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Get the most from this book 

Everyone has co decide 'his or her own re\6Sion scracegy, 
but ft is essential to review your work,. learn it and rest your 
understandlng. This Revision Guide wiH help you to do 
th ac in a pilan n ed way/ topic by cop i·c. Use eh 1s book as the 
cornerstone of your revlslon and don1 hesf·cace to wri,ce ln 
,t - personaHse your notes and check your progress by 
tickrng off each section as you revise. 

0 Tick to track your progress 
Use che revi1si.on planner on pages iv and v co plan y,our 
revislon, topic by topic. Tick .each box when you have: 
• revised and understood a topic 

• tested yourseff 
• practlsed the exam-styl:e questions 

You can alrSo keep track of your rev~sron by t1cking off each 
c,opic heading in the book. You may find ic helpful to add 
your own notes as you work through each topic. 

My revision planner 

AS topi<:S 

,,1", - <f ,....... "" 
1 Ba~~ e,;r;inomic; fdl!iti ii!ndl ~ a'llOCii!tion _ ••.-tt 
1 San.it:,. d-ioioe e,'ld Gpfl'lilrttJnity wit. ...... ... ...... . .............. r. ...... . .. . ...... ~ 
3 111ositwe rr,;:1 nom11rtM!: 1t5temoents .... ....... •.. ........ . . ........... J . ..... . .. . .......... I 
J ~,:tl)n; of jll'OOUcti.:lfl ... ...•.... ........ ....... ........ ...... ........•....... .......•. ••.....•. ... . ......... .. 
S lflesoume 11IIDaililon In dlH,er,=t ecorro.rne ¥'iBl"d 

..... ....-,_ Mlf••~i' 

Demand curves 

~· t!limU<I r/ft,l'i IQ d"CiC ~n! ....,~ ~!i lot, ;u~1gzl bJ hMf11 
IN! llf;;';lflJ. IU ~ tn thull!..llllkll\ a!rNnl!IS mwt n;,. ~ 'IYI'& I~· 
~ bu: ~ ;ilia lil,~·m Klind,:,:, p,J brD'. 

Features to help you suc.ceed 

Expert tips 

Throughout the book there are ttps from the experts on 
how to ,maxim~se your chances. 

Definitions and key terms 

Clear and ,conclse def~nrtions o,f t ihe essent1al key cerms 
from the sylllabus are given on the page where t:hey 
appear. The key ter,ms are highHghted in bofd and a 
glossary 1s provided at the back of the book. 

Revision activities 

The actlvlt:Jes will help you co understand each topic rri an 
fnteract fve way. 

Now test yourself 

These s1hort, knaw1ledge-based quest1ons provide the first 
step in testing your rearning. Answers are at the back of 
the book. 

Questions and answers 

Use the exam-st:yle questions and answers to consol'tdate 
your rev~s,ion and practise your exam skins. 



My revision planner 

AS topics 

Revised Tested E)(a m 
1 Basic economic ideas and resource allocation ready 

1 Scarcity, choice and opportunity cost_.· -- ·-· ··-- ... . -·-- .... ·-.. .......... .. ·- .. _o ...... ···-___ o ..... _. ···-· D 
3 Positive and normative statements .... ..... ..... .. ...... .. ... .. ....... .. . __ .. .. .. .. ..... . _. __ o ..... _ ..... . 
3 Factors of production ... ...... ............. .. ............... .. ....... ............. ....... 0 ., .......... D ............ D 
5 Resource allocation in different economic systems 

and issues of transition .. . _ ... ......... ... .... ... .... .... _ ........ .... . ... ........... ... . D .. _ ........ .. D ..... _ ... , .. D 
7 Production poss i bi I ity curves .... .. .. ... ....... ....... , ........... ..... ........ .. . .... D ......... ... D ......... .. . 
9 M o ney ..... .. ..... ..... .................... .. ..................... ................ .. ..... ...... ... B ........ .... D ... ...... .. . 

11 Classification of· goods and services... . .. ..... ................ .................... . ........... D ........... . 
2 The price system and the micro economy 
13 Demand curves ... .. .. .. ... .. .. ... .. .. .. .... . ....... .. ....... .... . .. .. ... .. .. .. .... . ........ . . ........... 0 ........... . 
17 Price, income and cross elasticities of demand ... ,........... .. ...... .. ..... .. ......... . D ........... . 
21 Supply curves .................. ··~···· ........ . ~.. . ... .. ............................. .. ....... . .... .. ..... 0 ........ ~ .. . 
23 Price el~sticity of supply ... ..... . .. . ..... .... ... ... ... .. .... ... ...... ....... ... ..... .. 0 ... , .. ..... D ...... ...... D 
25 Interaction of demand and supply .... .... . _____ ___ .·- · ____ ·- ···-·· ... . ____ .. .. __ ·-.D ., .......... D ....... ..... D 
28 Consumer and producer surplus ... ............. .......................... ........ . . 0 ......... ... D ........ .... D 
3 Go·vernment microeconomic intervention 
2 9 M axi mum and m in i mum prices .. . _ ..... .... _ ..... _ . .. ..... . _ ... .... . _ ....... .. .... . D .... ..... _ ... D .... . _ ..... . D 
29' Taxes (direct and indirect) ...... .. .... ...... ...... ........ .............. ...... .. ... .... ... 0 ......... ... 0 ...... ...... D 
32 s u bs id i es . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. ...... ... D ..... .. .... . 
32 Transfer payments ... .... ..... ....... .. .. ... .... .. . .... .. ... .... ..... .... ... .. .. ..... .. .... . ........... D ........... . 
32 Direct provision of goods and services........................ .................. . ........... D ........... . 
33 Nationalisation and privatisation .. .. .... ... ..... ...... .... ... .... ... .. .. . ... ... .... D .. .. ........ D .. .. .... .... D 
4 The macro economy 

:~ :~;;;:~. ~~~~~-~ .~~~~ .~~~ . ~~~.~~~~.~~ .~~-~.~I·~-~~-~~~'.~'.~::::: :D::: :: :: :: : ::8:::: :: : : : :: : B 
42 The balance of payments .... . .. ... .............. .... ..... ............. .. ........ ...... D . ., ..... .. ... D ........ .... D 
44 Exchange rates ........ ... ................... . .... ... ...... ..... ... .. . .. ..... .... ... .... ... ... 0 .. .. .. .... .. D ...... ..... . D 
47 The tarms of trade.. .. .................... ... .. . .. ......... .. ....... .. ... .. ......... .. . .... . . ... ... ..... 0 ............ ( J 

48 Principles of absolute and comparative advantage ...... . ................ 0 ............ 0 .... .. ...... D 
5 3 Protectionism ... .... ............... ........ .. ...................... , ...... .................... D ...... , ..... D ....... ... .. D 
5 Government macro intervention 
56 Types of policy .... ............ .... ... ....... ................. ........ ..... ....... .. .... ...... 0 ... ...... .. . . ..... ..... . 
59 Policies to correct balance of payments disequilibrium .... .. .. ........ ·B· .... .. .. ... . .......... . 
60 Policies to correct inflation and deflation...... .. .......... ....... ........ ... . . . . . . . . .. . . . . . ......... .. 

