing custotner 
services and dir,ect marketing .services have moved to India. 

NeverthelessJ, as TabJe 22 ~3 shows, the UK is still a significant net exporter of 
financial,, insurance and ICT services~ These industries illustrate the UK~s co]npetitive 
ad vantage in service sector industries,, though the pictul"e is not as rosy in industries 
such as travel and tourisn1J where Britons now spend much n1ore in other countries 
than overseas residents spend in the UK. 
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EXTENSION MATERIAL 

'Balance', quilib1rium and di,sequilibrium in the balance of 
payment 
It is important ·to avoid oonfusing1 ba·lance of payments 1equilibrium with 1he balance of payments 'balancing'. Balance of 

payments equiNbrium occurs when the current account 1more or less balances over a peri.od of years, and is perfectty 
compatible with occurrence of short··term, current ace-cunt deficits and surpluses. Fundamental disequilibrium exists 

when there is a persistent tendency for payments for imports to be significantly great1er or less than pay,ments for exports 
over a period of years. 

The baJance of payments is a balance sheet and, like al l balance sheets, must balance in 1he, sense that all items must 

sum to zero. 

In praciEce~ however~ the es1imates of the items in the balanoe of payments rnever sum1 to zero. Thi.sis. simply because 

trade tl:owsl and most of the other items in the baJance of payments! are ·inaccurately measured and recorded. For 
example, a drug dealer flying a lfght a ircraft into a remote landing strip in Essex is hardly likely to declare the value of 
the cocaine he is illegally importing. Hence. a balancing item (tabeHed as inet errors and omissions'} is included as a 

•mistakes item' to make the, balance of payments sum to zero. 

The s1atisticians who construct the UK balance of payments use a continuous revision method of measurement. When 
the estimates ot the baJance of payments for a particular year are first published soon after the, end of the year in 

question, the ballanoi ng item is usually Jarge. In this situation t the estimated figures shou Id not be trustied completely. 
However, in subsequent months and years, the balancing item usually decreases. In the light of new and previo,us~ 
unavailable information, the statisticians Wihittfe away the balancing item, alloca1ing it to one or more of the real trade, 
f nvestment incomeJ or capital flows in the balance of payments. 

- - ~ 
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Applying JI.DIAS analysis to the current account of 
'the balance o payments 
In Chapter 18 the n1eaning of aggregate de111and in the econo1ny was explained 
tog.ether wHh the aggregate demand 1equafion: AD = C' + l + G + CX - M). Chapter 
19 explained how .. in an AD/AS grapl1JI an increase· in any of the· components of 
aggregate den1a.nd (C .I, G or (X - M)) causes the a.ggreg.ate demand i(AD) curve to 
shjft rightward, leading to a new macroec 1onomjc equilibrium. 

AD(AS analysis will now be used to exp]ain how a change in net e,xportst or 
(X -M), affects the, n.aUonaJ economy. As explained earlier the current account includes 
non-trade items {incon1e and transfers) as well as exports and imp01Its. However~ for 
the rest of this siection:o :it wiU be assun1.ed that exports and in1poJ'ts ar1e the, only 
two [ten1s in the current accounts of the balance of payinents. Given this sin1plifying 
assun1ptionll there is a current account surplus when net exports are positive 
(i.e. X >· ML and a current account deficit when net exports are negative (Le .. X < M). 

Exports are an injection of spending into the circular flow of inco1ne, whereas 
h11po1·ts are a teakag1e or withdrawal of spending from the flow (ref,er to Figure 18~7 
in Chapter 18, and to the accon1panying explanation of the circular flow diagra1n). 

Suppose initially that X ~ M, which ]neans there is neither a s,urplus nor a deficit 
in the current account Note a]so that in this situation, given the assu1nption of no 
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non-trade f]ows in the current account, foreign trade injections into the circular flow 
of inco111e exactly equal Io1·eign trade w ithdrawals fro1n the flow. When. X = Ml the 
current .account has a neutral ef feet on the state of aggregate de1nand and on the 
circular flow of income. 

Howevert at the next stagej overseas den1and for British exports increases, but UK 
den1and for imports ren)ains unchanged. This rneans the-re is a. net injection of sprending 
into the circular flow of incoine. The current account mov,es into surplus, with X > M. 

In the AD/AS diagram jn Figur,e 22 .. t the increase in exports shifts the AD' curve 
to the righL What ha.ppens next in the econon1y depends on thie shape and slope of 
he SRAS curve around the initial point of n1acri0econo1nic equiHb1·iu1n. [n Figure 

22 ~l,. 1nacroecono1nic equilibrium is initially at point X, w]1ich shows the economy 
in deep recession, suffiering from defic[ient aggregate de1nand. In this sltuation, 
any event that increas,es aggregate deinand incr,eases the leve] of real output in the 
econo1ny and causes demand-deficient unemployment to fall. An increase in exports 
is just such an event shifting the AD' curve from AD1 to AD2~ This causes real output 
to rise from y1 to y2 , though at the cost of so1ne inflation, since the, price level rises 

fro1n P1 to P2. 

Price ·. 
ilevel 

0 
SRAS 

LRAS 

Y2 YFE Real national 
output 

Fi ure 22 How an 
increase i,n e,xports 

can affect the national 
economy 

FoUow jng thie rightward shift of the aggregate demand curve to AD2, macroeconomic 
equilibriun1 is now shown at point Z. As the SRAS curve becomies steeper moving 
up the curve> the diagran1 te,lls us that the n1a]n eff1ect of a further shift of the 
AD curve fron1 AD2 to AD·3 falls on the price ]evel rather than on output and 
jobs. Output increases~ from y2 to y,E,, but the price level also increases to P3. 

As fuJl en1ployn1ent approaches) export demand b ,eco1nes inflationary rather than 
reflationary~ 

Neverthel.ess, .in this situation, the growth in export de1nand eHn1inatres the den1and 
deficiency previously existent in lhe econo1ny~ The econon1y ends up on its long-run 
aggregate supply (LRAS) curve, with macroeconomic equHibriu1n at point V.. 

At point V, what happens next in the economy depends on assumptions n1ade about 
the nature of short-run and long~run aggregate supply. In F:igu],1e 22.1, when the 
economy produces on the vertica l LRAS curve any further increase "in the den1and 
for exports leads only to the price ]evel rising above P3., without any sustained 
increas1e in rea 1 output. Howev,er., there is anothe,r possibility. Foreign de1nand for 
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a country's exports 1nay be a response ·to favourable supply-side conditions in the 
don1estic econo1ny which shift the LRAS curve to the right. This means the 1econon1y 
can produce and supply 'the goods neede·d to n1eet the increase in export de]nand 
without generating inHaHon. This is the desired r,esuH ,of export-led growth. The 
German and Japanese econo111ies enjoyed export-[,ed growth fron1 the 1960s to the 
1980s ,. a.nd Chjna is now enjoying si.mi lar benefits. Huweve,r,, 1 he world-wide growth 

of demand for Chinese exports has begun to cause inflation in tl1e Chinese economy~ 

EXAM TIIP 

Yau must be abre to use the AD/AS mode~ and the circular flow of income to analyse how 

changes ini exports and/or imports affect macroeconomic performance: that is, growth, 
employment. inflation and 'international competitiveness. 

A faH in expor t den1and and/or an increase in don1estic den1and f;or imports triggers 
an opposite effect to the one described above. There is a net leakage of demand from 
'the circular flow of :incon1e, the AD curve s.h [fts to the left~ and both rea] output and 

the price leve1 f alJ (or 1nore realisUcaUy in t11e latter case the rate of inflation slows 
down). O\rera lt the ef feet is deflationary. 

CAS·E .ST'UDY 22.3 

Export-led grow h 
The pre-2008 U,K boom resulted in large part from too much 

consumption and too little saving. For recovery from recession 
to lead into lon,g-term growth, export-led growth is crucial. 

But achieving export-led growth is much easier said 

than done, requ1ring1 UK goods and services to be quality 
corn pe,titive. Improved quality competitiveness, which 
involves good design and well-made products.i may only 
be achievable in the !ong run if helped by approprrate 
supply-side policies impJ,emented by the· government 
together w ith suppty-side reforms undertaken by the 
priva1e sector. 

The need to, export to BRl1tC 1countries 
The continued crisis in the eurozone underlines jus1 how 
important it is for the UK io di.versify ;1s ,export efforts to 
countries such as iBrazi I, Russia, India and Oh i na. But 

rt is said we export more to I reJand than to the BRIC 
countries combined. The new middle ciasses in emerging 

economies have significant spending IJ()Wet and gr,owing 

F0Ui0w-up questions 

demands for som,e of the high-end goods which we can 
provide. 

British products, talent and culture continue to 
command global appeal. If anything. the desirability of 

the cMade in Britain' stamp is increasing - apparen11y ~n 
Japan it is more prestigious to own a Nissan car made in 

Sunderland than one made locaUy. 
For a country that 1is home to just 1% of the worid1s 

population, the UK has remarkable dominance a,cros-s 
s.everal are,as of global business. The C~ty of London 
ranks alongside New York as the leading oentre of global 

f~nance. Despite its often maHgned reputation. the UK 
manufacturing sector ~s in the top ten in the worJd and 

responsible for 70% of UK research and development. 
According to,theCBI, industries with high export grorwth 

potential, which include construction, communication and 

financial services as well as ,e,ectrical, optical and high­
tech goods, could significantly increase ,our GDR 

1 Explain how supply-side policies and supply-s,ide reforms may lead to export-led ,growth. 
2 The extract is general!¥ optimiS'tic about the possibility of export- 1led girowth. Explain three reasons for being 

more cautious. 

- - -
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Does a current account de~cit pose problems? 
While a short-run deficit or surplus on current account do,es not pose a pro'blem:, a 
persistent or long-run in1ba]ance indicates fundan1ental dis1equiHbrium. However1 

the nature of any resulting problen1 depends on the size and cause of the deficit: 
the larger the deficit the greater tll1e problem is like]y to be. The problem is also 
Hkely to be serious if the deficit is caused by the uncompetitiveness of the country's 
industries. Although in the short run a defici.t a Bows a country ·s residents to enjoy 
living standards boosted by hnports, and thus higher than would be possible from 
the cons u1nption of the country ·s output alone,,. in the long run,, the decline of the 
country's industries in the face of internaHonal con--ipetition Jlowers living standards. 

In a poor country, a current account deficit can be justified because of the country's 
need to hnport capital goods on a large scale to 1nodernise the country's infrastructure 
and to pro1note econotnic developn1enL lowever, there is always a danger,. as the 
experience of countries such as Nigeria has shown, that the deficit soon becom1es the 
means for financing the "champagne lifestyle' enjoyed by the count1y's ruHng elite. 

Does a current account surplus pose problems? 
While 1nany people agre1e that a persistent current account d,eficit can pose serious 
prob]en1s, fevv r,ealise ·that a balance of pay1nents SU] plus on current account can 
also lead to probJetns+ Because a. surp]us is often seen as a sign of national econo1nic 
virility and successJ a popular vie·w i.s that the bigger the surpJus:, the better must be 
the country"s performance. 

Insofar as the surplus 111easures the co111petitiveness of the country~s exporting 
industries, this is obv[ously true. There are, neverthel1ess, reasons why a large 
payments surplus is undesj rable ~ though a s1naU surplus may be a justifiab]e 
objective, of government policy. 

Two ar1gu1ments aglainst a 1p 1ersistently large surplus 
One countryfs surplus is another c ,ou.ntry's deficit 
Because the bal 1nce of payn1ents 1nust balance for the world as a whole, it is 
impo,ssible for au countries to run surpluses simultaneously. UnJless ciauntries with 
persistently large surpluses agn~e to take acHon to reduce th,eir surpluses, deficit 
countri1es cannot reduce the[r deficits~ Deficit countri,es 1nay then be forced to ilnpose 
in1port controls from which all countr.ies,. includjng surplus countries,. eventually 
suffer. In an extren1e scenario, a wor]d recession could be triggered by the resulting 
coUapse of wor]d trade. 

At various thnes since the 1970s, the current account surpluses of the oil-producing 
countries have led to this probleJn~ as has Japan's and n1ore recently 1Chinai's 
pay1nents surpluses, whicl1 have been the counterpart to the us crade deficit. On 
several occasions the US govern1nent has laced pressure fron1 US manufacturing 
and labour interests to introduce ilnport concrols and other for1ns of protectionisin~ 
When int r1oduced, US pro1ectionisn1 undoubtedly har1ns ·world trade .. 
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Non-oil-exporting developing countries:, almost without exceptionll also1 suffer chronic 
deficits1 akhough th ,ese a.re very dif Eerent fro1n the US trade deficit. The imba]a nee 
of trade between more developed and ]ess developed countries cannot be reduced 
wit bout the industriaHs,ed countries of the LNorUl' taking action to reduce surpluses 
which have been gained at the ,expense of the developing economies of the ~south". 

A b1ala,nce of p ayments ,surplus can be inflationary 
A balance of payments surplus can be an hnportant cause of dornn estic inflation, 
because it is an injection of aggregate demand into the circular flow of incon1e~ 
,Nhich increases tbe equilibriu[n leve] of nominal or 1noney nation.a L incon11e. If there 
are substantial unemployed resources in tt he econoiny this has the beneficia I ef feet 
ol reflaHng real output and jobs. However, if the economy is initially close to full 
capacity de1nand-puH jnfJat ion riesults. 

(' SU.MMARYf ... ,,,.__ 
~--~ 

The balance of payments n1easures the currency flows into arnd out of an economy. 
The two main parts of the balance, of payments are 1he current account and capital flows. 

The main items in the current account are exports and imports. 
Balance of payments equilibrium occurs when exports more or less equal imports. 

A current account deficit usually occurs when imports aire ,greater than exports. With a 
surplus, exports g,enerally exceed imports. 

The balance oi payments always 'bal1ances1

1 even when there is a deficit or surplus. 
Changes in exports or imports shift th,eAD curve rightward or leftward. 
An increase iini exports or a faH in imports may be reflationary or inflationary, depending on 
circumstances. 
A decrease in exports or an increase in imports 'is deflationary. 
Current acoount deficits and surpluses both pose problems, though both may also have 

some advantages. 

Exam-style question 

1 Explain how an improvement in the competit1iveness of British industrres may affect the UK current 
account of the balance of payments. (12 marks) 

2 Expl'ain how a large increase in investment in new productive capacity in the UK by overseas firms may 
affect the UK current account. (12 marks 

3 The UK has had a large current account deficit for several decades. Do you agree that a larg'e payments 
deficit ts bad for the UK economy? (25 marks} 

4 Assess the effects of the· ,growth of the UK's financial services industry on the oountry~s macroeconomic 

performa.noe. {25 marks} 

- --
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This Is the 1irst of t1hree chapters that cover the three main elements of macroeconomic 
poHcy. This chapter explains monetary policy, w hile Chapters 24 and 25 examine fscal 
poHcy and supply-side policjes. Monetary policy is an example of demand,-side pol!icyJ 
which means it is used to manage aggregate demand. Along with fiscal and supply -side 
poficiesJ it is also used to create a stable macroeconomic environment in the economy. 

By contrast ~sca11 policy is generally used these days as a supply-side policy. Supply­
sJde policies aim at improving the economy's supply-side performance, rather than 
being used to manage aggregate demand. 