61 AS questions and answers 
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1 A level topics 

Revised Tested Exam 
6 Basic economic ideas and resourc.e allocation ready 

67 Efficient resource a !location . . .. .. .. . . . .. . . .. . .. . . .. . . . .. .. .. . .. .. . . ..... ... .. . .. . 0 .. ....... .. 0 ............ D 
69 Externalities and market fai lure . __ .. ·-· _ ··--··· ··-- .... -·-...... ··- ... .. .... ... . .... D ............ D .... __ .. ... . D 
73 Social costs and benefits .. .... ... ... .... ..... ... ........... ..... .. ... .. _ ....... .. _. .. .. . . _ ... .. ..... D .... ........ D 
7 The price system and the micro economy 
7 5 Law of d i mi n is h i ng ma rg in a I uti I ity _ .... ......................... __ ..... ... .. ..... D ......... _ .. D .. ....... .. . D 
77 Indifference curves and budget lines . ... -··· ... ... .......... .... ....... ........ . 0 ............ 0 ....... ..... D 
78 Types of cost, revenue and profit, and short-run and 

I on g-ru n prod u cti on ...... .. _ ...... _ . _ .. .. . _ .... ... _ ..... . .. _ ...... _ .. _ .. . _ ...... . _ .... . .. . D ....... ... __ .. D. _ .... . _ ... . D 
84 Different market stru ctu re s ... ....... .. _ ............... _ .. ............ ......... _ . _ .. _ . . . . ........... D ....... _ . _ .. 
89 Growth and surviva I of ·firms .... .. ... .. ...... ... ..... ........ ....... ........ .. ...... ·B ..... ....... 0 ... ........ . D 
90 Differing objectives of a firm .. .... .... ...... .... ... .. ... ...... .. .. .. ..... ....... .... .. ... ..... .. D ... ... ...... D 
8 Government microeconomic intervention 
94 Policies to achieve efficient resource allocation and 

correct market failure .. ... -- ·· ___ ... . -··- .... .. ... .... ... ... ....... .. ··- .. ..... . .... ...... D .. .... ···- ... D ... ........ . D 
98 Equity and policies towards income and wealth redistribution ... D ... ......... D ............ D 
100 Labour market forces and government intervention ... ... ...... ... .... ·B· .... .. ..... 0 .... ... ..... D 
104 Government failure in microeconomic intervention ... ....... ........... .. ... ..... .. 0 .. .... ...... D 
9 The macro economy 
106 Economic growth, economic development and sustainability..... . . .. ..... .... D ..... .. .. .. . 
109 Nation a I income statistics ...... ......... ....... .... ..... ......... .... ... ....... , . . . . . . . . .. ..... , ... 8· .......... . 
112 Classification of countries ..... .. ... , .. .. .... ....... .... .. ............. .... ,.. .. ..... .. . . ........ ... . .......... . 
115 Employm~nt and unemployment.. ........ ..... ..... ..... ... ..... .... .. ......... .. . .. .. .. ..... D ......... , .. D 
119 The circula rflow of income ............ ... .... ............ ......... .............. ..... 0 .......... D ... ......... D 
125 The thQory of money supply ·· ······· ···· ···-············ ········ ····· ····· ···· ····· ·D ....... .. _ .. o ......... _ .. o 
~~: ;~:nde;!: na;~o;~:~~;i:~:~;!;~~~ ·;;;·~~~~;~ i~~~j~~ : :: : : : :: :: : : : : :: :: :: : : : ::EL::::::::: B 
'130 Policies towards developing economies: trade and aid ... .... ..... .... . 0 ..... ....... D ... ... ...... D 
10 Government macro intervention 
134 Gov~mment macro policy aims ......... .. ... ........ ... ............... ....... . .... ·B, .. ......... D ............ D 
134 Inter connectedness of problems .. .. ... .. .. .... ... ... .... ... ........ .... .... .. .. .. . ... ...... .. 0 ... .... .... . D 
13 5 Effectiveness of pal icy options to meet al I macroeconomic 

objectives ............ ... ......... .. ....... .. ... ...... .... ... ... . .. .. .... ... .... ... ........... ... D ...... ....... D ............ D 
137 A level questions and answers 

143 Now test yourself answers 

'149 Key terms 
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6- 8 weeks to go 

• Start by tookfng at the syl[abus - make sure you 
know exactly whac material, you need to revise 
and che sry1le of che examinat:lon. Use ·eh~ rev1sion 
pl1anner on pages iv and v to fami liarise yourself 

wlth the topics. 
• Organise your notes, making sure you have 

covered everything on the syllabus. The revf s~on 
pfanner will help you to group y,our no·ces into 
copies. 

• Worl< ouc a real;is·cic revis.ion plan chat: wfll allow 
you time for r~laxat,ion. Ser aslde days and t:fmes 
fo r aill the subjects that you need to study_ and 
stlck to your timetable. 

• Set yourse,lf sensible targets. Break your revision 
down int,o focused sessrons of around 40 mlnuces, 
divided by breaks. This Rev1sion Guide organises 
the basfc facts rnto short, memorable sectlons to 
make revising ,easier. 

Revised 

2- 5 weeks to go 

• Read through the re'levant sections of thfs book 
and refer t:o che experc tips and key te,nms. Tick 
off the topics as you feel confident about: r:hem. 
H1igh light those topics you find d1fflcu1t .and look 
at: them aga~n 11n deta[I. 

• Test your understandlng of each topic by work1ng 
through the 'Now test yourselfJ questions in the 
book. Look up the answers aic the back of ·che 
book. 

• Make a noce of any problem areas as you revlse, 
and ask your teac h~r to go over these in dass. 

• l ook at: p asr papers. ThEey an~ one of ch e b esr 
ways to revrse and pract~se your exam skllls. Write 
or prepare p~anned answers to the exam-styile 
questions ,prov1ided in this book Check your 
answers wfth your ceacher. 

• Use t he rev1isJon actlvlties to· ·cry different revision 
rn~hods. For example,. you can 1m,ake notes usfng 
mind maps, spider diagrams or flash cards. 

• Track your progress usfing the revfsfon planner and 
give yourself a reward when you have achieved 
your target. 

-

Revised 

1 week to go 

• Try to fit in at 1least one mor-e t11med practice of an 
entire past paper and seek feedback from, your teacher, 
comparing your work dosely wich the mark scheme. 

• Check che revi·ston planner to make sure you 
haven't mlssed out any topfcs. Brush up on any 
areas of difficulty by talking thern over with a 
frfend or getting help from your teache~ 

• Attend any revision classes put on by your teacher. 
Remembe~ he or she is an expert at preparing 
peopl,e for exami·inatfons. 

Revised 

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

The day before the examination 

• Flfck through this Revision Guide for useful, reminders, 
for exampJe the expert tips and key terms. 

• Check t he t~m.e and place of your examination. 

• Make sure you have everything you ne.ed - extra 
pens and pencils, tissues_ a watch,t bott1ed water, 
sweets .. 

• Allow some ti·me to relax and have an ea rly night to 

ensure you are fresh and alert for the examrnation. 

Revised 

Paper 1 

Dace:. . . . . . . . . . . . . . . . . . . . . . Ti,me: ................... . . 

l oca.,c i·01n:. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Paper 2 

Date: i - •• • '!!I t ft • '!I I! ,t I .. l' '!I • "" ~ Time: " ,f .. I" ... I! .. l' '!I ,. i .. I! . r i I! i • 

Location.:. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Paper 3 

Dace: . . . . . . . . . . . . . . . . . . . . . Ti me~ .. . ............ . ... . . 

location: ............................................. . 
Paper 4 

Date: ...... _ " .. .. . _ . .. . . t, " .. • .. • Tf me~ . " . . .. . '!I p "1 • .. " ... !' .. • • _ .. _ 

l ocatlo·n; ... . .... .... . ......... .. .. . . . . .... . .. ... ... . . . 
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Scarcity, choice and opportunity cost 

~~------------------------t•Z31¥1)1;z1@1·;Al~-• 
Scarcity refers to the fact tha1: at any moment in time. the outpu1: that an 
econo,m1y is able to produce w'ill be 11,mlced by the resources and techno1ogy 
availabl.e. Peop~e1s wants and needs, how~ver, w~ II :a lways exceed the re.sources 
avaf·labl,e to :satisfy them - in other words, these wants and needs are unlim1ted. 
This is lknovvn as the fundam·ental economic problem. 

As a. resulc of chfs condicron of scarcicyl cho[ces must: be made. In al l economres, 
therefore, there ls an inev1tab11ity of choice at a1ll levells of decision making -
that is, at the level of the indlviduall> the fi rm and the government. 

Th rs focus on cho-ice scresses the need to recognise the implicaclons not onty 
of chooslng one thfng. but also of not choosfng snmething else. Thrs 1is known 
as opportunity cost. An example fs using a piece of tand for farming purposes 
ra1:h er than b ui Id i1ng a factory on it. 

wants:. tnings that are not ess·enti1al, e.g. a new car or te:levisi,on 

needs.: thin g1s that are es sent ia I for hum an su rviva I. e.g. food or s h el te r 

resouraas: the inputs avail'able to an economy for use in the production of 
goods and services 

economic problem: a situation where there are not enough resources to satisfy 
aH huma1n needs and wants 

opportunity oos.t: the benefit forgone from not choosin,g the ·n·ext best 
alternative 

Expert tip 

It is important that candidates fully 
understand the difference between 
a wan·t and a need, and can clearly 
demonstrate this understanding to the 
examiner. 

_. ~ · IO II ' I •••••,," ' I t • II U • tt ' I I '•••• ' I I ' I t ' II II ' I I',," ' I I' • I ' tl 11 'I I'" " O ' ''II' Of I ' ' I I '" I " ' I ' I II , 

Expert tip 
.. ......................... ........................... .. ...... ..... .. 

Candidates sometimes define 
opportunity cost as the benefit that is. 
forgone as a result of taking. a decision. 
But it is not the result of any random 
choice: it is the cost of the next best 
al terr\at ive forgone. 

"'1~---------------------------•,:1(4i'li+1#1·~•~~• 
The emphasis on choke focuses on three basic economi·c questions: 

• what wm be produced 

• how it w1111' be produced 

• for whom it will be produced 

The three basic economtc proble'ms. are solved in di:fferent ways in varlous 
economies - 1n other words, resource allocation can be approached chrough 
dffferent systems or mechanisms, as the next sect ion shows. 

Now te,st yourself 

1 Define what is meant by the ·economic problem'. 
2 Explain wha:t is meant by the tenn ~opportunity cost·. 

Answers on p. 143 

-----

Expert tip 

Candidates shou Id emphasise the 
i mportanc.e of needing to make a 
choice as a tesu It of the con d irion of 
scarcity. Although choice can apply 
ro various areas of economic acriviry, 
these three economic questions are 
the most fundamenral ones. 

1 Tested 

Scarcity, choice and opportunity cost 8 



~~-----------------------------------t•aa1,1,,1,,m.11r~1, 
Econom1ics ls one of che socla1I scjences and there are many aspects of the 
subj~ct: that fnvo~ve a scit?nt:1fic analysis. le ls recogn~sed" however, chat [c is not 
reaHy possib~e to study human behaviour under laboratory conditions. 

Econom,ists do, nevertheless, put forward theories by assuming that cercaln 
orh~r aspe:crs of behaviour can b9 held con scant:. Th ls enabl:es e.conomfst:s co 
isolate a s.ingle change, assuming that all other possible ln~luences are unchanged. 
Th is assumption of ceterts par•bus, I hat other th1ir:1gs are equal, means that 
economists can ana'lyse one aspect of behaviour at a time. For example, in chis 
way ic 'has been possijble co put forward economic laws of de·mand and supply. 

These econorn1c theories have been put forward in re~ation to both 
microeconomics and macroeconomics. 

ceteris paribus~ a Latin term that literally means 'other things bein9 equal' 

econom'ic law: an economic the-ory put forward by economrsts 1 such as the 
laws oi demand and su pp~y· 

microecono.mks: the study of the beha,viour of rel1ati1vely small, economk units, 
such as parti,cu l'ar 1individuails, households or firms 

macroeconomics! "the study of economfcs at the nationa,I! and international: 
levels 

Expert tip 

Candidates ~hould appreciate rhar 
it is virtually impossible to keep aJ I 
variables const:an t, and this is why 
economists use the concept of 
ceteri,s pari bus ro indicate the idea of 
ieveryth ing else being held constant'. 
Th is id.ea ea n be brought into a 
number of answers, such as showing 
the relacionsh ip between changes in 
the price of a product and changes in 
the demand for that product. If c-et:eris 
pari bus applies., all other possible 
influence.-;, such as changes in income, 
can be assumed to be constant. 

Revision activity 

Note down why the concept of ceteris 
paribus is; important in economics. 

~----------------------------4•14!il_ij.lt41ill~-• 
Economiists, in their analysis of decision makirngi are often ,concerned with 
dec1slons that are taken at the margin - that fsJ the pofnt a1: which the rast 
unrt of a product is produced or coinsumed. 

There are many exam plies of tmargf nal decis1on making' throughout this book. 
For example, marginil cost is the additional1 cost of producing one more unit of 
a produce, and marginaJ utmcy is the ex!cra or addi'cional saclsfaccion thiac can be 
gained from che consumpcion of one more unft of a produce. 

The marginal efficiency of capital is the additionai output produced by the fast 
unit of capjcal, investment employed ~n the production process. 

margin! the po·int at which the last unit of a product is produced or c.onsum,ed 

costs of pro duct ion: the va,ri ou s costs invo I ve d in the production process 1 

which can be generally dhtided into f ixed costs, w nich do not vary with changes 
in ou1:put, and variab le costs, whkh do vary with cha1nges in output 

fixed capital formati.on: buHdings, p1ant, machinery and vehides for 
com,mercial use that aire ,used in the production process 
investment: spending on, cap~tal equilpment e~g. a, machiine or .a pi·ece of 
equipment that can be used .in the productfon process 

working capital: the part of the capital of a business that 1s available to pay for 
wag:e-s andl material's and! not t ied ,up in ~i>ced capital sU'ch as land, bui1ldings or 
equipment 

Economiists d1stingui,sh between three different tfme per~ods. 

The short run refers to that tfme perfod iri which on~y certafn faccors of 
production can change. These are known as vari(Jl,Jefactars. 11n the short run rt 

Expert tip 

The concept of the margin is of 
fundamental importance in economics 
and you wi II have opportunities to 
bring it in·co many of your answers. For 
example, rt is important, in the study 
of satisfacrion, co distinguish between 
marginal utility and totof utUity. 
.. ......... ...... .... ..... ................. ............................................ .._ ..... .... ..... .. ... 

IW.Z.I • 
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is not possib'le to change the fixed factors . For exampl,~ i1n the short run it may 
be poss.ible to change the employment of labour, but the sa,me equtp'ment widl 
need co be used. 

The long run refers to that time per1od when the inputs of all factors of 
product,ion can be changed - for e.xamp1le; 1t will be possible to va:ry both 
employees and mach1nery in the long run. ,It 1s not possible to, define exactly 
how long che shore run or the long run is because ir w~II va.iry dependJng on the 
pa rt r c u.lar c t re umsta n ces. 

The very long run refers to that tfme period when supply cond~tions can 
change because of technica,I progress. In boch the short run and che long run, 
cechnlcal progrf!SS is assumed co be held constanc. 11 n t: he very long run, however, 
technical progress cin change - for example, as a result of a new invention ln 
a particular i1ndustry - arid this wiU have an effect on the supply condit'ions 1n 
t h a·c industry. 

short run: the time period when 1it is not possible· to chang,e a ll of the factors of 
productiion 

long run: the time period when n becomes possible to c.ha,nge a.U of the factors 
of ip rod u et ion1 

very long run: the time period when technical progr,ess is no Jon.ger assumed 
t o be constant. as is the· case in1 the short run and the long run. and the 
c,onditions of supply in an 1industry ca,n be affected. for ,exampl1e. by the impact 
of a new invention 

Positive and normative statements 

1 ------------.-t4jh4 .• 
le is im.porcant in economics co b~ abfe co drsc1ngulsh between cwo dil~rent: 
types of statement. A positive statem,ent is one w hich ls factually ·Correct. 
A normatlv,e statement, on the other hand, reflects the norms or values of 
the person expressing che sca·cemenc - such a stateimenc wm involve a value 
Judgement and w i:11 refl'ect someone's personar opJnfons. Normative sca.remencs 
often include the words 1should' or -Ought to'. 

positive statement: a statement which is factua·1 and objective 
normative statement:. a statement whtch ts subjective and expresses a value 
judgement 

value judgement: an opin,ion which refl1ects a particul'ar poi,nt of view 

Factors of production 

--------

Expert tip 

Candidates s.h ou Id u nderscand 
that economk,s is one of the social 
sciences, so positive statements play 
an important role in the subject. In 
contrast, normative statements are 
more subjective and are reflections of 
value judgemenrs .. 