This chapter will: 
explain the meaning of monetary policy 

desorilbe the Bank of England's role Jn implementing monetary policy 
distinguish between the objectives and instruments of mone·tary policy 
explain the meaning of the money sup~y 
discuss the extent to which UK monetary polroy ·is 1monetarist' or ·~eynes·ian1 

use AD/AS analysis to distinguish between oontrac1ronary and ,expansionary monetary poUcy 
, e.xp~in how changes in interest rates affect ,exports and imports via the· exchange rate 
investigat,a how changes in the Bank ·Of Engl'and's interest rate affect the economy 

The meaning of monetary policy 
Mou tary policy is the part of economic poHcy that atte1npts to achieve the 
gove,rnment1s macroecono111ic object ives by using, monetary instruments, such a.s 
control ,o er bank lendi'ng and the rate of' intere t . Before l 997~ monetary paiHcy was 
implen1ented jointly by the Treasury (which is pa1t of central government) and the 
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Bank of England, which were· known as the t1noneta.ry a.uthoriti,es~. 
The Treasury abandoned its hands-on role in itn p1en1en ting monetary 
policy [n 1997 whren the, gov,ern1nent made the Bank of England 
op,e1rationaHy independent. u ·nless it is. leaned on by the Treasury, 
there is now only one n1onetary authority, t he Bank of England .. 

centra l bank: 1he central bank 

The Bank of England and 
monetary policy 
Most banks, such as Barclays and HSB1C, are coi:nmercial bank ,. 
whos,e main a h11 is to n1a ke a profit fo r their ow ners. The 111ost 
significant exception ·is the Batik of England which is the UK"s 
central bank. For 1nost of the period since its foundation in 1694, the 
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implemen1s monetary policy on 

behalf of the government. 

commercial bank; a commercial 

bank. such as Barclayst aims to 
make a profit from ,ccrmmercial 
banking busi n,ess. 

monetary policy: invdves the 
use of h1terest rates to aohjeve the 

government's policy objectives. 



Ban.k of England was a private enterprise comp.any. Its principal function (besides 
p r.in ti ng banknotes}i is to hnplem,ent monetary policy on behalf of the government. 
Although profit is not Us 1na·in object ive the Bank is highly profitable. However a.s 
it is a nationalised industry; the profit goes to the state. 

The o~jectives and ·nstruments 
of monetary policy 
To understand nionetary pol icy, it is useful to dist inguish betw,ee,n its object ives 
and i.nstrun1en ts. A 1no11eta.ry policy ob;e.ct[ve 'is the target or goal t hat th e B,ank 
of En glan d ai1ns to hiL A monetary policy instruo1ent is the tool or technique of 
control used to achieve the objective. C'on trolHng inflation is thie main ·monetary 
p oHcy objective, of the Ban k of England,. an d th e rate of in terest h as been the p rincipal 
rnonetary policy instrun1ent. 

EXTENSl:ON MATERIAL 

What i oney? 
For most people,, money is so desirab~e and so central to everyday life tha1 what actually constiMes it hardly merits a 

second thought. For people living in England and w ·alesi money comprises coins and Bank of England no1es~ and any 
funds on deposit in banks sudh as HSBC and Barclays. Residen1s of Scotland and Northern Ireland would also include 

notes issued by local Scottish and Northern Irish banks. Building society depoots are now aJso regarded as money. 
although this was not the case until recenity. 

Where do we draw the line as to what ~s money? Is a credit card 1money'? Is a foreign currency such as the US doHar 

or the Indian rupee, given the fact that we may not be ab,e to spend a foreign banknote or co~n in the UK? Do we 
include financial assets such as Na1ional Saving Securities~ which possess some~ but not alll of 1he charaotenstics 
of money? 

Consider also the ,soctal relationship that takes p lace whenever modern banknotes are spent on goods or 
services . Why1 1\or exampl,e, are shopkeepers p repared to hand over new and valuable goods to strangers. 
in ,exchang,e for grubby and unhygi,en,ir0 pieces of paper with no apparent intrinsic value of their own? The 
ans,wer lies in a single word: Econtldence'. In a modern economy. people are prepared to accept such tokens in 
settlement of a contract or deb1, because they are confident that these notes and coins wm also be accepted 
w hen t hey de·cide to spend t hem. 

The function s of money 
Economis1s out through these issues by defining money in 1emis of the functions it performs in an economy: 

• The medium of exeha,nge function. Whenever money is used to pay for g'oods or services~ or for the purpose of 

settling 1ransactions and the payment of debts~ It functions as a medium of exchange or means of payment. 
• The store of value (or store of wealth) functio,n. Instead of being spenti money may be stored as a wealth asset 

in preference to other forms of wealth: for example,. property or financial assets such as stocks, and shares. 
• The unit of account function"' Money is the unit in which the prices of goods are ·quoted. The unit of account 

function ,of money allows people to compare the relative values of goods even when they have no· intention of 
spend ing money and buying g,oods: for example when we window -shop. 

• A standard of deferred payment. This function a.Hows people to delay paying for goods or settling a debt Goods 
may be provided immediately, but payment ooouirs at a later date, at a priue (In money units) agreed today. 
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Is a credit card money? 

The main monetary policy ob]iective: 
con roll ng lnflat on 

KEYTE:RM 
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Chapter 23 

For the last 3 0 years, control of inflation has be,en the n1.ain objectiv1e 
of UK 111onietary policy. Howevert at a deeper level, control of inflation 
should be viewed not as an end in itseLt but as the means of creating 
the 'sound money' deen1ed necessary for co1npetitive 111arkets to 
dleliver huproved economic ,;velfare. 

policy objective: a target or goal 
that pd icy-makers aim to 1hit'. 

Since the 1990s, eientral govern1nent has set tbe inflation target for the Bank of 
England. In recent years, the target set by the Treasury bas been a. 2% rate of 
infla Hon (measured by the rate ,of change of the consumer prices index (CPI)). 
Frain. 1997 onwards1 the Bank of England~s Monetary Policy Co1nmitt1ee (MPC) has 
in1ple1nent1ed n1onetary policy to try to achi1eve the inflation rate target set by the 
govern1nent. 

Are there any other monetary policy objectives? 
Prior to May 1997~, monetary policy was concerned only with getting the inflation 
rate at or beloiv the targiet set by the government. Crit ]CS argued that the poHcy had 
a built-in deflationary bias (i.e. reducing inflation was favoured at the expense of 
achieving other possible macroeconomic objectives)~ 

This is no longer the case. The MPC is a]so now required to reduce i11terest rates 
to stimu]ate output and en1ploy1nent if the con1.mittee b ,elieves that on unchanged 

Unit 2 The national economy 



policies, an inflation rate below .2% will be accomp.anied by an undesira·ble fan 
[n output and e111ploy1nent. In the govern1nent'.s words: The prin1ary objective of 
n1onetary poUcy is price stabiUty. But subject to that,, the Bank of England n1ust a]so 
support the governm1enfs econo]nj_c policy objectives including those for growth 
and employm1ent.· 

UK monetary policy has thus become symmetrical, in the sense that the MPC is j'ust 
as prepared to use 1nonetary poHcy to increase aggregate demand as H is to deflate 
the econo1ny~ Indeed if the inflation rate faHs bel1ow 1 o/o, th,e, Bank of England has 
to 1exp]ain to the government why the j nflation rate target has no,t been met1 in t11e 
same way that the Bank's ,governor n1ust write a letter of explanation when the 
inflation rate rises above 3%. 

EXAM TIIP· 

When you take your exam,, UK monetary po,lioy might have become even more focused on 

~ncreasing aggregate· demand to stimulate the· ecor10my. 

- -

CASE .STUDY 23,.1 

Regi1me change at the Bank of England 
The government appdnts Bank of England governors for 

terms of 5 years, subjectto a maximum of two appointments. 
Mervyn King; the most recent governor, was first appoint-ed 

i.n 20031 so his second term ended in 2013. King has been 
replaced by a surprise choice as new governor, a Canadian 
called Mark Camey, who was previously in charge ,of the 
Bank of Canada. At the time ,of h~ appointment1 jt was 

mooted that Carney ·will cha:nge significantty the central 
thrust of UK monetary policy: nameJy, pursuit of the 2% 
CPI inUation rate target, with control of inflation by far the 

main monetary policy objective. {Later in this, chapter, irt wrn 
be explained how the adop1ion of a new monetary pdicy 
instrument. quantitative eas1 r,,gj, has ,already been changing 
monetary policyt from 20091 onwards). 

FoUow-up questions 
1 To what extent, tf anyi has UK monetary policy changed under Mark Carney? 
2 In ~mplementing monetary policy. the governor is assisted by eight members of the Monetary Policy Comm,ittee 

(
1MPC). Rnd out how the MPG members have changed in recent years. 

- - ~ 

,, . 
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Monetary policy Instruments 
As explained in Chapter 16, pol icy instr u1nents 
are the too]s used to .achieve policy objecUves. 
In this chapter, it has already been briefly 
mentioned that the Bank of Engla.n.d"s inteiest 
rate [s the 1nain 111onetary policy instrument. 

Each 1nonth., the· MPC either raises or 
lowers B n k Rate (usuaUy by .a quarter of 
1 % ) or, more often, leaves the interest rate 
unchanged, to try to keep the, inflation rate 

KEY T 'ERMS 

Bank Rat e : the rate of interes1 the 
Bank of England charges when 

l1endin1g money to commercial 

banks to increase the·ir !liquidity. 

poli cy instrument; a tool or set 

of tools used to try to achiev1e a 
policy objective. 
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within a target range between I% above and 1 % below the 2t}"o CPI target (Le. 
between 3% and 1%). 

It is important to reaHs,e that interest rate policy acts on the demand for credit and 
loans. When intere,st rates ar,e raised, people generally decide to borrow ]ess,, because 
the cost of loans becon1es too high. Conversely faUing interest rates encourage 
people to borrow more. 

How ,changes n the Bank of England's rate of 
inter,est affect lending and credit 1in the economy 
In order to understand llow a change in the Bank of England"s rate of interest affects 
credit or loans provided by commercial banks and other financial institutions,. it 
is necessary to understand how a con11ne,rcia l bank mak1es a profil. A bank such 
as Barclays or Lloyds TSB is profitable bee a use it .: borro·ws short and lends Jong\ 

A bank 'borrows short', for exan1ple by accepting deposits of n1oney fro111 peop]e 
who have opened curren t .accounl in the bank .. The bank then lends this money 
to other people who wish to borrow fron1 the, bank. Many of the bank loans given 
to custo1ners are ]on.g-term loans: for example,. 25-year ,nortgcage loans, or 5- or 
10-year te,rm loans. Tbis type of banking business is profitable bee a.use the rate of 
interest that a bank pays when borrowing 5cshort · is less than the 
rate of Interest U charges when lending ~long'. 

However, then? is an element of risk in this. ]f custom,ers who have 
lent 'short 1 to a bank suddenly decide to wUhd raw most or all of 
their f undsj it 1night be difficult for the bank to repay then1. If other 
customers then fear tbat the bank cannot honour its liabilities, they 
1nay also decide to wUhdra,v the,jr funds~ Jn a worst-cas,e seenario,. 

there is a run on the bank; the bank then crash,es and goes out of 
business" In 2007 custon1ers rushed to remove their 1noney from the 
Northern Rock bank,, which had to be rescued by tbe governm,ent 
before being sold to Virgin Money in 2011 . 

To n1aintain confidence in the com.1nercial banking systen1J the B,ank 
of England pron1ises to lend to ·major banks in the event of large 
unexpected cash withdrawa]s, [n order to preserve the liquidity in 
the banking systen1 and to prevent runs on banks. The guarantee is 
part of 'Che Bank of England's lender of last resort function., Even 

in ·norn1a1~ U111es j when there is no fear of a run on a bank the 
Bank deUberately keeps t11ie co1nmercial banks slightly short of cash . 
H does thls in order to englneer a situatEon in ·which, as a n1atter 
of routine,, colnn1ercial banks have to borrow fron1 the Bank of 
England. Bank Rate1 the rate of inter,est the Bank of Eng.]and charges 
when lending to com1nercial banks, ·is usually just above the, rates of 
interest that conn11ercial banks charge when lending n1oney to each 
either (tl1e LlBQ,R rate) . 

Unit 2 The national economy 
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current account: a bank account 
that allows its owner to Wjthdraw 
cash ,m,mediately by using a cheque 

or a plastic debn card. 

lender of last resort function: 
the Bank of England's willingness 
to l,end cash to com,mercial banks 
to increase their liquidity and to 
maintain confidence in the banking. 
system. 

I iqu id ity: measures the ease with 
which assets can be turned into 
cash quickly and a1 a pre-known 

rate or price. Cash is the most Jiquid 
of all assets. 

money supply or stock of money: 

takes the form ,of cash and bank 
deposits. 

mortgage: a long-term loan to a 
house owner that is secured by the 
property. 
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CASE STUDY 231.2 

At the next stage in the process an increase in Bank Rate generally causes the 
co1I1n1ercia l banks to incriease the in terest rates they charge their custo1ners,, 
because it now costs n1ore for the banks Lo borrow fron1 the Ban k of England t he 
funds they wish to lend on to their custo111ers. With bank loans becoming more 
exp ensive~ their cu stom ers reduce their de1nand for cred it and repay existing 
Loans w herever poss:ible~ Th is reduces the 111oney supply or stock of money in 
the econo1ny. 

Conversely> when the Bank of England cuts Bank Rate, con11nercial banks generaHy 
follow by reducing tl11eir own interest rates., If a commeicial bank did noit reduce its 
own interest rate it would lose business and ma.ke le,ss profit. 

Ba k Rate and the L BOR 
As, well as paying interest to theiir cus1omers who deposit 

money in savings accounts, commercial banks charge 
interest on money they fend to each other. The rate a bank 
pays when borrowing money from another bank ,is called 
the, LIIBOR. rate (the London jnterbank offered rate}., 

I 111 ~ normar times, the L l:BQR rate hovers just above 
Bank Rate. but in 20071 during the icredit 1arunch' which 
ushered in the current financial crisisi the gap between the 
two rates wJdened. One of the factors .affecting interest 

" 
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rates is the risk attached to a loan. In the financial crisis, the 
increased possibility 1of a bank ooHapsing made, inter-bank 
loans much riskier. As Figure 23.1 shows, this caused the 
LIIBOR rate to drift away from Bank Rate. Wi;th Bank Rate 
being curt to 0.5% in 200Q1

• the fact that the interest rates 
that banks charge their customers are linked to LJBOR 
and not 10 Bank Rate undermined the effect iveness of the 
0.5% Bank Rate in stimulating aggiregate demand. 

-- ¥man UBOR te 
--6--month UBOR rate 
--Bank Rate 

o~,---------------------------------------------~ 
2007 20018, 2009 2010 2011 

Figure 23.1 LIBOR and Bank Rate, 2007-12 

Fonow-up questions 
1 Explain why the 6-month LIBOR is higher than 1he 3-month LIBOR in Flgure 23.1. 

20112 
Year 

2 In 2012 and 2013 a financial scandal erupt,ed w hen U'K banks such as Barclays admitted they been rig,ging the 
LIBOR. Find out about the scandal and discuss how LIBOR rigging aHec1ed 1he cost of loans to households 
and firms. 

- --
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EXTENSION MATER1IAL 

Pre-emptive monetary policy 
In the UK, monetary policy is meant to be pre-,emptive: that 1is1 based on foreseeing undesirable events likely to 1ake place 

in the economy. and taking actio1n now to prevent these events happening in the future. 

In fheorry, the Bank of England's MPC estimates what the inflation rate is like1y to be 18 months to 2 years ahead (the 
medium term),, ,t poHcy (Le. Bank Rate) remains unchang:ed. If the forecast rate of inflatfon ~s too far away ft'om the target 

rate set by the government~ the Bank may decide to change Bank Rate i1mmediately to pr,event the undesirable outcome 
becoming a reality. 

The MPG is atso prepared to raise or lower Bank Rat,e to head off any liksly adverse effects of the inflation rate or an 
outside shock affecting 1he· economy .. A good example occurred in 2007 when the 'credit crunch' caused by the US s.ub 9 

prime mortgage crisis ,destroyed confidence in the UK banking syst1em. After a per,iod of ditherfng., the Bank of England 

cut Bank Rate - even though the inflation rate was rising -to try1o restore confidence in UK banks. Arguably, however,, 
when monetary policy is determined in this way, it is reactive (responding to events that have already occurred in the 
economyt rather than pre·-emptive (anticipating future events)i. 

Monetarism and the money supply 
When people r,eact to higher int,erest rates by reducing, the amount of money threy 
borrow fron1 banks~ the stock of 1noney in the econo]n.y shrinks. The stock of n1oney 

in the econorny i the money supp]y~ 

When n1acroeconon1ic policy in the UI< was n1onetarist (fro1n the late 1970s until 
about 1985L monetary p1olicy attempted to control the rate of growth of the money 
supply. How,ever~ as was explained in some detail in Chapte,r l SJ 1nonetarist monetary 
poHcies did not last Jong, largely because they never worked properly. 

Nevertheless> although the money supply these days is neit h.er a policy objective nor 
a poHcy instru1nent it does function as a pol icy ind icator. Despite the n1oney supply 

KEY TERM! 

having been dropped as a m,onetary policy targe,tJ wllen setting B,a.nk 
Rate, the MPC stjU takes account of changes in the money supply. 
This is because changes in the n1oney supply provide inforn1ation 
about tbe ~tightnresst or looseness' of monetary policy. A]so changes 
in the money supply indicate whether mon,etary policy is ~on course? 
to achi1eve the inflation rate target. 

policy indicator: provides 

information about what is happening 
in the economy. 

Is UK monetary pot cy 1now Keynesian? 
Sjnce the dropping of monetarist 1nonetary policy in the 1980s> son1e co1nn1entators 
have argued that monetary policy is once again being used in a Keynesian way to 
manage aggregate demand. 

EXAM Tl:P 

HoweverJ current policy differs in significant ways fron1 the Keynesian de1nand 
managen1,ent policies practised for n1any ye,ars before the adv,ent of 1nonetarisn1: 
• On]y monetary policy and not fisca l po]icy is used in a discretionary way co 

manage aggregate demand. 

Unit 2 The national economy 

Make sure, you don t 

confuse monetarism 
with monetary policy. 



• Control of inflation; rather than full e1nploy1n.ent , remains the principa[ (but not 
the only) policy objective. 

• Control of inflation {s regarded as a pre-condition for the success of the governments 
supply-side policies~ 

Hawks and doves at the MPC 
The Bank of 'England's Monetary Policy Committee has 
nine members. Four are Bank of England officials, and four 

are 'independent' members appointed by the g;overnment. 

The governor of the Bank of England ~s the, ninth member 
of the MPC! and has the casting vote. 

It has become fashlonabte to divide the members 
of the MPC into 'hawks'~ who tend to :r,esist interest rate 
cuts, and 'doves', who are much more prone to cutting 
interest rates and to resisting interest rate increases. The 

commentary below was accurate at the time i1t was written 
in December 2011, but rt will be out of date by the time you 
read this book. Not only wiH some or .an of the independent 
members have changed i(each js elected for a term of a 
years)i but the ,governor himself will have changed. In J'uty 
2013, the Canadian Mark Carney replaced Mervyn King, 
and at the, time ,of writing (in June ,2013) it was uncertain 

whether Carney would turn out to be a 'hawk or a 'dove. 

M,ervyn King, Gover or of the Bank o-f England, 2003-13 
Having been thawkish', now 1dovish'. 

Bank of England employees 
Charles Bean, Deputy Governor, 200S--13 
swing voter - more dove-than hawk 

Paul Tuckerr Deputy 1Govemorr Financial Stability~ 2009-14 
swing voter - more hawk than dove 

Spencer Dale, Executive Director, Markets., 2008-13 

hawk 

Paul Fisher, Executive Director, 2009-14 
dove 

~Independent' members (government appointees) 
David Miles,1 MPG member~ 2009-12 
dove 

Ian Mccafferty, MPC member, 2012-15 
da,ms to be neither a hawk nor a dove 

,M'artin Weale, MPC member. 2010-:13 

hawk 

Ben Broadbem~ MPC member. 2011-14 
neither hawk nor dove - sits in the middle 

And ark Camey .... ? 
,rlt is hard to place Camey as a dove or hawk re,!ative to the views of others., Carney is generaHy seen as pragmatic and 

astute economist, rather than one with a predilection for one partioular school of economic ideas' (Malcom Barr of JP 
Morgan). Time wiH tell whether Malcolm Barr is right. 

FoUow ... up questions 
1 Is the Bank of 6ngland really independent when it implements monetary policy in the UJK? 
2 ,Research how the composition of the MPG has changed since 2011 and 'the 1hawish' or 1dovishm views of the current 

MPC members. 

- --

:· :2t4'. 
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Using AD/AS diagrams to sh,ow how mane ary 
policy affects the price level and real o,utput 
Monetary policy, ratller than fiscal policy,, is now used to manage thie level of 
aggregate den1and .in the econo1ny. To understand how 1nonetary poHcy is used in 
this way'J U is worth restating the aggregate den1and equation: 

AD = C+l+G+(X-M) 

AQA AS Economics 
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EXA!M TIP 

Unlike modem fiscal po, icyr monetary pol rcy is not a supply-side policy. Some students 
wrongly assume that, because m,anetary policy has in the past been used to contrdJ the 
growth of the money supp/~ it must therefore be a supply-side policy, 

Whereas fiscal policy can affect aggregatie den1and by changing the level of 
gove1·n.1nent spending (G),, 111oneta:ry poHcy ,affects the, other co1nponents of 
aggregate den1and., C I and (X - M]. An in,crease in interest rates causes the AD 
curve i1 lustratedl in Figure 23 .2 to shift to the left. from AD1 to AD2 • 

----

EXA,M TIP 

Monetary policy shifts the AD curve in the economy rather than the AS curve. This refl!ects 

its role in the manageni,ent of aggregate demand. 

There are three 1nain ways in whicl1 an incJrease in interest rates 
decreases aggregate d1emand. Two of tbese are: 
• Higber interest rates reduce hous,ehold consumption (C). 

First, higher interest rates encourag,e people to save,, and 
higher saving means that less income is therefore available 
for consuinption. Second> the cost of household borrowing 

increases which increases the cost of servicing a mortgage 
and credit card debt. Borrowers have less money to spend on 
consumption because 1nore of their incotn.e is being used for 
interest pay1nents. Third, higher in 1eriest rates may cause asset 
prices to fa]l (e~g. the prices of hous,es and shar1es). These falling 

Price 
level 

0 

- -

Chapter 23 

AD - 1 

Y2 Y, Real national 
Income or 

1national oUrtput 

prices reduce personal wealthJ which reduces consumption. 
Fourth, falling house and shar,e prices reduce consumer 
confidence, which further deflates consun1ption. 

Figure 23. How an increase in interest rate 

caus,es the AD curve to shift to the I eft 

• Higher it1terest rates reduce business i11vestme:nt (J). Investment [s the purchase 
of capita] goods such as machines by fir1ns. Businesses postpone or cancel 
investment proj1ects because they believe thaL higher borrowing costs n1ake 
the purchase iof capital goods unprofitable·. This is likely to be exacerbated by a 
coHapse of business confidence and incn~·ased business pessimism. 

How chan 1ges n -nterest rates affect exports and 
imports v a the exchange rate 
The third way in which an increase in jnterest rates leads to a decrease in aggregate 
den1and works through the effect of higher interest rates on net export den1and 
(X - M). As explained in c ·hapter 22, 1n the context of the balance of payments, 
higher interest increases the de1nand for pounds by attracting capital flows into the 
currency., The increased d1e1nand for sterling causes the pound ·s exchange rale to 
rise, which makes UK exports less price competit.iv1e in wo1rld markets and i1nports 
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more competitive in UK 1narkets. The U.K1s balance of pay1nents on current account 
worsensJ which shifts the AD1 curve lreftw.ard~ 

EXAM TIIP 

~sterling' is a word often used when describing the role of the pound in the intematironal 
economy. For exampJe~ econornists wrfte about the demand for sterling. 

By contrast,, a fa]I in interest rates triggers a capital outflow in the balance of payments. 
The exchange, rate then also falls. Exports b,ecome more p:r ice competitive, and the 
current account of the, ba.lance of paynr1.ents improves. Aggregate drema.nd increases 
and the AD curve shi.fts rightward. 

Contractionary monetary policy 
ContracUonary 111onetary po Hey involves r.a is[ng Interest rates in order to shift the 
AD' curve to the left. However.. the extent to which t1'1e price level then falls (or 
mor,e realistically, the rate of inflation f aUs), and/or real output falls, depends on the 
shape of the econo1ny:as SRAS curve. In Figure 23.2, the shlft to the ]eft of aggregate 
den1and fron1 AD1 to AD2 causes real output as well as lhe price level to fall. T'he 
price lev,e] fal]s from P 1 to P2 jJ and real output faHs .from y1 to y2• This iUustrates the 
possibility that a. contractionary monetary policy which a irns to control ·the rate of 
inflation in the econon1y 1nighl also cause the economy to sink into a recession~ 
This is especiaHy likely if the contractionary monetary policy triggers a large 
mu]tipHer which shifts the AD curve even fu rther to the left. (See pages 285-87 for 
an explanation of the multiplier.) 

Expansionary monetary policy 
An expansionary monetary policy operates in the opposite way to that described 
abov,e. A Bank Rate cut discourages saving whBe stimulaUng consun1ption 
and investment spending. Exports also increase .. Lower interest rates cause the 
exchange rate to fan. 111aking exports more price competitive and in1ports less 
con1petilive. The AD curve shifts ·ro the right, with the size of the shift depending 
on the s[ze of the· 111ultiplier. FinaUy, the 1extent to whi.ch real output increases or 
c he price level ris 1es depends on the shape and slope of t hie ec0inon1y 1s SRAS curve~ 

Neutral monetary policy 
Before the 2008 recession the Bank of England generally imp]etnented .a 
neutral monetary policy, rather than one that was overtly contractionaJy or 
expansionary. In a neutraJ n1onetary po licy intierest rates n 1either boost nor hold 
back aggregate demand .. It is broad1y con istent with the eco11ron1y growing at 
its sustainablre trend rate over the 1nediu1n term: that is. without positive or 
negative output gaps. 

AQA AS Economics 



Managing the economy: monetary policy 

Eva uating the success of recent UK 
monetary policy 
In May 1997, 1Gordon Brown, the incoming Labour chancellor of the exchequer, 
transferred to the newly independent Bank of England the task of using 1nonetary 
poJicy to h.it the government's inflation rate target, the 2 % 1CPJ rate. 

Figure 23 .3 shows that for n1ost of the thne between 2000 and the ,end of the ft rs t 
quarter in 2008:, the UK inflation rate was within ils target range of 1 % above and 
below the central target rate of 2 % . Jnd:eed, unti1 early 2005, the inflation rate was 
always be]ow 2%. 
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At the, time, 1hre Bank of England claimed that ithe proof of the· pudding is in 

the eaUng\ Monetary poHcy had a[n1ed to control inflation - inHation was low~ 
therefore 1nonetary poHcy was successful.. The Bank's critics argued that although 
monetary poHcy had been partly responsible for bringing down the rate of inflation, 
other factors also contributed in significant ways. First there was the success of 
the supply-side refor1ns introduced by ThatcherJs Conserva Hve governrnents in 
the 1980s. When introduced) under the dictum 'first 'the pain and then 'the gain~,, 
supply-side policies contributed to high unen1ployn1 1ent and a widening of .incon1e 

differentials., This was the .:pain'., Fro1n the 1nid-1990s onwards the 'ga[n' arrived 
in the for1n of more co1npetitive and efficient markets,, which resulted in lower 
inflation rates. 

SecondJ tlJe p0Hcy-1nakers were ~lucky;. in the lase decade of the twentieth 
century and in the first few years of the twenty-first centu 1. y. These we1~e benign 
tilnes in which con11nodity,. raw n1ateria l and energy prices we1·e generally 
falling1 and when the 1,cr revoluti1on increased productivity in manufacturing, 
communications and retailing. 

But fron1 2008 onwards, titnes were much less benign. Rising oil and commodjty 
prices., agri-inflation the rising prices of crops such as wheat and corn) and the 
beginnings of inflation in Chinese 1nanufacturing industries triggered a severe 
bout of cost-push inflation which UK monetary policy cannot control. Government 
policies other t11an manipulating interest rates may be needed if the Jate of inflation 
is to be brought down to 2%. 
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Figure 23.3 UK consumer 
prices index and the 2% CPI 
targ1et, 20 00- 12 
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Monetary policy and in~ationary expectations 
UK monetary policy was sucoessfu] in the 1990s and early 2000s partly because thie B.ank 
of Eng]and managed to control inflationary e,:xl)ectations. As [ong as m.onetary policy is 
credible. so the argument goes, people beUe,1e that the Bank of England can continue to 
ciontrol inHation. Policy cred1bUity reduces rexpectations of future inflation and causes 
people to behave in. ways consistent with the policy's future success. Howevrer~ as the 
post~2008 experience shows,. once credibility dissipates the "genie escapes froin the 
bottle\ By 2013t people no longer had faith in the Bank's abiHty to control inDaUon. 

EXT'EINSION: MATERIAL 

'On ~club golf' and macroeconomic policy 
In recent years,, UK goven1ments have been accused of rel~ng 
on the 'one-club rgolrfer' approach to macroeoonomrc poHcy. The 

accusatiion is based on the folfow,ing analogy. 

Rory Mcllroy is one of the best golfeirs in the world today. 
Imagine, however, Rory playing in the Masters Golf Tournament 
in the USA with onfy one club in his goH bag. H,owever great his 
talents as a golfer, Rory -can't hope to w in a major tournament 
playing under 1hese conditions. Different golf clubs ar;e needed 
for different shots: a driver for teeing1 off1 a wedge iron for playing 
out of a bunker, and a putter for fin ishing off a hole on the putting 
green. So 1hat Rory can show off his skills as a top-rate ,golf 
player, at the s1art of an 18-hote, round,, his caddy plac,es ten 

or more different alubs in the golf bag to be carried round the 
greens. Part of Rory's ~kiH then lies in selecting and using a 
particular club for a particular shot. 

In the same way that Rory Mcllroy selects different golf clubs 
for dtfferient shots, so the government needs different types of 
eco,nomic policy and poltcy instruments for achieving different 
poHcy objectives. Good government polfcy shoufdnit rely just 

on interest rate policy or monetary policy. However sensible it 
is to ra,se ,merest rates in order to tackle demand-pull inflation; 

interest rates do no1 p.rovide a panacea for all the macroeconomic 
prob1,ems that a government faces, parti,oulariy when policy 
conflic1s and trade-offs are ij nvo~ved. 

EXTENSl:ON MATE 1RIAL 

Quant1tat1ve easing (QE) 

Rory Mcl~roy could not win a tournament with only one ciuh 

In 2009. a new policy of quantlitatirve· easing (01E) was introduoed to allow the Bank of England to escape from the •one­
club golfer trap of solely using Bank Rate ·to im~,ement monetary policy. QE is supposed to have th,e same effect as 
printing new money for people to spend. Of course, rt is more complicated than this. The Bank does indeed create new 
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money! but it ~s 'electronic' money with whfch the Bank purchases government bonds and other assets. These are sofd 
to the Bank of England by commercial banks and other financial institutions. In theory, the general public then barrows 

and spends the newly oreated money! which increases aggregate demand. OE also raises asset prices, which causes 

long-term interest rates also tan. Both ,of these factors - asset owners feeling wealthier and falling long-term interest 
rates - also increase aggregate demand. 

By 2013, QE had been used three times: QE1 in 2009, QE2 in 2011 and QE3 in 2012. Two important points to note are: 
• The introducUon and further use of QE marked the switching of monetary poHcy away from the control of inflation 

towards the deliberate boosting o,f aggregate demand. QE, combined with almost zero Bank Rate, is aH about 
ispending the economy out of recession'~ or out of very sl'ow growth. 

• QE's critics. who include many mone1arists, cJaim 1hat QE is leading to a massive erosion of the value of people's 

pensions and that it will eventually lead to inflation sp1nn1ng out of control. Try and find out why this may be so. 

As of 2013, QE has not been in the AS specification. QE will not therefore be mentioned in AS exam questions. This may 

change·, however1 and in any case a good answer to a questron on how monetary poficy operates. or on the success 
or otherwise of monetary policy. coufd show some knowledge of quantitative 1easing and the danger of relying solely on 

interest rate policy. QE is meant to support, but not to replace, Bank Ra1e policy. 