"' 111••tt1tltttlltltJtll''ft'ltl!ltlltl!lll'll' ' flltttllltltltlll''IIIOltltllllllt l' 'lllttl1ttllltJt1 I 

Revision activity 

Write out three positive statements 
and three nonnative s,tacements. 

~-------------------------------------1441\4·1 
There are four factors of production: 

• land - this refers to all the natural r-esources that can be used in the process 
of producc1on. 1lt can inc'lude farmlan4 forests, lakes and rivers and aH the 
mineral deposits of a councr~ such as coal or oil. The reward ea hand is rent. 

Positive and normative statements 0 



• labour - this refers to all ·che human input into the process of producti'Ort 
It refers not just to the peop,le themselves, but to the.ir skWs, tra~n fr,gi 
education and q ual~ficacrons. le can aJso be referred 1co as 'human capital; or 
'1nt:etlect:ua11 ca.prca·I'. The reward co 1labour Is wages or salaries. 

• Capital - chrs refers t:o che humanemad@ alds char can be used in the 
process of production. It can refer to equipment, machinery and factorJes. 
The reward to cap it al ~s t~ teres t. 

• Enterprise - e:h is refers to the factor thac brings the otlher factors of 
production cogecher co produce products. The reward to enterpri.se fs profit 
and the aim of many businesses rs pro·fit maX!lmlsatlon. The lndlvidual who 
cO'mbines the other factors of production, and takes a rtsk in doing soJ- ~s an 

entrepreneur. 

land~ the factor of p roducti10 n tha·t in dudes a 11 the g ifis of nature~ or natural 
resou,rces. that can be used In the process of produc-1:lon, e.g. ,minerals, forests 
and the sea 

labour! the factor of production that includes all the human ·effort that goes 
into the process of .productio·n, both 1mental! and physkal 

capital: the factor of production that indudes all the human-made a~ds to 
product ion, ·e.g. tools, equjpirnerit and machinery 

enterptise: the factor of producti.on that refers to the taking of a ri·sk in 
organis1ing the other 1tJhree factors of production 

profit maximisation; the situat1io11 where marginal cost is equal to ma~ina~ 
revenue 

entrepreneur: the indivtdual who takes a risk in combining the factors of 
production 

Now test yourself ~ 

3 Explain the meaning of che term 'capital' when used as a factor of production. 

Answer on p. 143 

Expert tip 
lllllllltllllllllltltllllllllllll l Jllllllllllllllllllll:1 11111111111 , 

Candidates often confuse the use 
of the term ~,a pital' as a factor of 
production with another use of the 
cerm to refer ·to money. It is important 
that these two meanings of-the term 
are ea ref u Hy distinguished. 

I ftlllltlllllllllllltllllllllllllllllltllll l llllllltllllllllflflllllllllllllflllllllllllltll l llllllll I 

Re,vision activity 

Choose a particular form of 
production, such as car pr-oduction or 
agriculture .. and identify -examples of 
rhe four factors. of producrion involved. 

Tested 

l!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!--,.1#.§11fi!41·~·L_~· 

The factor 'enterprise' plays a very in1portant roJe tn an economy, Entrepreneurs 
are crudal in ,orgarirsi·ng the other factors of pr,oductron. They take a risk in 
performing ch·is funcc[onf and risk caking ~s a fundamental! character~scic of an 
entrepreneur. The ele·ment of rrsk arrses from che uncercainty t:hat ls a feature 
of any inltiative an entrepreneur takes. Although there are many famous 
entrepreneurs in the world who have had success in a number of different 
business ventures, there are 1many others who have fai led. 

Speclallsatlon refers to a process of concentratiion o n a parcicular aspect 
of productron. A car assembly l ine is a good exa,mpl,e of the way in whtd1 a 
manufacturitig process can be broken down, rnto a sequence of specific tasks. 
Workers wi ll co.ncentrat:e on, or specialise in, chese parcicular tasks, giving rise ·co 
a division of labour. 

One of the first studies of this process was by the Scottish economist Adam 
Smith. who described in hls book. The WeaJth of Na dons (1776) h·OW divisi,on of 
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lalbour in a pin factory e.nabled a great deal more to be produced than if each 
worker tried to· do everything hi·m- or herself. The process of producing prns 
invo 1lved 18 specific operacioris. If one person did aHI of chese. cha·c person wou~d 
b~ able co produce 20 prns a day. However, if divlslon· o,f la.bour wa.s appUed, jt: 

woufd be possible for each worker to produce 4,800 pins a day. 

specialisation; the: ]Process Whereby individuals, firms and eco n om i·es 
concentrate on prod u Gifn g; those products in w hi eh they have an adva.ntag,e 

di'Vis:ion of labour~ fue way in whidh production tS divided into a sequence of 
specHic t.~sks which enables wo~kers to sped a Use in a partk:;ufar type of job 

Adam Smith: one of the founding fat hers of economics (1723- 90) and author 
of The Wealth of Nations, publtshed in, 11776 

Revision activity 
Make a list of the main advantages and 
disadvantages of the division of labour. 

Resource allocation in different economic 
systems and issues of transition 
An all ocatlve mechanism is needed for deciding how economic goods 
t:hat are scarce are produ.ced aind consumed. Free goods char are in suffi.cienc 
supply to satisfy demand, such as afr and sunsh~ne, do not need an allocatlve 
1mechanism. 

-------

Expert tip 

There are th(ee different types of allocatlve mechanis·m: 
• ·market economies 
e, planned econom,ies 
• .mrxed economres 

( 
alloca1ive mechanism: a 1me.thod of taking decisions about 1rhe different uses 
that can be made of factors of production 

Candidates sh ou Id understand that 
every country in the world (and there 
are over 200 countries) wil I al locate 
its scarce resources in different ways. 
This range of allocacive mechanisms 
is so broad that economists have 
focused on three main cypes: market 
economies, planned economies and 
mixed economies. 

~1----------------------------------------------------------~•~l!l§fljl§.!I•-~-~ 
1ln a market economy, the allocation of resources ls left to the market forces 
of demand and supply, operating through ·the prke mechanism. The advantages 
arld disadvancages o·f t:he m,a.rkec econo.my are shown in Tabfe 1. 

Table 1 Advantages and disadvantages of the market economy 

• Dec1i~ions ar,e made by ~ndwidua1I consumers. who act Mn 
itiheir own self-interest, Le. s,eek to ma,dm~se their uUlity or 
sa,1isfactlon when they consume a product. 

• Deeiisjons are made by 1ndw1duaA producers, who act in theirr 
OVitn self-mntereS1, i ... e. seek to ma·dm,se 'the-fr prof~ts. 

• The use .of the price mechani·sm1 to allocate resources 
('referred 10 as 'the invisibte hand' by the Sco1tmsh ,economist. 
Adam Sm i1th) m eains that there is no need for any 
government jnterverrrtt,on ti1n the id1locat1on of resources. 

• Some products wrn be unde1rprov1ided and 
unden:onsumed i1n a marke·t eco1nomy; these are known 
as merMt g1oods, e.g. education a1nd healthcare. 

• Some products wiU be overprovided and overconsumed 
in a market economy; these a1re kinown as demerit goods, 
e, g. al coho! and tobacco. 

• Some products will! not be provi:ded or c,onsumed at all 
in a market economy because ~t wotdd be ~mpossible 
to charge a miarlk:et pnce for ·them; these are known as 
publi c: goods, e.g. defence and il~ghthouses. 