Along with fiscaJ policy and supply-side policy! monetary policy pr,oviides a way of managing 

the naiiona~ economy. 
In the UK, monetary po1icy is imp1emented by the country's central bank! the, Bank of England. 
Control of i nflaoon is ·the main monetary policy objective, but there are other objectives. 
Central government sets the inflation rate target of 2%. measured by the CPI. 
The Bank of Englland's Monetary Policy Committee (MPC) implements monetary policy to 
try to hit the 2% inflation rate target. 
Bank Rate is the main monetary policy instrument, but other instruments such as 

quantitative easing (OE) are now .also used. 
Monetary policy is used to manage.·the lev,el of aggregate demand. 
Changes in interest rates affect consumptton, investment and net export demand. and shift 

the position of the AD curve. 
Monetary policy can be effective in controlling demand-pull inflation, but it is ineffective at 

oontroHing cost-push 1inilatron. 
Monetary poHcy was successful in controHing inflation in the UK in the, 1990s and early 
2000s, but has been unsuccessful since 2008. 

Exam style qu slions 

1 Explain the difference between the objectives and tihe instruments ,of monetary policy. 

2 Explain how changes in Bank Rate affect aggregate demand. 

3 Discuss the view that monetary policy is inappropriate for contrdlling cost-push inflatioir1,. 

4 Evaluate the Bank of !England's success since 2008 in controlling the rate of inflation. 

Unit 2 The national economy 
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'EXAM TIP 

Students often assume 
wrongl;y that fiscal 
poHcy is always used 
to manage aggregate 

demand. 
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This chapter follows on from the coverage of monetary policy in Chapter .23. Unlike 
monetary policyj which is now used to manage the level of aggregate demand in 

the econo1Tly, these days fiscal policy is much more of a supply-side policy used 
for inil.Jencing personal incentives. particularly those to work. save. invest and to be 
entrepreneurfal. Examination questions are set on demand-side and supply-side fiscal 
policy, so this chapter covers toth fom1's of fscal policy. However, the explanation of 
supply-side fiscal policy here is short. largely because the topic is dealt with in greater 
detail rn Chapter .25 . 
. ... ••••••••1•··················· .......................... ··································· .......... . 
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This chapter w il I: 

• explain the meaning of frscaJ policy 
• describe the Treasury's role in implemen1ing ·fiscal policy 

• explain Keynesian or demand-side fascal pa1icy in the conte~d of the short- lived fiscal 
stimulus from 2008 10 2010 

• use AD/AS analysis to, explain how fiscal policy has been used to manage aggregate 
demand 
discuss the signifcance of the government spendjng multiplier 

• examine the naturie of supply-side fiscal policy and ft-s effect on the LRAS curve 
• explain how ,government spending and taxation affect the pattern of economic activity 

The mean·ng of ,seal policy 
Fiscal policy is the part of a governn1ent ?s 
overaH econo1n ic policy thaL ahns to achieve 

the governmen t ~s econo1nic objectives 
through the use of th 1e fi seal instruments 
of taxation pu.bli.c sp e11d i11g and the 
g,overnment's b,udgetary po -ition . As 
an economic ter 111,. fi seal poHcy is of ten 
associated with Key nesia.n. econonlic 

KEYT 1ERM 

f i seal policy: involves the use of 
taxation~ public spending and the 
government's budgetary position 
to achieve the g:overnment's pol i.cy 
objectives. 

theory and poUcy~ Between the 1950s and 1970.s~ Keyn esian govern menls 
used fi seal policy to manage the level of aggr,egate d1emand. 

However His misleading to associate fi sc al policy exclusively w ith Keynesianisln . 
A fter 1979 , with the exception of the two, yea rs fro]n 2008 to 2010;, die1n and­
s ide fi scal poUcy gave way to supply-side fi scal policy. But before con1paring 
demand-side and supp1ly-side fisca l policy, I w ill exan1ine th e governn1ent''s 
budget ary position. 

AQA AS Economics 
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The government's budgetary position 
Us1ng the symbols G for governm.ent spending and 'T for taxation and other sources 
of revenue the three possible budg,etary posit ions of the gov,ernn1,ent are: 

G = T: balanced budget 

G > T: budget deficit 

Chapter 24 

G < T: budget surplus 
E.XAM TIP 

A budget defic it occurs when pubHc sector spending exceeds revenue. It is 
hnportant not to confuse 'fi-nandng a budget deficit with eliminating a budget 
deficit. A budget deficit can be eliminated by cutting public spending or by 
raising taxation,, both of which ea n balance the budget or n,ove it Into surplus. 
Assu111ing a. budget deficit pe1~sists,, the extent to which spending exce,eds 

revenue n1ust be fina need by public sector borrowing. 

The budget deflc· and public sector 
borrowing KEY TE,RMS 

Make sure y,ou don''t 
confuse the budget 
deficit with the baJance 

of payments defiiejt. 

Various official terms ar,e used by the Treasury for public sector 
borrowil1g, including the .. public sector's net cash require,menr 
and ·net pubHc sector borrowing11

~ However because the Treasury 
so1metimes cl1anges Hs termino]ogy1 the most important thing to 
learn is that public sector borrowing is ·the other side of the coin~ 
to the budget defi.ciL Whenever there is a budg1et deficUJ there is 
a positive borrowing requirement. Conversely, a budget surplus 
means the gov,ern1111ent can use the tax revenues it isn?t sp,ending to 
repay previous borrowing. In this case, the borrowing requlren1ent 
is negative. 

balanced budget: this is achieved 
when government spending equals 

g,overnment revenue (G = n,. 
budget deficit: occurs when 
government spending exceeds 
government revenue (G > n,. 
budget surplus: occurs when 
government spending is lless than 
government revenue (G < n1

• 

Keynesian fiscal policy and th1e budget deficit 
During the Keynesian era, fiscal policy was used prin1arily to manage tbe [,evel of 
aggregate demand in the economy. Keynesian fisca l pal.icy centred on the use of 
deficit fin~ 1 cing to inject demand into the econorny~ Deficit financing describes a 
situati,on in which the government runs a budget deficit; usually for 
several y,ears, deliberately setting public sector spending at a higher 
level than tax revenues and other sources of governn1ent revenue. 
For ,each of tile years in which tbe governn1ent runs a budget deficit:, 
the shortfall of tax revenue has to be financed through a positive 
borrowing 1·equ i ren1ent 

KEYTERMI 

deficit financing: deliberately 

running a budget deficit and 
borrowing to finance the deficit. 

Be:f ore the Keyn1esian revolution in the 19 30s> UK governn1e,nts be Heved t11ey had a 

1noral duty to balance their budgets. This has been caned so1.md finance or fiscal 
orthodoxy. 

The orthodox view was t11at a budget surplus placed the govern1nent in the 
moral position of a thief, stealing from taxpayers. If the government ran a 

Unit 2 The national economy 
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Budget day 

budget deficit it wou]d be in the ]noral position of a bankrupt, perceived as not 
being able to manage its finances~ Since both these budgeta.ry posit ions were 
regarded as wrong or undesirab]e th,e governn1ent's fisca] duty wa.s to a. in1 for 
a balanced budget. 

However- in the 1930s John Maynard Keynes established a new orthodoxy 'that 
legitimised deficit financing and overturned the vi,ew that a government shou]d 
always a hn to ha.lance its budget. The new Keynesian o]·thodoxy lasted until the late 
1970s,, when , during the period in ·which rnonetarisn1 held sway, there was a return 
to a be,]ief in balanced budgets. 

As was explained in Chapter 15.,. in the 1930s Keynes argued tha'l 1n.ass unemployment 
in the Great Depression was caused by deficient aggre·gate de1nand. He beHeved that 
[n the econo1ny as a whole, too little· spending was ta.k:ing p.laoe because hous,eho]ds 
and firms in the private sector were saving too 1nuch and spending too Htt ]e. 

In the 1950s and 1960s, Keynes~s fo llowiers, the Keynesians, argued that, in this 
sB.uaUon, if the governn1ent deliberately runs a budget defi.cit,. the deficit can be 
financed by the government, first bon·owing, and then in its public spending 
progra111n1e, spending the ptivate sector 7 s exc1ess savings. This injects spending 
into the economy and On l<eynesian theory, at ]east) gets rid of den1and~deftcient 
unemployment. 

Using AD/AS diagrams 
to Illustrate Keynesian or 
demand-s de fiscal po cy 
Before applying AD/AS analysis to Keynesian 
fiscal policy and i1s effects on the econon1y it 

Is worth reminding ourselves of the aggregate 
demand equation or identity introduced in 
Chapter 18: 

AD = C+l+G+(X-M) 

KEY TERM 

demand-side iscal policy: 
changes in the budget deficirt are 
used to increase or decrease the 
!level of aggregate demand (and to 
shift the AD curve· to the r~ght or 
to the left). 

The government's financi'al year runs for the 1:2 1months 
beginning 5 April. A few weeks before~ in March the 
chanceHor of the exchequer presents his budget to 1he 
House of Comm,ons. Pairt of the budget speech, whtch .is 
published in the, ~Red Book' (formally called the Financial1 

Statiement and Budget Report (FSBR), but commonly 
named .after 1he traditional col1our of its cover), con1ains the 

chancellor's analys 1is of the state of the UK economy. This 
is the part of the budget which most interests economists. 

By contrast, the general pu bfi c is most interested in 
the announcement of tax changes~ some of which come 

into effect wahin hours of the budget speech. Modern 
chancellors often use the trirck of announcing tax 1i ncreases 
a few months earlier, rn the previous year1s Autumn 

- - ~ 
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Statemen1 (or Pre-Budg,et Report as it used to be known). 
The chanoeUor hopes that taxpayers wHI no,t notice the 
announcement of s,tealth taxes (as the· tax changes have 

come to be called}~ because the higher tax rates wm not be 
pa~d untill a few months later. The extract below has been 
taken from the Treasury website: 

Histo1ry of the brudge,t 
The word 'budgef derives from 1he tem, 'bougette' - a 
wallet in which either documents or money could be kept 
The longest budget speech ts believ,ed to have been by 
William Gladstone on 18 April 1853~ lasting 4 hours and 
45 minutes. The budget box or 11Gladstone box' was used 
to carry the 1ahanoellors speech from Number 11 to the 

House for over 1 00 consecutive years. The wooden box 
was hand~craftad for Gladstone, lined in black satin and 
covered in scarlet l.eather. 

Before going 10 Parliament to delwer the sta1ement the 
chanoeUor holds up the red b:,x outside No. 11 to waiting 
photographers. Chancellorsare·aHowed to refresh themselves 
with alcoholic dnnks during their budget speech - no other 
Member of Parl~ament can do thisl Traditionally, the leader 
of the oppositfon - rather than the shadow chancellor -
rep1ies to the budget speech. This is usual!¥ followed by 

4 days of debate on the Budget Resolutions (the basrc parts 
of the budget that renew taxes), covering different policy 

areas such as heedth. education and defence. 

Chancellor of the Exchequer George Osborne with his Treasury team on budget day 2013 

FoUow-up quest.ions 
1 What is the purpose of budget day? 
2 What is a 'stealth tax~? Wt-r.;; are steafrtti taxes unpopular? 

Govern 1neut spending (G) is one of the co111 ponents of aggregate de111and. 

An increase in governn1ent spending and/or a cut in taxation increases the 
size of the budget deficit (or reduces the size of the budget surp[us). Either 
way,, an injection into the circular flow of inco1ne occurs and the ef feet on 
aggregate de1nand is expansionary. 

Unit 2 The national economy 

EXAM TIIIP 

Make sure you don•t 

confuse demand-side and 
supply-side fiscal poUcy. 
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Figure 24.l illustrates the effect of such an e pan ionary or renat ionary 
fiscal poJ icy. InitiaHy with the aggregate demand curve in position AD1,, 
n1acroeconon1ic 1equUibritun occurs at point X. Real inco:01,e or output is Yh and 
rthe price level is P1. 

Fig re 24 Keynesian or 
demand ·side fiscal rpo1I iiey 

Price 
level 

0 

LRAS 

Y2 YFE Real national 
i BCOme ,or 

national output 

To eli1ninate den1and-deficient (cyclical or I<eynesian) unemployment the 
government increases the budget de:ficit by raising the level of government 
spending and/or by cutting taxes. The expansionary fisca] poHcy shlfts the AD 
curve right fro1n AD1 to ADi and the economy moves to a new 1nacroecono1nic 
equilibriu1n at point Z. 

Howevert the extent to which expansionary fiscal policy reflates real output On this 
case, from y1 to y2), or creates, excess demand that leads to demand-pull inflation 
(in this case, an increase in the' price level froin P1 to P2t depends on the shape of 
the SRAS curve which depends on ho·w close,. initially, the economy was to full 
employ1nent. The nearer the eoonomy gets to fun employment the greater the 
inflationary effect of expansionary fisca] poHcy and the s1naller the reflationary 
effect . Once the fuU-e1nployn1ent ]evel of real inco1ne i.s reached on the ]ong--run 
aggregate supply curve at Y:vE a further increase in governm 1ent spending or a tax 
cut solely inflates the price level. In this situation real output ea nnot grow (1except 
possibJy ten1pora rily) because there is no 
spare capacity. The econon1y is producing on 
its production possibH]ty frontier. 

Figure 24~1 can be adapted to iHus rate the 
effect oJ a contractionary or deflationary 
fis cal policy. In this case, a cut in 
governn1ent spending and/or an increase in 
taxation shifts the AD curve to the left . The 
extent to which the de.mand deflation results 
in the price level or real [ncolne fa]ling again 
depends on the shape and slope of the SRAS 
curve. 

KEY TERMS 

contractionary fiscal policy: 
uses fisoail policy to decrease 

aggregate demand and to shift the 
AD curve to the left. 

expansionary fisca I policy: 
uses fiscall policy to increase 
aggregate demand and to shift the 

AD ourve to the right. 
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The nationa llncome multiplier 
The national income n1ultip1 ier measures the relationship between 
an initia] eh ange in a co1n.ponent of aggregate deniand~ such as 
govern1nent spending or private-sector invest111ent , and the resulting 
larger change in the level of national inc,ome. 

Suppose,, for example that governrnent spending increases by £8 
billion, but tax revenue re1nains unchanged. The resulting budget 
deficit initially injects £8 billion of new spendi11g intro the circular 
flow of inco1n,e. This spending increases people's incon1es. If we 
assu111e that everybody in the econon1y saves a s1nall fraction of 
any incom,e increase and! spends fl1e rest, the i.8 biUion generates 
nr1ulHp]e and successively sn1,aHer further increas,es in incon1e until 
the next stage is so s1naU that it can be ignored+ Adding up the 
successive stages of income generationJ the total increase in income 
is a 111ultiple of the initial spending increase of £8 biHion - h ,ence 
the na1ne multiplier theory~ If tl1e siz.e of the n1ultipHer is s. ,an 
increase in consumption spending of £8 biUion causes national 
income to increase by 1.40 bilHon. 

To capture the flavour of the multipHer process, think of ripples 
spread[ng over a pond after a stone, is thrown into the water. Each 
of the ripples res·e1nbles a stage in the multiplier process. However~ 
the ripples in a pond last only a few seconds wher1eas the ripples 
spreading through. the economy foHowing a change in aggregate 
den1and can last for 111onths and even years. 

There are in fact a number of dif fer,ent nation a] income multipliers, each 
relating to the con1ponent of nati.ona1 incon1,e that initially chang1es. 
Besides the gave ~nmenl spe,ndi I multiplier, there is an in est en 

KEY TERMS 

govemment s ending multiplier: 
the relationship between a chang,e 

in government spending and the 
resulting ahang,e in national' income. 

investment multiplier: the 
relationship between a change in 
investment and the resulting change 

in national income. 

nationaJ income multiplier: the 
relationship between a change in 
aggregate demand and the resulting 
change 1in national income. 

tax multiplier~ the relationship 
between a change in taxation and 
the result ing change in national' 

income. 

You wiH not be expected to calculate 

the value of the multiplier in AQA AS 
exams. 

n1uhiplier, a tax multiplier] an export 1n.ultiplier and an ilnport multip,lier. Taken 
together, the govern1nenL spending and tax n1u]tipliers are known as fiscal policy 
multipliers. Likewise the export and imp1ort multipliers are fo.reign trade multipUers., 
An increase in consumption spending can a[so trigger a multiplier pr,ocess. 

In some circu1nsta nces, the 1nultipHer process can reduce .rather than increase 
national income. This happens when government spending. consumptionJ 
investn1ent or exports fa lL It also happens when tax a don 01~ in1ports increase. This is 
because taxaUon and hnports are leakages fro1n the circular flow of inc,o,n1e* rather 
th.an injections. The tax and import multipliers are always negative. 

The multiplier and Keynesian ~seal policy 
During the Keynesian era fro1n the 1950s to the 1970s, governtnients 
in many industrialised 1nixed ,economies, including the UK~ based 
macroeconomic policy on the use of fiscal poiicy to n1anage the level 
of aggregate den1and~ This becan1e known as di rretionar fi cal 
policy. To achieve full em.ployment governments deliberately ran 

Unit 2 The national economy 
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discretionary fiscal policy: 
involves ma.king d iscrete changes 

to G. T and the budge1 deficit to 
manage and lfi ne-tune • the level of 
aggregate demand. 



budget deficits (setting G > n. This expanded aggregate de1nand, but sometimes 
too 111uch demand overh·eated~ the econo1ny. Excess demand puHed up the price 
level in a de1nand-pull inOaUon, or pulled i1nports into the country and caused a 
balance of payments crisis. In these circumstances; governn1ents were forced Lio 
reverse the thrust of fiscal policy,, cutting public spending or raising taxes to reduce 
the ]evel of den1.and in the economy. The K,eynesia ns u sed d·en1and~side fiscal po Hey 
in a discrete way (supple]nented at thnes by 1nonetary poHcyl to 'fine-tune" the 
level of aggregate de1n and in the econo1ny. Gov,ernn11ent spending, and/or taxes were 
changed ln order to stabilise nuctuations in the econo1n[c cycle~ and to try to ach ieve 
the macroecono1nic o jrectives of fuH e1nployn1ent and econotnic growth, without 
excessive inflation or an unsustainable deterioration in the balance of payments. 

The larger the government spending 1nu LUpUer, t1"te smaller the increase in pubHc 
spending needed to bJing about a desired increase in national income. Shnilarly, 
the larger the tax n1ultiplier., t he sn1aller the requir,ed tax cuL It foHows that if the 
governn1ent spending and tax 111.ult ipHers are large (for exan1ple, equal to 5 as in n1y 
numeric a] ,examp[e on page 285), and if the multipliers af feet real output 1noire than 
the price l'evel,, fisca l policy used as a demand managem·ent instrun1ent can be an 
effective way of controlling t he, econo111y. 

The mu tlpller In he UK economy 
In reaHty particularly in tbe case of the 'UK 
economy; neither assumption may hold. 
Free-market econo1n ists believe an increase 
[n govern1nent spending sti n1u]ates prices 
rather than .real. outpu.t, and that government 
spending :ine re ly displace,s or crowds out 
pri.vate sector !nvest 1nent 

Ev1en without accepting this f re·e-n1arket 

KEYTE:R.M 

crowding out: a situation in which 
an increase in government or public 
sector spending displaces private 
sector spending, w iith little, or no 
inc r,ease in aggregate demand. 

argu111e11t the size of the multiplier is likeJy to be s1nalL The UK econoiny is open to 
hnports, with relat ive]y high inco1ne tax rates when national insurance contributions 
are included in the tax rate. A significant fraction of the income received fro1n an 
increase in governn1ent spendin g leaks into taxation and in1ports, as wen as into 
saving. This means that the n1ain effect of an expansionary fiscal policy n1ay be to 
pull imports into the ,economy - 1even when th1er1e is substantial unemploytnent -
with relatively littl.e in crease in do1n,estic output and employment. 

EXTENSl'ON MATERIAL 

A clos r look at the government sp nd1ng multipli r 
The multiplier process is essentially dynamic, takjng place overtime. To explain ihe·govemment spending mul1tiplier, it w•II 
be assumed that there is demand-defioient unemployment in the economy, and that the levels of taxation and imports do 
not change when aggregate demand increases. To reduce demand~deftcient unemployment, the government decides 
to spend an extra £10 billion on road building. 
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In the first stage of the multiplier process, £110 billion is received as f nc-0me by building workers who, Hke everybody in the 
economy~ are assumed to spend 90p of every pound of income an consumption. 

At the second stage of the multiplier process~ £9, bill ion of the £10 billion .income is spent on consumer goods and 
services, w~th the remaining £1 b il lion !eaking into unspent savings. At the third stage~ consumer goods sector emplo~l'ees 
spend £8.1 bHlion. or 0.9 of the £9 bWton received at the second stag,e of income 1generation. Further stages of income 

generation occur, with each successive stage being 0.9 of the previous s.tag,e. Each stage is sm,aller than the preceding 
stageJ to 1he extent ~hat part O'f inoome leaks into savings (there being no taxes or imports that vary with the levei of 
national income ~n this economy). 

Assuming that nothing else changes in the time taken for the process to wonk through the economy, the eventual 
increase in income 6Y resulting from the ~n1tial injection of 1govemment spending is the surn of all the stages of income 

g:eneration. /1Yis larger than AG. which triggered 1hie initial growth in national income. 

The multiplier process is illustrated in Figure 24.2 whtch captures die ripple-like nature of the process. In this example, 
the size of the multipl ier is 10. 

G 
In lti al increase 
in government 
spending on ro,ad 
bui1!ding .£1 Obn 

£110bn 

AY 

Successive stages of increase 
in national Jncome £100bn 

Figure 24.2 The govermnent spending multiplier 

The tflscal st mulus·~ the 'sovere1lg deb · problem 
and ·~seal auster ty· 
In 2008 when recession began, Keynesian fiscal policy suddenly, but te1nporarily , 
ca1ne back into fashion. Barack Obama. in the USA and the then Labour government 
in the UK. justified the use of an expansionary demand~s'ide fiscal p0Ucy1 which 
becarne known as the fisca1 stimulus. For a titne~ both n1onetary policy and fisca] 
policy were used in co1njunction in the demand-side management of aggregate 
den1and. The Labour government implem,ented tax cuts (the rate of VAT was cut 
ten1porarily to 15%), pubHc spending increa.ses and a burgeoning budget de,ficU to 
·'spend the economy out of recession'. 

For a few 1nonths the rebirth of Keynesian fiscal policy seen1ed to work, preventing 
the economy f roin slu1nping into a deep recession and trigg.ering a weak recovery .. 
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However:, as in other EU countries such as Greece and lrelandj the massive j ncrease 
[n governn1ient borrowing that resulted fro1n the fiscal stimulus led to a new prob].e111: 
the sovereign debt probletn . Put sin1ply the rest of the world was not prepared to 
lend to the UK government to h,eJp finance its budget d1eficit, except at ever-higher 
interest rates which the cou ntry could not af foFd . As in other deficit countries~ 
Brita[ni's 'Triple A~ credit rating was th reatened. 

In May 2010, how.ever, the newty elected coalition govern1nent ~ don1 inated by 
the Conservatives, was ideologicaHy opposed to I<eyn,esian econon1ic poli.cies~ 
Under Chanoellor George 10sborne1 the Conservat ives immediately abandoue,ct 
the fiscal s tim u ]us an d introduced a nre,w fiscal policy based on swin geing 
pubUc spending cuts and higher taxes (VAT was increased to 20% on 4 January 
2011)~ The Labour governtnent "s Keynes ian-inspired fiscal stimulus was 
replaced by a policy of fisca l austerity (known a]so as f iscal co11solida tio11 or 
fisca l restrah1t) . 

EXAM TIIP 

The· AS specification mentions neither the national debt nor the sovereign debt~ so you are 
not expected to know about them. However1 answers to questions on fiscal policy can often 
be improved by applying knowledge of both concepts .. The national debt is the, stock of 
all past government borrowjng that has not been paid back. The country·s sovereign debt 
i1s a currently fashjonable term for 1he same stock of debt (The national debt or sovereigin 

debt is an economic stock. whereas the budget deficjt and the govemmenfs borrowing 
requirement are economic flows.) 

Supply-side fiscal pol cy 
Although the short-lived fiscal stimu lus came 
to an end in 20101 fiscal policy continues to 
be an j1nportant par t of gov,ernment econom ic 
p olicy" but is n ow used once again prin1a rily as 
a supply~side policy~ Before the fisca l sthnulus, 
on several occasions UK govern1nents cut 
ln.con1e tax rates, not to sUmulat,e aggregate 
deu1and (though this has been an u.n in tended 
consequence of the cax cuts), but to create 
supply-side incentives in the economy. 

KEY TERM 

supply-side fiscal policy: used 
to increase the economy's abillty 
to produce and supply goods, 
thr,ough creating incen~ves to 

work, save, invest and 10 be 
entrepreneurial. 

Along w ith other supply-side policies, s pply- ide ~· c I po licy is used to try and 
sh jft the economy"''s 1ong-ru11 aggregat,e supply curve (LRAS) curve to the right, 
thereby increasing the econan1y~s potential lev,el of output. The effect of successful 
supply-side fisca l policy on the LRAS curve is shown in Figure 24.3., (Note that 
an outward movement of the economy's production possib[Jity frontier can also 
Ulustrate the intended effect of supply-side policies .} 
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Price 
level 

0 

LRA51 

YFE1 !Real na1ionall 
output 

Figure 24 3 The 
intended effect of 
supply-side fisca~ 
policy 

To find out more about supply-side fiscal policy read 1Chapter 25 on supply-side 
econon1 i.cs and policies. 

CASE STUDY 24.2 

The Office for Budget R sponsibility 
The Office for Budget Responsib~ ity (OBR) was created in 
2010 to provide independent analysis of the UK~s pub11c 

sector finances. The OBR produces forecasts fbr the 
economy and public finances. The Treasury still produces 
the bulk of the forecasUng. But. instead of the chancelfo r 
making1 judgements based on these data. the OBA rules 
on whether the g1overnment's policy has a better than 50% 
chance of meeting fiscal targets. 

The OBR's spring forecast is pubHshed at the s~me 
time as ~he budget and incorporates the· i1mpact of any tax 
and spending policy measures announced in the budget 

The ·OBR also judges progress made towards 
achieving the two ftscal targets that the g·overnment 
aims to 1hit~ in the medium term: that is, up to about 5 
years ahead. Th.e first target is ·to balance the cyclically 
adjusted current budget over a 6-year period. Budget 

Follow-up questions 

deficits tend to rise during reoessio,n s and fal I during the 
recovery and boom phases of the economic cycle. The 

cyclical.ly adjusted budget bafance is an estimate of what 
1he budget balance would be i:f actual GDP were equal 
to potential (full-employment) GDP. Given that there has 
been a budget deficit in all recent years. the aim stated in 
2010 of eHminating the deficit over the· peri'od extending to 
2015/16 never seemed likely to, be achieved. 

The second target, announced when the· ·O·BR was set 
up in 2010, was to see the national debt falling by 2015/1 6. 
Again it is almost certain this will not be adh~eved. The 
bud ge1 deficit, wh1ch is a flow~ may indeed fa11· - if the 
economy riecovers rather 1han enters recession again. 
However, provi'ding a budget deficJt exists, the stock 
of ace umulated borrowing 6.e. the national debt) must 
cont in u1e to rise. 

1 Compare the OIBA's ro!e in UK fiscal policy to the MPC's role in UK monetary policy. 
2 Why do budget deficits rise in reoessions and fall in periods of recovery and boom? .Discuss whether this is a 

good thing .. 
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Figure 24.4 Estimates of 
government spending and 
revenue, 2013- 14 
Source: March 2013 Budget 
Report HM Treasury 
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How government spending and taxation affect the 
pattern of economic act'"vity 

Government spending 

Other e·Xpenditure ,s3bn 

IDe·bt interest £5'1bn 

Pu bi ic ,order and safety £ 31 b n 

Housing and environment £23bn 

Industry, agrkul tu re; em1 pi oy1ment 
a rri d training £ 16bn ~---=-.;;;:_- ~ zjj~ ~ "", 

Defence £40bn 

Educati,on £97bn 

Transp,ort £21 bn 

Soc~al protection £220bn 

Pe rso na1I soc ia I services £ 31 b n 

Health £137bn 

'Jot al expenditure·: £720bn 

G1over111 rnenit receipts 

Other£107bn 

Council tax .£27bn 

Business rates £27bn 

VAT £103bn 

!Income tax £155bn 

National insurance £ 1 07 bn 

Corporation tax £39bn 11:xc ise duties £4 7b n 

Tota I rece-i p,ts: £612bn 

As Fi.gure 24.4 shows,, at the lime of the March 2013 Report, total UK govern1nent 
expenditure and reve,nue (mostly tax receipts) were expected to be £720 biUion and 
£612 biHion respectively during the financial year 2013-14. This 1neans that the 
budget deficit for 2013- 14 was expected to be £108 billion. 

Perhaps rnore significant than the absolute totals of public expendHur,e is the raUo of 
public expenditure to natiional inco1ne or GDP, which indicates the share of the nation·s 
resources taken by the governm.,ent. Apart from the periods 1914-18 and 1939-45, 
which saw rapid but temporary,. increases in government sp,ending to pay fort.he First 
and Second World Wars the twentieth century w itness1ed a steady but relatively slow 

AQA AS Economics 



Managing tile economy: fiscal policy 

increase in government ,expenditure from around 10% to over 40% of CD1P, reaching 
46*75% in 1982-83. The ratio continued to rise in the early 1980s and fe]l in the late 
1980s, before rising and falling again in the 1990s. By 2009-lOl as Figure 24~5 shows 
the ratio had increased again to nearly 48% in the depths of tllie recession. At thie sa1ne 
thn,e, tax revenues had faBen to about 36.5'% of GDP~ Thie spending figure fe]l to about 
43.5% of GDP at the end of the 2011-12 financia] year and tax r,evenues rose to about 
37 .. 6% of GDP~ The forecast data up to the year 2015-16 seen1 very opthnisUc. When 
you [ ead this chapter, check wl1rether this optilnism was Justified. 

% 49 
1ofGDP 48 -
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Tax r1evenues 

Governm,ent 
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Forecasts 

33 -+-~----~----~--~----~----~----------~-----~----~--~----
1997/98 1999/00 2001/02 2003/04 2005/06 2007/08 2009/10 2011/12 2013/14 2015/16 

Year 

A main explanaUon for the changes in the ratios of governrnent spending and taxation 
as ratios of GDP lies in changes taking place in employm.ent and unemployment~ 
which in turn re]ate to the econoinic cycle,. As Figure 24.4 shows.,, spending on social 
security (under the heading 'social protecUon'). which includes un1e1nploym,ent­
related benefits, is by far the largest singl1e category of public spending. When the 
economy boo1ns, une1np]oyment faHs, so spending on social security a]so faBs. The 
r1everse is true in a recession. 

Transfers and lnteres payments made by 
the government KEY TERM 

Chapter 24 

Figure 24.5 
Government spending 
and revenue as 
proportions of GDP, 
1997- 98 to 2015- 18 

Source: March 201'2 Budget 
Report; HM Treasury 

A large part of governinent expenditure takes the forn1 of tran fer : 
for 1exa111ple, thie state pension and unen1ploy tnent-r,elated benefitsr As 
the nan1e ind.icaties, transfers are a redistribution of spending power 
fro1n taxpayers in general to those receiving welfare benefits. By 
contrast, gov,er111nent spending on n 1@W' hospitals or schools directly 
increases national output. 

transfers: 1he1 part of government 
spending in which tax re'Venues 
a re paid to people such as 

pensioners~ without any output 
being produced in return. 
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In Figure 24~41 transfers are the n1ajor part of the itetn "'social protection', which 
at £207 billion in 2012-13 dwarfed an otl1e1· types of public spending, including 
health and education* When transfers are excluded, govern111ent spendjng faUs 
from around 43. 5% of GDP jn 2012 t10 about 33%. This figure is a n1or,e accurale 
.rneasnr,e of the share of national output directly comn1anded ·by the, state (and thus 
una.vaUable for use in the private sector) to produce lhe hospita.ls, roads and other 
goods and services which govern1nent ooHecUvely provides and finances, for the 
most part, out of taxation~ 

Figure 24~4 also shows the interest paid by 
tbe government to people who have lent to 
th.e state (i.e. to hold,e,rs of the n tjonal debt). 
In 2012-13, inter1est pay1nents on the naUonal 
debt were expected to be £46 billion, or nearly 
7% of public spending. This item of public 

KEY TEAM 

national debt: the stock of aU 
past government borrowing that 

has not been paid back. 

spending rjses when 1nterest rates rise and faUs when interest rates are cut. However,. 
total interest payments are also affected by the gov1ernmenL :.s budge,ttary position. 