Resource allocation in different economic systems and issues of transition 0 



market econ omy (or market system)~ an economy where decisions about the 
allocation of resources are taken through the price mechanism 

market:· a way in which buyers aind sellers come together to excha,nge products 

P1lanned economies; also known as command economies, involve the 
aHocatio-n of scarce resources through government 1interventio11 wlth no (or very 
rlit:rle) scope for marker forces co operate. The advantages and disadvancages of 
p~anned economies a.re sho·wn 1n Table 2. 

Table 2 Advantages and disadvantages of the planned economy 

p lanned (or command) economy: 
an ec:ono my where decisions about t he 
a U ocatton of re so u:rces a re ta ken by the 
stat:e 

• Govern1mrent intervention ~n the a1Hocation of resources 
means 1it can take deciis,ons in the 1nati10,nal interest, -e.g. jt 
can prevent the production of sodaUy undes1rrab~e products 
such as drugs and pornography. 

• A system wah such a ,large aimount of governm.en1 
1influence and contr,o! wiU tend to be bu:reaucra1k and, as a1 
result, may be mn,effid,e1nt. 

• The gov,emrnent can intervene to bring about a rnore 
equitab~,e d~stdburUon of income and weallth. 

• The tack of competition and the lack of the, p,roijt motjve 
mean that product~ are often of poor quality with 
consum.ers haiv~n 91 I ~1tre· ·cha ice. 

~----------------------------------------------------------~•&dm~m,1,«m@m·I(~~~ 
A mlx,ed economy com,bines elements of both ·market econom 1ies and ptanned 
economies~ in other words, there ts some degree of state ownershfp and sta·ce 
intervent:.ion. buc in many areas ot che economy market forces wrn be aHowed to 
operate. 

ft could be argued that all economie; today arei to some extentj mixed ecorio,mies. 
However, there are large d1fferences betweenl say, Chjna, where the government 
sclll plays. an important: ro,l·e in eh@ a.Uocat:Jon ,of resources,. and t:h9 Un1it:@d St:a'CE?S, 

where the government has only a limited role in the all.ocatio11 of resources. 

( 
mixed economy~ an economy where the allocation of resources ls decided both 
by market forces and by the state 

Now test yourselt 

Expert tip 

Candidates need to demonstrate they 
understand that the degree of mixture 
in any economy is not static. For 
example, since the credit crunch began 
in 2007; a. number of banks in many 
countries have either been brought 
under corn plete state ownership or 
been given financial assistance by 
government to remain in busineS-s. 
One bank in the UK., RBS (Royal Bank 
of Scotland); became 84% state owned. 

1 Teited 

4 Distinguish between a market economy, a planned economy and a mixed economy. 

A nswer on p. 143 

~r----------------------------------------------------------•,·1&14i1til4i·1I_~-~ 
A number of econom~es are going through a period of change where the extent 
of central plann1ng is being reduced and market forces are being al lowed to 
lhave a greacer degree of :influence. Ch1na is an example of such a transitional 
economy. There arej howev<?r, possibh? problems assoc]at:ed wit:h rransicion, as 
Table 3 sh CJINS. 

-

Revision activity 

Make a list of the key features of 
market economies, planned economies 
and mixed econornie-.s. 
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Ta.bi e 3 Problems of transitional economies 

A planned economy is generallfy better abie to keep down 
the rate of unempl oymen1 in an ,econo,my: When there is a 
move towards greater re~•anoe on m.arket forces., the ra1te oi 
unemp~oyment in an economy is like~y 10 increase because 
En a ma1rket economy. firms aim to maxim•se proiits and this 
may ilead them to reduce costs of production. possibly by 
taym g1 off some workers. 

liiiiiiiiiiiiiiiii ~n a planned economy, 'the state controls prices so jt •s 

r,;iiiiiijiiiiiiiiiri~:::-:-------,.­

easjer to keep down the rate of iinflaOon; when prices 
are determined! by the free-market forces of demand aind 
supply. it is more diHkuh to control prices and so 1nflrat1on is 
more hkefy. 

~n ar planned economy, tt ~ poss1bl,e for 'the state to support 
ine.ftident -f~rms an di industries; when state support is 
ended, such firms aind industnies may not be abl1e 1,o 
compete and so output could faU . 

A pJainned economy is ab~e to provide hous1ng and 
health care to everyone; wtth 1h e intro duct, on of m1arket 
forces, 1there may be a faU 1in welifare proV1isjon a1t1d this may 
have a detrjmen'tat effect on levels oi p r,o ductiivtty in the 
economy. 

Now test yourself 

5 Analyse whar is meant by a transitional economy. 

Answer on p. 143 

transitional eoononiy: an economy 

that was previ:ousJly a command or 
plamned economy and which fS now 
a l'I owing a greater degree of scope for 
market forces to Orperate 

- -

Expert tip 
- - - -

Candidates sh ou Id recognise tha c 
transitional economies can vary a 
great deal, depending on the degree 
of change, or transition that has taken 
place. Some of these economies will 
stil I be similar to a planned economy,. 
with only a small degree of private 
sector involvement. On the other 
hand, other ec-0nom ies wil I have 
moved away from a planned economy 
towards n1 ore of a rnarkec ec:o nomy. It 
should also be understood that such 
econornies ate changing rapidly, and 
a,great deal of change can have taken 
place in a short period of tirne. 

J. 1. lo , ,", ii """ i , I, I,,,, ,I ,I ,,,,, , lo lo lo, I, , i ol ,, ,, ""II,,, t, ,1,1., ,, ", ,11, lo I , ,I ,I,, fo , ",, l o lo, 

1 Tested 
---

Production possibi lity curves 

~nti~1i--------------------------------------------liiiiiiii•1141~1it1i41·1Mf~l. 
A production posslbHlty 1curve (or production posslbHity frontier; as ~t is 
somet11mes ca~led) shows the different combinations of prodLKts that can be 
produced if the economy is worki,ng at fuLI capacity. It can also be referred to as 
a rproduction cransfor,macion curve'. 

The shape of the curve shows that there are a number of d ifferent com:binat ions 

of products that can be produced. l't is drawn as a curve rather than as a straight 
!line because not all faccors of production are equ.al1ly efficient. This can be seen 
~n Figure 1. 

Capital goods 
per period 

K, 

PPC 

Con sum er goods 
per period 

Figure 1 A producrion possibilicy curve 

The production possibility ieurve (PPC) in Firgure 1' shows the comb~nat ion of 
capital goods (shovvn ·On ·che vercical axis) and consumer goods (shown on the 
hor1izoncal axis) t:hat an economy can produce in a parclcular period of time 

\ 

production possibility aarve 
(or frontier): a graphic representation 
showing t he ma,ximum combination 
of goods or services which can be 
produced from given resources 

Production possibility curves 0 



wjth the existing economic -resources available. Point A shows one possible 
combf nat ion of outputs; where the economy produces K1 cap~tal goods and C, 
consumer goods. Any moveiment al1ong che curve from point A shows that che 
production of more of on~ cyp'2 of good leads co eh~ produccfon of lt"?ss of c:he 
other (thus illustrat:ing the concept of opportunity cost). 

Po1nt C, whlch ls insjde che PPC sho\fl/S chat the economy is not using irs. 
resourc~s efffciencly and chE?re is some teve 1I of unempl1oyment: of resources. 
Output of both capital and consumer goods is lower than it could be. 

Point B, whkh is outside the PPC, is unreachable at the present t ime given the 
resources that: che econ,omy currently has. However, over a. period of t ime it: 
is possib1le for chere to be economic growth resulring from: che avaihabmry of 
more resources and/or the more productive use of resources, and this wou'ld 
enab:le pornt B to be reached. lhis can be seen ~r, Figure 2. 