EXAM Tl!P 

Don't confuse the natio,nar debt with the budget defi,dt. The na1ii'onal debt is a stock, but 
the budget deflcirt is a flow. Politicians sometimes c,onfiuse the two! Note that the borrovvi ng 
which finances a budget deficit adds to the· stock of the natronal debt whereas a budget 
surplus al~ows the government to, redeem part of the na1iona.l debt. 

A. budget de'ficU generally increases interest payn1ents because it incr,e,ases the total 
stock of government debt. Conversely, a budget surpJus allows the governn1ent to 
reduce the national debt by paying back pas·t borrowing. 

Mlcroecono,mic ways In which government spending 
affects the pattern of econom c activity 
Taxes and. subsidies are used to alte1· the relative, prices of goods and services 
in order to change consu1nption patterns~ Den1erit goods such as alcohol and 
tobacco are taxed in order to d[scourage consumption" while merit goods such 
as healthcare and education are subsidis,ed and of ten publicly prov id1ed~ Taxes 
are a]so used to finance the provision of public goods such as defence, police and 
roads. Under th,e ipolluter 1nust pay 1 principle ta~es are also used to d.iscoutage 
and reduce the production and consumpt ion of negativ,e externalities such as 
pol]uUon and congestion. 

EXAM TIP 
---

At AS, knowledge of public goods, merit and demerit goods,, and exiemalities ~s tested in 
the Unit 1 exam and not in the Unit 2 exam. 
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How taxa 'ion and government spending affect 
people's spending power 
The price mechanism is 4 Value neutral ·wHh regard to the equity or social fairness of 
the d ist.ributions of income and wealth result[ng fron1 the acti.on of n1arket forces in 
the economy~ [f the governn1ent decides that the distributions of incon1e and ·wealth 
produced by f ree-1narke,t forces a1re undesirable, taxation and transf,ers in its public 
spending programn1e can be used to modify these distributions and to try to reduce 
this 1nark:et failure resulting fron1 "'inequity'. 

KEYTIER'M 

Chapter 24 

Befor,e 1979 Britjsh governn1ents of all political co1nplexions used 
pr ogres ive Laxalion and a policy of transfers of incon1e to the less 
weU-off 1 tn a delib 1erate attempt - albeit with limited succ,ess - to 

r,educe inequalities in the distribution of income. A tax i.s progressiv1e 
when the proportion of jncon1e paid in tax rises as in.con1e increases~ 
Progressive taxation, con1bined w1th transfers to lower-inco1ne groups, 

progressive tax: a tax where the 
proport:ion of income paid in tax 
rises as income increases. 

r,educes the spending power of the rich]' w hiJe increasing that of the poor. However,, 
son1e taxes , parUcu iarJy those designed co reduce consun1.pUon of the den11erit 
goods alcohol and tobacco, are regressive and fall tnore heavily on the poor. A lax 
is regressiv,e wben the proportion of 1ncon1e paid in tax falls as income increases. 

Regional and EU considerations 
Govern1nent spending and taxat]on a ]so contribute, to a red istribuHon of incon71e 
between different regions and n1ember countries of the UK. ,Qn average peop]e living 
in London and southeast England receive higher pre-tax incomes than those living 
in Northern Ireland! ScoUand and Wales and in ·western and northern Engla.nd. 
However~ part of the tax revenue col [ected f ron1 households and businesses in the 
soutlleast is transferred and spent by the governrnent in cbe poorer regions of the UK. 

The UK is a]so a net contributor to the European Union's budget. Although the 
poorer parts of the UK benefit froin EU spending on regional regeneration projects, 
taken as a whole'1 the UK pays .1nore into tJ1e EU budget than it gets out. The UK~s net 
contr.ibuHon was less tha.n 1 % of UK public spending i.n 2011. 

The Influence of supply-side theory on government 
spen1d ·ngJ taxation and the pa tern of economic 
activity 
Between 1979 and 19971 and under the innuence of supply-side theoryJ Conse,rvative 
governments changed the structure of both taxation andl pub He spending to widen 
rather than reduce inequalities in the dist1·ibutions of incon1e and wealth~ The 
Conservatives believed that greater incentives for work and enterprise were necessary 
in order to increas,e the UK~s growth rate. For the Conservativ,es~ pr1ogressive taxaHon 
and transfers to the poor meant that people had Less incentive to work harder and to 
engage in entrepreneuria] risk. The ease with which the poor could clain1 welfare 
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benefits and the Jevel at which they were avaHable created a situation in which 
the poor rationaUy chose une1nploy111ent and state benefits in preference to wages 
and work. In thi.s dependency culture, the unwaged were effectively 1narried to the 
state~ Many of tbe poor obviously not enjoying this marriage,, drifted into antisocial 
behaviour, attacking lbus shelters and other public property as well as privately 
owned property. 

Fron1. ]997 until losing office i.n 2010, Labour gov,ernn1ents tried to use fiscal poHcy 
both to in1prove the economy's supply-s{de performance and to lnake the distribution 
of income once again more equal. The policy had. only H1nited success. A]though 
tbe real incomes of most of the poor increased in these years, income h1equaUties 
continued to grow largely because high inco1nes grew at a much faster rate than 
Low incom.es. Since the 2008 recession, however, average incomes ha.ve fallen by 
near-Jecord amounts, and, according to the Institute of Fiscal Studies~ inequa]ity has 
fallen back to levels last se·en in the n1id-l990s. 

Fiscal policy uses government spending, taxation and the budgetary position to try to 
achieve the government's economic policy objectives. 
Keynesian flscal policy (or demand-side fiscal poli'cy) manag1es the level of aggregate 
demand. 
Changes in the government1s budget deficit or surplus are important in Keynesian fiscal 
policy. 
The size of the government spending mult ipHer affects. the power of Keynesian fiscaJ poHcy. 
Government spending is a co'mponent of aggregate demand. 
Changes in governm1ent spending and/or taxation s.hift the AD curve. 
The effect on real output and employment depends on the shape and slope of the SRAS 
curve. 
Supply-side fiscal policy affects 1he position of the LRAS curve. 
In supply-sideiiscal policy~ tax changes are used totryro change inoentives in the economy. 
A signifrcant proportion of government spending takes the forms of transfers and debt 
interest payments. 
Progressive taxation and transfers have redistributed ~ncome from higher-income groups 

to lower-income groups~ but income ~nequaHtiiies have widened since the 2008 recession. 

Exam-sty e q estions 

1 Exp~ain how Keynesian ftiScal policy differs from supply-side fiscal policy. 

2 Exp.l1ain the relationship between a budget deiicit and the governm1enfs borrowing requirement. 

3 Do you agree that the fiscal stimulus should have been continued after 2010 in order to 4Spend the 
UK economy out of recession'? Justly your answer. 

4 Eva~uate· the view that cuts in the higher rates of income tax are neoessary in order to create 
the ince,ntives necessary for stimulating economic growth. 

- --

,. .. .. 
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(12 marks} 

(12 marks) 

{25 marks) 

{25 marks) 
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This is the last of three chapters \Nhlch explain the different fonns of econom1c poltcy used to 
manage the national economy. Supply-side policy has a1ready been mentioned in Chapters 
23 and 241 and the meaning of suppl1y-side econo111ics was introduced rn Chapter 15. In 
Chapter 23. It was mentioned that monetary pal~. which is now usEd to manage aggregate 
demandJ has little to do with suppty-slde economics, except in the sense tt·1at supply-Si.de 
economists deetTI 'sound money' and contra~ of lnfation as essential prerequisites for 
successfu! suppty-side pol1icy. As Chapter 24 explained. things are different with fiscal pd~cy. 

This chapter explains howJ when supply-side economics first came into existenoe. it was 
based on a rejection of Keynesian fscal poliicy and on the need. to use taxation to create 
incentives rattler than to manage aggregate demand. Most econom1sts now agree that 
the economys supply s1ide is important. although many argue that the centraJ premise 
of supply-side economics, that lower taxes pay for themselves through the extra tax 
revenue they generate. Is not proven . 
...•.•••...•...••......••.••.•..........•.•...••......••..••..•.•...........•.••.•..• .......••.••••........•....••• 

This chapter will': 
exptain the meaning of supply-side economics 
relate supp~y-stde 1economics to the free-market revival 
distinguish between the original meaning of supply-side policy and its later, broader meaning 
use AD/AS anatysis to contrast supply-side and Keynes,an views on the macroeconomy 

examine the role of fiscal policy in supply-stde economics 
• describe a number of supply-side policies that are used, or have been used, in the UK 

The meaning of supply~s,ide economics 

Supply-side econon1ics provides a framework of analysis whjch reHes on personal 

and private incentives~ When incentives chan~e, people's behaviorn changes in 
response. People are attracted tow ds positive incen1ives and repelled by the 
negative. The role of governmenl in such a framework is carried out by Lhe ability 
of government to a]ter incentives and thereby af feet society~s behaviour. 

Professor Arthur Laffer1 University of Soulhern Cal if orn1a. 1983 
KEY 'TERIM 

Chapter 25 

The term supply-side economics was first us 1ed in 1976 by Jud1e 
Wanniskt a journalist at the Wall Street Journal and by Herbert 
Stein, a professor at the Un]versity of Virginia. A few years later1 

in 1980-, supply-s jde economics becan1e an important part of thie 
econo1nic policy prograinme pro1nised by Ronald Reagan in his 
successful campaign f 1or the US presidency .. Tbese policies becan11e 
known as Reaga.non1ics. 

supply-side economics~ 
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governm,ent policy should be used 
to improve the competitiveness 
and efficiency of markets. 



CASE ,STUDY 25,.1 

The ideology and policies of other free-market orientated govern1n.ents w-erie also 
strongly influenced by supply-side theories in the 1980s, m particular the Conservative 
administrations of Margaret Thatcher in the UK front 1979 to 1990,, During the 1980s, 
Thatch,erism becarne the UK equivalent of Reaganomics In tl'.le USA. 

Supply-side econo ics and American palit·cs 
The term 'supply-side economics; was colned in 1976 by 
Jude Wanniski, then an economtcs journa:Hst tor the Wall 
Street Journal. Wann iski got his ideas from tw,o right-wing 
economis1s. Herbert Stein and Art Laffer, who themselves 
went on to become prominent suppjy-sk'.ie economists. 
Wanniski1s c rude but popularist arguments in favour of 
tax cuts, especially outs from which the rich would benefit 
most, were adopted by US Pr,esident Ronald Reagan in 
the 1980s (becoming perhaps the most important part of 
'Reaganomics··). More recently, Wanniskn's. arguments in 

favour of tax cU1ts formed an important part of the neo­
conservative (neo-con) political agenda fn the USA, an 
agenda implemented by the Republican president George 
W. Bush from 2001 to 2009. 

Democratic President Barack Obama does not 
of course accept supply-side argum,ents, but Mitt 
Romney Obama's unsuccessful opponent in the 201.2 
presidential race, dlid prom1ise that. If elected, he, wouid 
reintroduce supply-side policies. As Michael Tomasky 
stated mmmed~ately after the 2012 election: 1Eoonomics 
p,layed a strong and even pivotal role in this election, 
and ",extreme" supply-side economics came out a 

hug1e los,er, ·while the Democrats have started to wrap 
the·ir arms around a simple, winning a:l'ternative: the 

idea that government must invest in the middle class 
and not the rich.' 

Foll,ow-up quest ions 
1 What is meant by ~sup:ply·-side economics'? 
2 Contrast the views of Keynesian and sup~y-sJde economists on th,e role of tax cuts in fiscal policy. 

Margaret Thatcher in 198'6 

I I ~ . 
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Supply-side economics and t ' e fee 
market revive 
As explained in Chapter 15 supply-side economics grew in significance 
in the 1980s as a pa1 t of the free-market r1ev iv al. The growing fash ion 
for the· tern1 'supply-sjde economics"' was partly a response to the 
decline of n1onet risin, which for a nu1nber of years in the late 1970s 
and early 1980s had been the label most often associated with the free­
market rev"ival. Free-n1a.rket econo111ics, 111onetaris1n and supply-side 
econonfl ics, which overlap each other, 
all accotnpanied and contributed to the 
decline of KeynesianisnJ. 

Although there is son1e disagreen1ent 
over points of emphasis and detail, free­
n1arket econorn ists believe in the virtues 
of capita lis1n and co1npeHtive ]narkets -
a belief ·which is 111.atched by a distrust 
and dis] ike of ,:big governn1ent' and state 
intervention in the econo1ny. 

EXAM T IIP' 

Even if an exam question 
on U'K macroeconomic 
perfom,ance does not 
mention supply-side 
economics or pciicies, 
it may be appropriate to 
bring supply-side ana1ysis 
into your answer. 
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EXAM TIIP 
----

The or~ginal meaning of supp y -side 
economic policy 

It is important to 
understand that suppfyM When supply-side e-conon1ics first caine to protninence around 1980~ it 

focused narrow]y on the effects of fisca l poHcy on the econon1y. During the 

Keynesian era, 1nost econornists regarded fiscal poHcy - and ,especiaUy 
taxation - as a de1nand 1nanagement tool. In Key111esian economics the 
governrnenrs budget deficit lay at the cent re of fiscal po Hey. The Keynesians largely 

ignored the ilnpact of public spending and tax changes on the supply side of the 
economyl'! focusing instead on how chang,es in govern1nent spending and taxation 
affect aggregate den1and. 

side eoonomrcs is part of 
the free-market reviiVal. 

By contrast1 supply-side econon1ics initially grew out of the concern expressed by 
free-market economists in the 1970s about the m~croeconomic effects of de1nand-side 
Keynesian fiscal poHcy. [ndeed. in ina.ny r1espects, supply-side econon1ics is a r,eviva] of 
the old pro-free n1arket theory that largely disappeared frorn view during the Keynesian 
era. The central idea of supply-side economics is that a tax cut should be used, ,w,t 

to sti.mula.te aggregate den1and Keynesfan-sty]e. but to create incentives by altering 
relative prices,. particularJy those of labour and leisure,, in favour of work,. saving and 
investm.ent,, and entr,epreneurship, and against the voluntary choice of unen1ployn1ent. 

The wider 1meaning of supply-side econo1mic policy 
Supply-side econo1nic policy now encompasses more than just 
fiscal poUcy · H is the set of governn1ent poUcies which ahn to change 
the underlying structure of tlle economy and hnprove the ecoinon1ic 
perforn1ance of markets and indllstri,es, and of 'individual firms and 
workers with1n 1nark1ets. For the n1ost part supply-side policies are a]so 

micr-oeconomic rather th.an s1mply macroeconomicl since by acth1g on 
the ]notiva.tion and efficiency of individual consumers, workers and 
entrepreneurs within the econo1ny,, the poHcies aiin to enh,ance general 
econo1nic perfon11anoe and the econo1ny;os underlying prod ucHon 
potential by improving n1icroeconoinic incentives. 

-----

KEYTER:M 

supply- s jde poli cies: interpreted 
narrowly, supply-s~de poncies 
focus on the role of tax cuts in 
increasing personal in oentives. 
Interpreted broad~. they aim t,o 
improve the economy's ability to 
produce and supply more ou~,ut. 

Supply-side econo111ists and free-1narket econon1ists in general, beHeve that 
the economy is usually close to its equilibrium, or Lnatural', ]evels of output and 
employment. However, due to distortions and inefficiencies resulting f ro1n. Keynesian 

neglect of the supply side~ towards the end of the Keynesian era these equilibrium 
levels became unnecessarily lo,w. Tc"Ji incr1ease levels 1of output and employ1nent [and 
to redllce unemploy1nent),. supp]y-side economists r eco111 mend the use of appropriate 
rnicroeconon1ic policies to ren1ove distortions, ilnprove incenUves and gene.rally 

make n1arkets more co1npetitive~ 

---

EXA,M TIP 

You should appreciate that many supp~y-side policies are m1oroeoonomic rather than 
macroeconomic. 

Unit 2 The national economy 



During the K,eynesian era in the 1960s and ]970s government 1nicroecono1nic poHcy 
[n the UK was generaHy interventionist1 extending the roles of the state and of the 
p]anning 111ech.anis1n .. Interventionist poHcies, such as regional poUcy co1npetition 
policy an1d industrial relations policy {which were known coHectiv,ely as industrial 
policy), generally increased the role of the state and lin1tited tlr1e role of n1aJkets. 

By contras(, supp1y-sidie 1n icroeconon1ic 
policy is anti-interventionist, atten1pdng 
to rol1 back govern1nent interference in the 
activities of markets and of private economic 
agents) and to change, the economic function 
of govern1nent f ro1n provider to enabler. A ]ong 
·with tax cuts to create incentives to work, save 
and invest,. and cuts in welfare benefits to 
reduce the incentive to choose une1nployn11ent 
rather than a low-paid work alternative 
supply-side 1econo1nic po]icy includes 
poUcies of privatisation,, markeiisation 
(co1nn1ercia lisation) and deregulation. 

de reg u I atio n: involves removiing 

previous~ imposed regulations. 

marketisat ion: involves shifting 
provision of goods or services from 
the non-market sector 1o the market 
sector. 

privatisation: inv,olves shifting 
ownership of state-owned ass,ets to 
the private sector. 

In essence" the supp]y-siders, together with the otber free-[uarket economists, wish 
to create an enterprise culture .. In this broad interpretation, supplyaside policies ailn 
to promote entrepreneurship and popular capitalism and to replace the dependency 
culture and stat is[n that had been part of the Keynesian n1ixed econo1ny. 

E.XTENSl:ON: MAJE:RIAL 

The Laff1er curve 
Supply-side ec,onomi1sts believe that high rat,es 
of income tax and the overall tax burden create 
djsincentiv,es, which, by reduc~ng national income as 
taxat1ion increasesJ also reduce the government's total 
tax rev1enue. This effect ~s illustrated by a Laffer curve. 
such as the one in Figure 25.1 . 

The Laffer ourve1 named after the leading supp'Y-side 
economist Arthur Laffer, quoted at the beginning of ~h~s 
chapter, shows how the government's total tax revenue 
changes as the average tax rate increases from 0% to 
100%. Tax revenue must be zero w hen the average tax rate 
is 0% but Rgure 25.1 also shows that totaJ tax revenue is 

aJso assumed to be zero when the tax rate is 100%. With 
the average tax rate set at 100%, all income must be paid 

Total tax 
revenue 

,(£bn,) 

Tax revenue 
ma1x im1ised 

0 50 

F·gure 25.1 A Laffer curve 

1100 

'96 average tM rate 
,(covering a H taxes), 

as tax to the government. In this situation, there is no incentive to produce output oth,ar than for subsistence, so 'Mth 

no output produced, the government ends up collecting no tax revenue. 

Between the li,miting tax rates of 0% and 100%, the Laffer curve· shows tax rievenue first ri,sing and then fallrng as the 
average rate of taxation increases. Tax revenue is maximised at the highest point on the Laffer curve·, which in Figure25.1 
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occurs at an average tax rate (for all taxes) of 50%. Beyond this point, any further increase in the average tax rate becomes 
counterproduotive, causing total tax revenue to fal l. 

Supply-side economis1s argue that the increase in the tax burden in the Keynesjan era~ needed to finance the growth 
of the government and the public sector, raised the average tax rate towards or beyond the criticall point on the Laffer 
curve at which tax Mvenue is maximrsed. ~n this situation. any further 1ax increase has the perverse effect of reducing 
the government's total ·tax nsvenue. Indeed, according to supply~side theory, if the government wishes to increase total 
tax revenue~ it must cut tax rates rather than increase them. 

A reduction in tax rates creates the inoentiives needed to stimu1late economic growth. Faster growth means that total tax 
revenue increases desp~ts 1he fact that tax raies ar1e lower. Arguably. the, effect is reinforced by a decline .in tax evasion 
and avoidance. as the incentiv,e to engage in these activities reduoes at lower marginal tax rates. 

CASE S,TUDY 25.2 

How supply-side economics came into being 
Before ~he advent of supply-side economics in the 11970s1 

it was thought that tax reductions had to be financed 
by e1ther cutting government spending or increasing 
g'overnment borrowing. Supply-siders took a different 
view. Econom~st Arthur Laffer and politician Dick Cheney 
(who later became Seore1ary of State in George W. Bush's 

Republican administrahon) argued tha1 taxes could be 
cut~ public spending cou!d be increased. and government 
borrowing and inflation could be held down, aH a1 the same 
time. This view of the world, from which 'extreme' supply­

side economics grew, stemmed from the proposition that 
if taxes are cut, the rate ofr economic growth substantiaHy 
increases, and fast growth then boosts govemm1ent tax 
revenues in a way that more than makes up ior the earlier 
cuts in tax rates. 

At a lunch-time meeting attended by feHow true 
believers in southern California. Laffer drew a paraboJa­
shaped ·curve· on a napkin. The c urve showed that 'if the 
tax rate is set at zero, the government reoeives no revenue. 
But if the tax rate .is set a1 1100%N it will also receive zero tax 
revenue. since .aJI income would be taxed away. Between 
these two. Laffer drew an arc1 which suggested 1hat at 

higher levels. of taxation. reducing the tax rate would 
produce more revenue for the· government. In th~s way, the 

Laffer curve was bo.m. 

According to journalist Johann Hari, the Laffer curve 
became the supply-sfders1 1Sermon on the Mount'. For 
Cheney~ it was ta revelation~ for It presented in a Simple. 

Follow-up questions 

easily diges1ible form the messianic power of tax cuts1
• 

Economic pertormance hinges almos1 emireJy on how 
much :incentive investors and entrepreneurs have to attain 
more wealth, and this incentive hinges almost entireJy on 
their tax rate. The Laffer curve was an ,economic recipe for 

·tax cuts for the rich. Others, such as Paul Krugman, saw 
1he idea as preposterous. However~ a string of ri 1ght-wing 
economists supported Latter's idea, and many were then 

employed by Republican politicians on the make. such as 

Ronald Reagan and later George W. Bush. 

The term 'voodoo economics1 was coined to describe 
extreme supply-side theory: However, promises of tax 
outs are always popular with voters, despite the lack of 
economic evidence to justify them. For this reason, every 
Republican presidential candidate in the USA promi'ses to 

cut taxes (and some Democrati,c presidentiial caJndidates 
100); using the supply-side argument to support their 
case. Fairly recently, neo-conservative politicians in 
1he administration of President George W. Bush (the 
Republican predecessor of Democrat Barac'.k 10bama} 

used the supp~y,,.side argument to justify greatly increased 
government spending on arms, combined with large 
tax cuts, espeaiaUy for high income earners. The neo­
oonservatives believe that higher tax revenues, allegedly 
resulting from the tax cuts, pay for mHitary spending .• 

without the government's budget deficit growjng .. 
1However. as was the case in the 1980s the evidence 
does not support this extr,eme supply-side argument. 

1 Contrast supply-slde and Keynesian \Jiews on the role at 1ax cuts in ~he economy. 
2 Explain why supply-side economists believe ·that tax cuts stimulate economic growth. 
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Supply-side policy: using a production possibill y 
frontier to show the possib e effect of a cu in 
governmen1t spending 
A production possibility graph is one of the most fruitful diagra1ns for you to use in AS 
(and A2) econo1nics. It is useful in both n1acroeconon1ic and microeconomic analysis. A 

[nacroeconomic production possibility grap11 usually shows capital good and consumer 
good production on the two axes of the diagrain. However, Figure 25.2 is differenL The 
vertical axis of the di,agrain shows pubHc sector output and spending (i.e~ goverrnnent 
output and spending), while the horizontal axis shows private sector output and spending~ 

Figu e 25. 2 A possible 
'crowding-in' effect 
resulting from a cut in 
public sector output and 
spending 

Pubi ic seaor 
output and 

spending 

0 

·------- Cutting gove mme nt spe 1n d irng 
frees resources for the, private 
sector to use. It res e,rve s ~crowding out ' 
ea used by previous increases in 

8 
government or public sector spending 

The economy's 
product ion possibi I ity 
fro1nti,er 

P, - P, Prwaite secto·r 
1 2 output and 

spending 

Suppose that; initiaUy, he econon11y is on its produc cion possibi Hty frontier. 
producing at point A. As a result of previous increas1es in public sector spending 
undertaken by a Keynesia.n-[n spired govern1nentJ public sector output is Pu1,. and 
private s1eci1or output is Pr1~ Supply-side (and other fre,e-n1arket) ec1onon1ists g1eneraUy 
take the v ievv that a cut .in public sector output and spending frees r1esources for the 
private sector to use. Thus a cut [n pub He sector spending f ron1 Pu1 to Pu2 creates 
sufficient 'slack' (Le. unen1ployed resources) for the private sec · or to nlop up and 
employ. The opUn11istic view that private sector output would grow was one of the 
justifications used by chanceHor George Osborne for swingeing tax cuts whe.n the 
coalition govern1nent took office, in 2010. 

CASE ST,UDY 25.3 

Have UK politicians been influenced by supply-side theory? 
On 18 December 2012J Chancellor George Osborne spoke 

to a gathering of American supply-side economists at the 

Manhattan Institute for Policy Research in New York City. In 

- - ~ 

:· .30"C)' 
. . 
----

answer to a question about the division between American 

Republicans and British Conservatives on the power of tax 
rate cuts to, ,generate tax revenueJ George Osborne replied: 
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Wen I'm a fiscaJ Conservative1 and I don't want to take risks 

with my public finances on an assumption that wa are at 

some point on the Laffer curve. What I would say is, let's 

see the proof in ~he pudding: in other words. I'm a low-tax 

Conservative~ I want to reduce taxes, but I basicalJy think you 

have to do the hard work of reducing government spending 

to pay for those lower ta>ces. If you want to cut taxes, cut 

welfare and cut spending. and that's what rm doing. 

full emp~oyment, and there is general agreement that 
1he tax structure should be used in a supplly-side way to 
create1 iinoentives for work, entrepreneurship,, saving and 
investment. 

Osborne1 seemed to be rejecting the ~extreme1 

suppiy-side airgument, based on the Laffer curve, that 
tax cuts can be se1f~financing and that they are all that is 
needed for growth generation. Osborne. al1ong· with other 

Conservative members of 1he UK govemm1ent On 2013), 
is best regarded as a ~moderate' rather than an 'extre,mei 
supp:ly-std er. 

Many Labour and Ub Dern po~iticians now also accept 
moderate supply-side arguments, though they continue 
to reject extreme supply-side cans for swingeing tax ,cuts 
and greater income inequality in order to i ncen1ivise the 
population. Especialty since the emergence of the sovereign 

debt problem, few poln:ici.ans now call for continuous 
large budg 1et deficits as the way to achieve growth end 

FoUow-up questions 

George Osborne 

1 Describe the difference between •extrem·e' and ~moderate' supply-side views on the role of tax cuts. 
2 How has the 1emergenoe of the sovereign debt prob1l1em affected fiscal policy? 

The itrick e -down' effect 
Thes,e days, few supply-side econo1nists (at least in the UK) support the 'extreme' 
supply-sid1e argument that ta.x cuts can be self-financing. Hnwever:, all supply-siders 
modera.t1e and 1extre1ne, reject the, vi,ew that fiscal poUcy should be used to n1an age 
aggregate den1and. Along with other free-n1arket eeonon1ists, they believe that 
expansionary fisca l poUcy simply leads to inflation, with no, long-run incr1ease in 
rieal output. 

S01ne supply-side econo1nists be] ieve that, au hough the rich benefit 
most from supply-side tax cuts, the poor would also benefit through 
a tr ickle -down effect. The rich whose d.isposable income increases 
the m1ost as a result of tax cuts respond by employing m 1ore· ser vants, 
nanni1es and gard,eniers,. and in this way the poor benefit . 

KEYTE:R:M 

trickle -do n effect: income 
paid by rich people to the poorer 
people they employ. 

Many economists, iespecialJy Keynesians, question the strength and even the 
ex.istenc,e of trickle-down effects. J. K. Galbraith, for exa111pLe, causticany quipped 
the less than elegant rnetaphor that if one feeds the horse enough oats sorne will 
pass through to the road for the sparrows. Galbraith ~rent on to argue that ·we can 
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safely abandon the doctrine that the rich are not working because Chey have too Httle 
money and the poor be·cause they have too mucllf. And even if a 'trickle-down' effect 
operates it ste1ns fro111 increa.si ng significantly incon1e inequaUti.es that n1ost regard 
as far t100 inequitable or unfair. 

EXTENSl:ONi MATE1RIAL 

Microeconomic theory and the ff et of supply-side fiscal policy 
The supply-side theory of the effects of taxation oin labour market incentives. whrch lies at the heart of free-market 

supply-side eoonomicsm depends significantly on the shape of the supply curve of labour. 

Supply-side ,economists usually assume a conventional upward-sloping supply curve of labour. Such a curve; which is 
illustrated in Figure 25.,3(a), shows that workers respond to higher wage rates by supplying more labour. 

(cl) 
tiourty ,, 
wage 

rate 

W.2 

0 

Figure 25.3 Labour supply curves 
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Since a cut in the rate a1 which inco1me tax rates are levied Is equivalent to an increase in the wage rate, the 
upward-sloping suppty curve implies that workers respond to cuts in the margjnal rate of income tax by working 
harder. (The marginal rate of incom,e tax is the percentage of the las.t pound of income paid in tax.) If this is 
the case a reduction in inoom,e tax rates creates the incentive for workers to supply mon, labour (and for 
entrepreneurs to beoome more· enterpr~sing) while an increase in income tax rates has a dis,ncentive effect on 
effort and 1he :supply of labour. 

However, as the ext·ension ma·tedal in Chapter 4 noted (see page 33), the suppl,y curve of ~abour need not necessarily 

slope upward throughout its length. The backward-bending labour supply curve drawn in Figure 2fi.3(b) is an,other 
posstblli:ty. It shows that, abov,e the hourly wage rate w,, any further wage rat·e increase (or income tax decrease} 

causes workers to supp!y less rather than more labour. In this situation., workers prefer 10 e·njoy extra leisure time 
rather than to work. Folllowing an increase in the hourly wage rate from W1 to W2, the hours of labour time supplied 

fall fro.m L1 to L2. 

It is important to note· that. if supp~ oorves of labour bend backward, the suppJy-side argument, that tax reductions 
i.norease national ,output and efficiency through their effect on labour market inoen1ives, becomes much weaker. Far 

from encouraging peopi,a to work harderf a wage 11ise or income tax cut might have the opposite effect~ causing people 
to work fewer hours and to enjoy more leisure time instead. 

---
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£xampl1es of supply-side economic policies 
This final chapter w iH conclude with so1ne examples of supply-side policies o,ther 
than those that relate to the ef feet of fiscal poUcy on personal 1ncentives. 

AH the policies listed below have been implemented in the u·K over approximately 
the ]ast .30 years. However, so1ne, policies such as creating inte·rnal 1nark1ets in the 
provision of state healthcare and education have been partially implemented and 
then largely withdrawn. 

ln,dustria.11 poli,cy 1measur,es 
• Privatisation. The sa]e or transfer of assets such as nationalised industries fron1 

the public sector to the private sector .. 
• Mar~etisation (or con1mercialisation}. Shifting economic activity from non-

1narket provision (financed by taxation) to co111111ercial or market provision for 
which the custon1er pays. 