Capita I goods 
per period 

Figure 2 Economic growth 

Consumer goods 
per period 

Econo,m,i.c growch enabJes an economy t:o produce more o,f bot:h capical and 
consum,er goods. It refers to a srruation where there is an expansion in ·the 
product1ve capacit y or potential output of an economy. This is shown in 
flgure 2 by a rightward shlft of the PPC from PPC, t,o PPC2• 

Now test yourself 

G Explain what is shown on a production possibility curve. 

Answer on p. 143 

\ 

i!conomic growth: an increase in the 
nationa·I autp ut of an economy over 
a period of time. usuailly measured 
through chang:es ~n g,r,oss domestic 
product 

Expert tip 

It is important that ea n di dates 
understand the difference between 
a moven,ent along, and a shift of, 
a production possibility curve. A 
movement along a curve indicates 
the different combinations of two 
goods that cou Id be produced from 
the given resources in an economy. A 
~hift of a curve to the right~ however, 
wou Id indicate an expansion in the 
productive potential or capacity of an 
economy., allowing more of both goods 
to be produced. 

Tested 

~~~~~~~~~~~~~~~•1#141Glk!&ll(==]t 
1lt has akeady been pointed out that a product~on possibrHty fro ntier ls drawn as 
a curve, rather than as a straight li:ne, because not a,11 factors of production are 
equally effident. It is therefore necessary to disr.:1ngu1sh between constanr and 
1nc reasi ng opporcunlcy costs. If ~c were possibl-e to miove from one po·inc on che 
product1on poss1bil'lty curve to anotherJ with an equal sac r1fice of resources, then 
th is would in,d1cate a situatfon of constant opportunity costs. 

Ho·wever, t here wilil co,me a tfme when diis is nor t l1e case. Th1s Is because of che 
existence of fnc:reaslng opportunity ,costs, which mean, that an ever-lncreasing 
amount of one product wi'I I need to be sacrificed to produce more of the 
other product. The reason ts that different factors of production have different 
qual:ic1-es. As a resulr of thfs, 1che produccion possibility fronrier changes sha

1
pe 

siiighcly as ic approaches each axls. For example, in Flgure 1, ch·is is most dearly 
seen as the PPC gets closer to the hor~zontal axfs, showing the consumer goods 
produced per period of t ime. 
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Production iin an economy can take place in three seccors: the prima,ry seccor, 
che secondary sector and the tertiary seccor. 
• The primary sector ,js che extractive sector and is concerned wich 

pro duct1on in areas of an economy such as flsh~ng, forestry and mining. 

• The secondary sector is the martufactu.ring and ·Construction sector and is 

concerned with production in areas of an economy su.ch as car produ,ction 
and the constructton of airport runways. 

e, The tertiary sector is ·che services sector and i,s concerned with areas of 
t;iconom,ic accrvrcy suc:h as teachfng, medlc~ne and che !aw. 

Now test yourself 

1----------------'•';Q!llj~~,,.-._~-• 

p ri ma ry sector:· production tha,t takes 
place in agriculture, f ish ing. foresuy~ 
mi11ing, quarryiing and oil extraction 

secondary sector: production 

that takes pi ac·e in man uf actu ring, 
construction a·nd energy 

tertiary sector~ prodiucti·on t hat takes 
place through the provis ion of services 

1 Tested 

7 Distinguish, with the aid of examples~ between t he primary, s.econdary and ter t iary sectors of production. 

Answer on p. 143 

Money 

Before the developmenr of m,anei barter was used. This involves the direct: 

exchange o f goods and servkes witho ut the use of any form of 1money. 

Barter,. however, had a number of disadvantages: 
• le needed a double coincidence of wants - t:1hat 1s, eac'h person1 needed 

whac che other pE?rson was offering. 

• lr was often very dlffrcuh: co corn.pare t:he valu~ of diff~renc products. 
• Som~ of t:he products wou.ld be tndfvisfb:le, such as anima.:l s. 
• Some product s m jght be d1fficullt to store during the time that a seller was 

looking for a buyer. 

For ·ch,ese reasons, mon1ey came co replace barcer. Money ts defined 
as anything which is generaHy acceptab:le as a means of paymenr fn an 
economy. N,ear money refers to an as.set that can be immedfately changed 
into m,oney and can be used co settle some~ but not a1II, debts. lt can 
therefore perform some of che functions of money, but n,ot all of them; it 
would b~ difficulr for n@ar mon~y to perform t he function nf medium of 
exchange (see th e next sect :ion) . 

Liquidity Is defined fn re1at,lon to how easy ic is to turn a frnancial asset into 
cash, with cash itseif being 100% liquid. 11n a modern economy, some deposits 
are stili l jn the form of cash, but m any deposfts are ~n the fonm of bank 
deposit5. ,In thi.s case, the mioney is mainly rn an electronlc forrn. 

A cheque can be used as a means of payment, but le ls noc che same as money 
because a cheq ue is not always acceptable. 

The reward for parting with ltqu.idity is Interest. tf a person depo,s1ts cash i'n a 
savings account, which 'Chey ,can no longer use 'for a period of ti,me, their reward 
is an additional sum of money t hat they receive fn the future r.:ogecher wlth che 
amount of money originallly deposited. 

Research your own economy and make 
a list of the main prin1ary, secondary 
a.n d tertiary industries located in your 
country. 

ijl91imm--111UMMM • 
barter: the direct exchange of one 
good ·or service for another 

double coincidence of wants: a 
situation in a barter system, where a 

sellerf,inds a buyer who wants what 
is being sold and where the se ller also, 
wants some1rhing tnat the buyer has and 
fs wiHing to tra'CJe in exchange 

money: anything which is general: ly 
acceptable i1n a society as a means of 
payment 

near money~ something whiah can 

perform some. but not all', of the 
functions of money 

liquidity: the extent to which a financia l 
asset c-an be turned into cash, e.g, .. if. 
some shares in a company are so'ldt the 
paper asset becomes money 

cash:· the notes and co ins issued in a 

country which are legal tender 

legal tender; any form of payment 

• 

which is tegally recognjsed to settle a debt 

bank de posit: dep os rts of money ,j n 
accounts in f i,nancial institutions, many 
of which in a modem economy are i1n 
el'ectronk form 

cheque: a m@thod of payment, i.e. a 
means of transf.erring money from one 
account to another; it is not, however, a 
for:m of money 

interest: the reward for partlng, w ith 
liquidity 

Money G) 



i----------------i•G:1(419!hli!·M(-_-_1t 
Money 1s said to have four Funcclons: 
• a medium of exchange 
• a un~t of accouinc or measure of val:u~ 

• a S[:ore of va.lu~ or wealth 
• a standard of def9rred pa.ymenr. 

A medium of exchange 
One function of money ls that it operates as a medium of exc·hange. It works 
much more effectively than barter, in that m,oney ls generally acceptable as a 
means of payment: for goods and services. This fs the main reason why money fs 
usual'ly preferred 'CO barter - chere 1s no need 'CO escablish a doub,le colncidence 
of wanes bst:wsen two people. 

A unit of account 
A second functi1on of money is that it operates as a unit. of account or as 
a measure of value. Money enabl'es the value of differe1nt products to be 
compared. This is an,ocher dlstincc advantage ,of m1oney ·Over barcer. 

A store of value or wealth 
A chlrd function of money is that: lt operates as a store of value or wealth. 
Weakh can be stored as m,oney and th1s is much more convenlent than storing 
iterns that might have been used in a barter systemw such as catt 1le. Of C·ourse1: 
one problem with th is partrcular funct1on of money is thac inflation wil1 reduce 
ics purchasing power and cherefore its value. 

A standard of deferred payment 
Th~ fourrh tunaion .of money, as a standard of deferred payment, enab,les 
peopl'e to borrow money and pay it back at a 1:ater date. This encourages credit 
and can act as an incenti,ve to trade. Payment can be spread over a period ,of 
tj,me - someching that was not possi1ble with barter. 

standard of deferred' payme,nt; the use of 1money to purchase a product now 
a,nd repay the d'ebt i1n the future 

credit~ refers to a situation where a person can take :possession of a p.roduct 
immediately, bu,t is not required to pay· for it until a later time 

medium of exchange: the use of 
1money as an acceptahle means of 
payment between b u ye-rs and se U,ers of 
a product 

Expert tip 

Candidates should understand that 
the great advantage of money over 
barter is that it avoids the need for 
a 'double coincidence of wants~ This 
does not mean., however, that barter 
has completely disappeared. In many 

!. economies., barter sti II exists. 
f 1 " "'" "" "" "" """ " " "••• • • • • • • • ••••••• • • • • • • •• • • • • • " ••••••••• • • • ••••••• •• ••••• ••• • • • • • • • • •• ••••• • • • • • • I 

r 
unit of account (or measure of 
value): the u.se of money to establish 
the va1lue of a pro du et 

store of value or wealth: the use of 
1money to store we·a'lth 

----------

Now tes,t yourself 

8 Identify the four functions of 
money. 

Answer on p. 143 
Tested 

Revision activity 
Make a list of the various reasons why 
money is to be preferred co batter. 

~--------------------~118,~1,~~i#~·-~~-'· 
T;;ible 4 summarfses the main ,characteristks of money. 

Table 4 The main characteriscics of money 

!Money needs to be generaHy accep1able in a socie1y ff jt r1s 
going to be· used as a11mea1ns of buyJng and sernng goods 
and s·ervkes. 

!Money needs to be eas1ly ea rr1ed around H jt 1s goring to 
perform its fu net. ons ·ettect~ve ly. 

Unle·ss money is relat~vety scarce, ~t wUi become worthlless. 

!Money ineeds 10 be easHy recogni~sed; this wiU help to 
estabHsh it and ma·intain people's confidenc,e 1n i1. 

1Money needs to, be re,asonably stablle En value over a g~ven 
periiod of t•1me rf peopl·e aire going1 to ha1ve conf~dence i:n n:1 

atthoug1h mnftateon can neg,a1ivel¥ affect th~s cha1racter~stJic. 

lit must be po~~ble to divide money imo smaU,er pa1rts, or 
denom1r1ations, ff tt iiS gojngi 10 be a~e to carry out 1rt:s functtons. 

Money needs to be durable, Le. relat1ively hard-wearing. 
ove-r time. 

Expert tip 

Don1t confuse the functions of money 
with the characteristics of rn oney. 

1111111111111111 U 111111111 U 11111111 U 111' I 1111111111H11111111111 TI 11111111111111111 II II II tll U 111 t•/ 

Revi,sion activity 

Co nsi de r the various characteristics of 
money and decide which is the rnost 
important. 
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Classification of goods and services 

~--------------------------..-11f:;l<~l§l1J~~,1•_~-• 

Free goods 
A free good is one whfch is consumed by people without a situation of scarcity 
arising - in other words, there ,is enough of the good to satlsfy everybody. As 
the good [s no·c scarce, it does not require a :marke'c. The supply of the good 
~quals 1che demand for ft: at: zero prfce. Exam pies of free goods ara air and 
sunshine. 

Private goods 
A private good (or economic good) is one which 1s consumed by an 1nd~vidual 
for the1r own pr1vate benefit. This applies co most products ~:n an economy. The 
key feature of a private good is that there i·S rlvalry in consumption - chat is, 
once a product has been consumed by one person, it cannot be consumed by 
another because other people are excluded from consu.mptton. There is riva lry 
in such a situation because different consumers are in competirtton with other 
consumers co ·Consume the parcicular product. IExampl.es include food and 
d1achlng. 

Public goods 
In contrast to prfvate goods, pubHc. goods are provlded by socfety as a whole 
so that everyone can benefit from them. No one is exduded from benefiting 
from such products and consumption by one ,person does not prevent others 
firo,m consuming rhem. Exampl.es include screec l1g1hcrn~ defence and che ponce. 

These products need to be provided by the state or the publ:ic sector because 
if they were prov1ded hi the priivate sector, it would be impossible to ex.cl ude 
someone who had n,oc paJd. Th[s glves ri,se ·co 'Che free rider problem. For 
exam p'le, ir would not be posslbl.e to provide st:reet Hght:1ng th,r:augh the prlvat:e 
sector because it would be impossib1le to prevent someone who had not paid 
rro1m benefiting from the servfce. When such products are provided by the 
public sector, they are part of government expenditure and are financed out 
of t axacron. 

In add1tlon to befng non-rival and non..-excludable, publ'ic goods are ailso non ... 
reJectabl,e. This means ·chat~ even f,f a person does not wane to be procected by 
their countrys defence and police system, they are noc a,ctua. lly able co rt?J,~ct it. 

public good: a good or service that is proVrided by the public sector, and 
ofherwise wou1ld n,ot be· provrided 

free rider: the idea, that it would be impossibl1e to charg,e people for using a 
good or service because it wou,ld be rimpossilbleto prevent someone who had 
not paid from benefiting 

government expenditur@: the total of a,11 spending by a g·overnment 

non .. rivalry; where the, consumpti·on of a product does not prev~nt its 
consumption by someon,e else 

non-exdudability: where the cons1umptJon of a product by one person does 
not exclude others from consum~ng the same product 

nonatejec.tability: where individuals cannot actually absta,in from the 
consumption of a public good, even if they want to 

\_ 

free good: a good that ·is not scarce 
and s,o does not require a1 market price 
to be attached to them 

private g o.od~ a, good that is bought 

and consu1med by individuals for their 
own, benefit 

rivalry: rjvalry in consum pti1on me,ans 
that ·when a product is co nSu'med by 
one person1 i1t cainnot be consumed by 
anot:her 

eltcl u d able·: a situ a,ti on that occurs 
with private g,oods whereby when a 

1product is consumed by one person, all 
oth e:rs are excluded from it 

Expert tip 

It is important that candidates can 
dearly distinguish between private 
goods and public goods in their 
examination answers on this topic. The 
key characteristic of a private good is 
that it involves rivalry - that is,.,, it is 
possible to exclude people from the 
consumption of such a good. 

Expert tip 
IIIIIIIIIIIIIIIUllllll ll llllllllllfll l llllllllll l lllllllllllllll llt_. 

Whereas a key feature of a private 
good is that it involves rivalry and 
exclu.dability, candidates need to 
emphasise in their answers that a 
key feature of a pu bi ic good is that 
it is non-rival, as its consumption 
by one person does not prevent its 
consumption by someone else, and 
non ... exd udable1 as it is not possible to 
exclude people from its consumption. 

Now te_st yourself 

9 Distinguish between a private good 
and a public good. 

Answer on p,. 143 
Tested 