• D,eregulation .. The removal of previously imposed regulations in order to promote 
con1petition. Deregulation Je1noves barriers to 1narket ,entry to ina ke mark,ets 
contestable, and gets rid of unnecessary 'red tape1 or bureaucracy, which had 
increased firms>· costs of production. 

• l11ter11al 1narkets .. In the Nat]onal Health Service and education where the state 
continues to be a major producer and provider of services,. internal n1arkets can be 
introduced to, pr,ovide a form of commiercial discipJi11,e and to improve efficiency. In 
an internal .market, which is a substitute fo1· privaHsation,,. the taxpayer continues 
to finance hos pita 1- and schools but hospi'tals and schools ··earn~ the n1oney 
accord.ing to how many patients and pupils they auract. 

• Encouraging the pl'ivate sector to introduce· its own supply-side reforms. 

Labour market mea.sures 
• Lower .rates o,f income tax. Reducing marginal rat1es of income· tax to crec te labour 

market incentives, and raising tax threshoLds or personal tax allowances to remove 
the low-paid fron1 the tax net. 

• Reducit1g state welfare benefits relative to average· earnings. Lower benefit 
levels create incentives to choose low-pa id employment in preference to claiming 
une1nploy1n,ent-related ben,efits. In addition weHare benefits can be made 1nore 
difficult to clailn) and .available only to c[ain1ants g,enuinely [ooking for work. 
Making benefits less attractive n1ay (j lso reduce the unen1ployment trap. 

• Changing e·mployment law to reduce the power of tra.de unions. Removing 
trade uni.ons· lega l protection, restricting their rights,. and extendi.ng the freedon1 
for workers not to belong to unions, and for employers not to recognise and 
negotiate with unions. Replacing col]ective bargaining with individual wage 
negotiation and en1p]oyer determination of pay. R.estricti.ng the ri.g ht to strike 
nd to undertake [ndustrial action. 

• Introducing short-term contracts" Rep]acing '"jobs for life' with short-t,erm labour 
contracts, and introducing profit-related and perforn1ance-related pay. Critics of 
these policies 'believe they lead to even greater poverty and inequaHty for ordinary 
workers in an increasing.ly casualised and exploited part-Un1e labour force. 
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• Repealing legislation which Hmits employers, freedom to employ .. This 1n.ai{es it 
easier for employers to 'hir,e and fire' workers. 

• More nexible pension arrangements. Encouraging workers to opt our of state 
pensions and to arrange private p,ension plans so as to reduce the, burden on 
taxpayers. AHowing workers to transfer private sector pensions between employers 
when changing jobs. 

• Improving) the training of labour. Estc bUshing training .agencies and acade1nies to 
deveJop vocat ional technical education. How1ever, UK gov1ernments have rejected 
the proposal to hnpose a training tax·· on aH emp]oyers to prevent f ree-rjd ing by 
firt11 with no training sche1nes, which poach trained workers from fir1ns that do 
train their workers. 

Financial and ,capital 1market measures, 
• Dereg,u1ating fina11cial markets. Creating greater con1petition an1ong banks and 

buHding societies, and opening up the UK financial markets to overseas banks 
and unanci.al. institutions. These reforn1s inc reas,e the supply of funds and reduce 
the cost of borrowing for UK firn1s. Financial deregulation and the rem,oval of 
foreign exchange controls also encourage 'inward' inviestment by overseas fir1ns 
such as Samsung and Nissan. 

• Encouraging savil1gl .. Gov,ernrnents have cr1eat1ed special tax privUeges for sav Ing~ 
They also encouraged saving by giving individual shareholders first preference in 
the 1na1 ket for shar,es issued when forn1er nationalised industries such as British 
Gas were privatised. However, n1ost indivjdua] shareholders quickly sold thejr 
shares to institutional shareholders, which negated one of the n1ain reasons for 
privatisation .. It is a]so wor th noting that in recent years1 very low interest rates,, 
brought about by the, government's monetary policy,. have discouraged saving. 

• Pron1oti11g en~trepreneursbi,p. Governments have, encouraged the growth of 
p,opuJar capitalis1n and an enterprise culture .. Company taxation has been reduced 
and markets have been deregulated to encourage risk taking. 

• Reducing publi.c spending and public sector borrowh1g ... This has been done to 
free r,esources for private sector use and avoid crowding out. 

Supply-side economics argues that government policy should be used to improve 
incentives and the competlt[i\leness and efficiency o~ markets. 
In its early years, supply-side economics focused on how, vla increased incentives, 1ax cuts 

promote economic growth and are self-financing. 
The growth of supply-side economics was part of the free-market revtvat 
Supply-side economists are anti-interventionist and wish to reduce the economic role of 
the state. 
There is little or no evidence to support the 'extreme' supply-side argument that tax cuts 

ar,e seif-financi nrg. 
Neverthe1ess, most economms1s now accept the moderate or mainstream supply-side 
argument that the suppJy side of the economy is Just as important as the demand side,. 
Many supp!y-side po,Ucies are m·icroeconomic rather than macroeconomic. 
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Exam-style questions 

1 With the help of AD/AS diagrams. explain the difference betw,een supply-s 1ide and 1Key11esJan views on 
the effect of an in.crease in aggregate de,mand on the economy. 

2 Explain the role of fiscal policy in supply-side economic policy. 

3 To what extent do you agree that suppry~side refor1ms are needed if UK macroeconomi,c performance 

is to improve? Justify your answer. 

4 Assess the view that a cut in income tax rates inevitabty leads to an increase in total tax revenue. 

Unit 2 The national economy 
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accel.erator: a change in the level of i.nves tn1ent in new capi.tal goods induced by 
a change in nationa1 inco1ne or output. The size of the accelerator depends on the 
economy ·s capital-output ratio. 

aggregate demand: the t,otal planned sp,ending on r,eal output produced w itl1in t11e 
economy. 

aggregate supply: the ]eve,} of real national output that producers are prepared to 
supp]y at different averag1e price l1evels. 

balance of trade in goods: the part of the current account 1neas uring paym,ents for 
exports and in1ports of goods~ U is son1echnes caUed the 'balance of visible trade',. 

balance of trade in services: the part of the current account 1neasuring paym,ents 
for ,exports and in1ports of servioes. It is sometimes called th,e 'balance of invisible 
tradet though the uwo terms are not strictly identical. 

·balanced budget: this is achi:eved when govern1nent spending equals govern1nent 
revenue (G = n. 
Bank Rate: the rate of interest the Bank of England charges when lending n1oney to 
co1nmerciaJ banks to incre,a.se their Hq uidj ty. 

budget deficit: occurs when government spending exceeds government rev,enue 
(G > 11. 

budget surplus: occuJs when govern1nent spending is less than government r,evenue 
(G < T). 

capital-outp·ut ratio: the rati,o between the output that firms are currently producing 
and their existing stock of fixed capital assets. 

c,entral bank: the centra I bank in1plen1ents 1nonetary po Irey on behalf of the 
govern1TI enL 

ceteris paribus: ho]ding all other factors 10 th,e econon1y constant when exan1ining 
one part of the econo1ny. It is an ilnportant assuniption in 1nicroeconomics but not 
genera Hy in macroecono1nics. 

,claimant count: the m,ethod o-f m1easuring unen1ployment according to those pe,ople 
who are clai111ing une[nployment-related benefits. 

closed economy: an econon1y with no international trade. 

,,)ommer,cial bank: a co111.n1ereial bank, such as Barclays ahns to make a profit fro111 
com1nercial banking lbusiness. 

,cons.umption: tota l planned spending by households on real output produced within 
tbe economy.. 
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co11tractionary fiscal policy: uses fiscal policy to decrease aggregate de1nand and to 
sl1ift the AD curv,e to the left~ 

cost-push theory of inflatio11: a rising price level is caused by an increase in the 
costs of production shown by a shift of the SRAS curve to the lefL 

crowdi11g out: a situation in which an incr,ease in government or public sector spending 
displaces private sector spending, with littJe or no increas,e in aggregate de1nand. 

current account: ll) the part of the balance of paym.ents measuring paym,ents for 

exports and in1ports1 investn1ent inco1ne and transfers; (2) a bank account that aHows 
its owner to withdraw cash in1mediately by using a. cheque or a plastic debit card. 

current account deficit: occurs when currency outflows in the cu rrent account 
eXJceed currency inflows. It is often shortened to ··exports less tl1an ilnports (X < Mr. 

current account sur.plus: occurs when currency inflows in the current account exceed 
currency outflows. It is often :shortened to ~exports exceeding imports (X > Mli". 

cycHcaJ unemp!,oyment: also known as Keynesian and de1nand-deficient 
unemployment. As this nan1e sugsests, it is unemployn1ent caused by a lack of 
aggregate de1nand in the econon1y. 

de:ficit financing=, deHberate[y running a budget deficit and borrowing to finance 

the deficit 

deflation: a persistent or continuing faH in the average price le,vel. 

den1and-pull inflatio11: a rising price leve I ea us,edl by an increasie ]Il aggregate 
den1a nd, shown by a shift of t be AD1 curve, to the right. 

demand-side :fiscal policy! changes in the budget deficit are used to increase or 
decrease the level of aggregate den1and {and to shift the AD curve to the right or to 
the left) . 

depre sion: this tern1 has no generally agreed definiHon~ It is best to think of it as 
a long and deep reoession. In the UK, a recession is defined as a period of negative 
econon1ic growth lasting at ]east 6 n1onths. 

deregulation: involves removing previously jmposed regulations~ 

di cretionary fi cal policy: invo1V'·es making discrete changes to G, T and the budget 
deficit to manage and 'fine-tune~ the level of aggregate demand. 

economic cycle: the fluctuation of real output above and below the trend output Hne. 

e,eionomic growth: an increase in the econo1ny's p ,otential level of real output,, and 
an outward 1novement of the economy~s production possibjlity frontier. 

equilibrium national income: the level of inco1ne at which withd.rawa[s from the 
circula I flow of incon1e ,equal injections into the flow. In a two-s,ector model of the 
econon1yi naUona] inco1ne is in equiHbtiuni when S = I. 

exp,ansionary fiscal policy: us ,es fiscal policy to increas@ aggregate demand and to 
shift the AD curve to the right. 
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export: a don1estically produced good or service sold to res1dents of other countries. 

fiscal policy.: involves the use of taxation, pubHc spending and the go1vernn1ent s 
budg.etaty position to achieve the govern1nent 1s policy objectives. 

free-market economists: these are also known as neoclassical economists. 

frictional w1employment: voluntary unemployment, occurring when a worker 
switches betwee.n jobs. 

full employment: according to Beveridge1s definjtion, full employment means 3 % or less 
of tl1e labour force une1nployed. According to the fl·,ee-rnarket definition,, it is the level 
of e1nployrnent occurring ,at the lnarket-c]earing real wage rate~ where the number of 
workers whon1 einployers wish to hire equals the nun1ber of worke1'."S wanting to work* 

government spe11dlng m ultiplier: the relationship between a change in governn1ent 
spending and the resuHing change in national incon1e. 

import: .a good or service produc1ed in another country and sold to residents of this 
country. 

inflation~ a persistent or continuing rise in the average price level. 

interest rate: the reward for lending savings to son1ebody else (e.g~ a bank) and the 
cost of borrowing. 

investment:: ·total planned spiend ing by firn1s on Fea l output produced with in the 
econon1y. 

investment i11come: profit and interest incon1e flowing into a country l hat is 
generated from assets that residents of the country own abroad~ 

inve tment n1u1tiplier: the relationship between a change in investn1ent and the 
resulting change in national incoine. 

Key1lesi.an eco11omi ts: followers of the economist Jnhn Maynard Keynes~ 

Labour For1ce Survey: a quarterly samp]e survey of households in the UK. Its purpose 
is to provide information on the UK labour market. The survey seeks information on 
respondents' personal circun1stances and their labour n1arket status during a period 
of 1-4 weeks~ 

lender of last resort fu11ction: the Bank of England ·s willingness to l,end cash to 
co1n1nercial banks to i,ncrease their liquidity and to n1alntain confidence jn the 
banking system .. 

liquidity: measures the ease with which assets can be turned jnto cash quickly and 
at a pre-known :rate or price. Cash is the most liquid of all ass,ets. 

macroeconomic equilibrium: the level of real national output at which AD1 = 
AS or at which planned injections into the circular flow of income equal planned 
wUhdrawa ls f ron1 thie flow~ 

macroeconomics: involves the study of th,e wl1ole econo1ny at the aggregate level. 
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marketisation.: jnvolves shifting provision of goods or services from the non-1narket 
sector to th,e n1arket sector. 

monetarism:. the belief that 1 a.s inflation is assumed to be caused by excessive 
growth of the money supplyi' 1noneta ry policy should be used to control its g rowth. 

monetary policy: involves the use of interest rates to achieve the governn1ent's 
poUcy objectives. 

money supply or s.toc.k of 1n.011,ey: takes the forn1 of cash and bank deposits. 

mortgage: a long-term loan to a l1ouse owner that is secured by the· piope·rty .. 

national debt: the stock of all past government borrowing ·that has not been paid 
back. 

national income or r1ational output: the flow of new output produced by the 
economy in a particular pe·riod (e.g. a y,ear}. 

nati011al income 1nultiplier: the relationship between a change in aggregate demand 
and the resulting change in nationa] incon1e. 

open 1econ.omy: an econon1y \flith exports and imports. 

output gap: the difference between actual output and the trend output line. 

policy confJict: occurs when two policy objectives cannot both be achieved at the 
same time: the better the performance in achieving 011ie objective; the worse the 
performanoe' in achieving the other. 

policy indicator: provides info1mation about what is happening in the economy. 

policy instrume11t: a tool or set of tools used to try to achieve a policy objective. 

policy objective~ a target or goal that p0Ucy-1nakers ai1n to Lhif. 

privatisation: involves shifting ,ownership of slate-owned ass,ets to the private sector~ 

pirogressiv,e tax: a tax where the proportion of incom.e paid in tax rises as [n come 
increases. 

r,ec,ession~ a fall in real output for 6 n1onths or 1nore. 

reflation: an increase· in the level of real output following an incr1ease in aggregate 
den1and. 

saving: income which is nots-pent. 

seasonal une1nploy me11t: unen1p]oyment caused by fac tors such as the weatber and 
the 1end of the Christn1as shopping period~ 

structural u111employment: une111.ployment ea used by structural change in the 
econon1y: for example when industries decline without being replaced by new 
indu tries. 

supply-side 1economics~ a branch of f ree-n1arket economi.cs arguing that governrnent 
policy should be used to improve the con1pet]tiveness and efficiency of 1narkets. 
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supply- ide fiscal poU.cy: used co increase the econo1ny 7s ability bo produce and supply 
goodsy through creating incentives to work, save., invest and to be entrepren,euriaL 

supply-side po1Jicies: interpret1ed narrowly, supply-sid1e policies focus on the ro]e of 
tax cuts in increasEng personal incentiv1es. Interpreted broadly they aim to ilnprove 
the econon1y,.s ability to produce and supply n1ore output~ 

tax ·multip11ier: the relaUonship between a change in taxation and the resulting 
change in national inco1ne~ 

tecl1nical p 1rogress: in1proven1ents in n1ethods of production resulting, fro111 
invention, innovation and Jesearch. and develop1nenL Ft often leads to the production 
of new types of goods and better-quality goods. 

trade off between policy obje.ct.ives: governments often do this because it may 
be in1possible to achieve two or 111ore objectives simultaneously. They ai1n for a 
satisfactory co111bination. 

tra11sfers: (1) th,e part of governn1ent spending in which tax revenues are paid 
to people such as pensioners, withou'l any outpllt being produced in return; (2) 
payments flowing between coun.trjes in forrns such as foreign aid,. grants and gifts. 

trickJe-do,vn effect: inco1ne paid by rich people to the poorer people they emp1oy. 

wealth: the stock of assets) or things chat have value which people own .. 
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