~~~---~-~-

Revision adivity 

Find out which public goods exisc in 
your country. 
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~~----------------------------------------C•l&Ul,ll~!iD·ll_l_-_"]t 
Merit goods 
A merit good is a particullar type of private good. Like other private goods, 
merit goods are both riva 1I and excfludable, but what d1sti,nguishes a merrt good 
is t:he fact: t:hac 1t: is llkely t:o be underproducE?d and und.erconsumed if provid@d 
through the private sector. This could be regarded as a market imperfection. 

A m,erit good such as educati'Ot1 or healthcare has incr1nsrc benefits for an 
indiv~duat but rt ailso has excerna1I benefits for che wider socfety. Consequenc!yl. 
the socrail benefit from consumpt ron exceeds the pr~vate benefit. 

The probrlem ~s that there is lnformadon failure - che aUocation of resources 
is sub-optimal because peopJe lack rull 1nformacion. For example} people 
doni: fully apprecfate the vatue of a good sducatlon or good health. Wit hout 
governm,en,t interver,t~on, it fs Hkely that m,er1t goods such as these would be 
underproduced and undercor1sumed. They are therefore prov1ded through the 
publ'lc sector/, alongside private sector provision, so chat those who, would not or 
could not afford to consume t:hem 1n t:he pr1va.te SE?Ctor wHI do so in t:he publ'ic 
sector. 

mer,it good-: a product whh:::h is rirva,lrous and exdudable burt, if left to a free 
market, wou~d be l1ikely to be undenproduced and underconsumed 

market imperfection: a feature of a market whi:ah faHs to perto·rm p·erfect ly1 

necessitating government intervention 

informa tion failure: w here peoph:! 1lack the full h'1format1ion that woutd allbw 
t hem to make the best decisions about consumption 

Demerit goodis 
Demerit goods are the oppo-sice of merl'c goods. A demerit good is sociaHy 
undeskable lnr some way: for exam,ple, alcohorl and cobacco. Wich demeri·c goods, 
the social costs of production a.nd consumpt ion outwe~gh the private costs. 

Whereas merit goods would be underproduced and underconsumed in a free 
'market/ demeric goods w,ould be overproduced and overc.onsumed rn a free 
market. This resu.lits from imperfect fnformat1on amongst consumers and is 
another form of market raiilure that may require govern·m,ent intervention. 

demerit good; a product which is rivalrous and exdudable; a.nd which , if left to 
a free market, would be nke ly to be overproduced and overconsumed 

Expert tip 
Candidates sometimes get confused 
and describe merit goods as exam pies 
of public goods. They are not examples 
of public goods, but of private good~. 
Like all private goods, they are rivalrous 
and exc lud.able. 

Candidates also s.ometimes confuse a 
merit good with a free good, especially 
given rhat some merit goods are 
free ac the point of consumption, 
su eh as entry to a partic u.lar lesson. 
A free good, however, is something 
comp Jetely di fferentj this is where 
there is so much of a product that 
demand can be satisfied without t he 
need for an al locative mechanism, and 
sup ply wi II equal demand at zero price 
(e.~ air). 

t l tlll fltllllllttl1 fllt llttlllllttll f llUtllltlltllltllf llltflllllllllltll r tlll f ltUltlllllllf tll I 

Expert tip 

It is im portanc that candidates 
indicate clearly how a demerit good 
Is fundamentally different from a 
merit good. Where-as a merit good 
is likely co be underproduced and 
underconsumed .. a demerit good 
is Ii kely to be overproduced :and 
overco nsumed in a free market. Th is 
is a concern to society because of 'the 
harmful side-effects of demerit goods. 

- -

Now test yourself 

1 O D isti na,u ish between a merit eood 
and a demerit good. 

Answer on p. 143 
Tested 

- ~ 

Revision activity 

Find out what actions the government 
of your country is taking to encourage 
the consumption of merit goods and to 
discounl~ the consumption of demerit 
goods. 
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Demand curves 

Effective demand refers to that demand which can be supported by havlng 
the meains to pay. In thts situacio,n; consumers must not just want a partkul1ar 
product,. buc must also be ahle to afford to pay for it. 

( effective demand: dem,and for a product that is backed by the abj,lity a,nd l wiUingness to pay for it 

Demand i1s the quantity of a product that con.sumers are willing and able to 
buy at a gi1ver, price ln a given clm,e period. An ind1ividual demand curve shows 
the quantfty of a produce that a parr:icu'lair consU'm,er Js w11'1ing and ab~e co buy 
at each and every price_ ceterfs paribus (that fs.t wfth .all other thl:ngs unchanged). 
The individual demand curve wi'II slope downwards froim left to 1rightJ indicating 
that a consumer will be more likely to bLiy a product at a lower price than at a 
[hjgher price. Thfs is known as c'h~ law of demand. 

demand: the quanti1y of a product that consumers are willin,g a,nd ab'le ·to buy 
at a g1iven pri·ce in a given period of time 

law of demand: Q law (or theory) which states that there is an 1inverse 
relationship between the quantity demanded of a product a,nd the price of the 
product, ceteds paribus 

IHMt·- • 

Expert tip 

It is important that candidat~s 
demonstrate in their answers an 
understanding that demand needs to 
be e.JJ,e,cth1,e demand. It is not enough 
that consumers want something; they 
have to be in a position to actually pay 
for it. 

Aggregation of individual demand curves to give market deman,d Revised 

A demand curve ,can be drawn for every consumer in a society for every 
produce, but in economics it ls more usual to, focus on market demand curves. 
Markee de:mand for a produce is dertved from bririg,ng cogether (or aggregacing) 
all the potent1al buyers of a product. It is the total quandty of a product that all 
potentia:I buyers would choose to buy at a given pr1ce in a gfven per1od of time. 

A de·mand schedule can be p~oduced for a parclcular produce, such as DVDs. 
This schedu!e can -chen be plorted to gfve a market demand curve, as shown 
in Frgure 1. The prlce of DVDs is shown on the verticat axi6 and the quantity of 
DVDs bought is shown on the horizontal axis. 

Demand curves @ 
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Figure 1 A demand curve for DVDs 

The demand curve shows the relat1onsh[p between price and the quantity 
demanded. It is downward s'lopi,ngj ~ndicattng an i,nverse relationship between 
che price of a produce and the quanticy demanded of a product: that is, as the 
price fal ls, the demand rises. 

[ 
deri,ved demand: where demand for the component s of a. product or for 
workers ari,ses from demand for the finall product 

Derived demand rs where the demand for a component depe1i1ds upon the 
final demand for a product that uses that c,omponenc. For exa1mpje, the demiand 
for rubber rs derived from the demand for car tyres. Der~ved demand can allso 
be used ~n relation to the demand for workers - for example, the demand for 
bus dr·ivers der,ives from peoplejs demand for bus transport. 

Now test ·yourself -

1 State the law or theory of demand. 

Answer on p. 143 

Factors influencing demand 

Price 
A major h1fluence on the demand for a product ls tts price. F1gure 1 shows that 
there is an 1nverse relationship between a change in the pr,ice of a product and 
the quantity demanded of a produce, aH ocher thtngs unchanged. 

When ft js on·ly the price of a product that changes, the resultfng change •n 
quantity demanded can be shown on a demand curve by a mov,ement along 
the curve. This ,can be seen i·n flgure l 

When the pr1ce of a product ijs reduced, for examp~e, from P0 to P1J the 
quantity demanded goes up from Q0 to Q,. This is represented by a downward 
1mr0vement along che dem.and curve, ind1icated in 'Che diagram b,y the 
down wards arrow. If, on the ot:her ha n d1 the price of a prod ucr were fnc reased, 
the quantity demanded would fal:I and thts woulld be shown as an upward 

movement al1ong 1:he dernand curve. 

change in quantity demanded: where dema,nd for a product cha·ng:es as a 
result of a change in the price of t~e p.roduct: change in quantity dem.anded is 
shown by a 1movem·ent a:long a demand curve 

demand curve: a curve that shows 
how much o,f a good or service wHI be 
demanded by consumers. at a gfven 
prke in a g1iven peniod of- t1me 

demand s,he du le: a table 9 irvi n g the 
quantities sold of a product at different 
prices and enables a demand curve to 
be drawn from the information in the 
schedule 

Revision activity_ 

Produce a demand schedule for a 
particular product and plot this in 
a demand curve. 

Tested 
---

Revised 

Pric.e l'T'-----------. 

of DVDs 

Qo 01 Quantity of DVDs 

Figure 2 A movement along the demand curve 
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Other factors influencing demand 
However, prfce is not t he onl:y factor that fnfluences de:mand. If the ,ceceris 
pa rib us ass um ptr on ls now removed, it is possi b,l,12 ·co, consider al I eh~ other 
fact:ors that were previollsly beJng he~d tonst:a.nt. These other factors could 
include: 
• a change in the jncornes of consumers 

• a change 1in the price of a substitute product 
• a change in the price of a complementary product 

• an advertlslng cam·palgn 
• a change 1in popu·lat~on 
• a change 'in the tastes and preferences of consumers 
• a lovvering of rncerest races, maktng borrowi1ng more affordable 

• a change 1in the weather, possibiy associated with diiffererit seasons 

When one of these other factors affects dem an~ the resuk is described as a 
change In demand and is shown by a shift of the demand ,curve. Th[s can be 
seen 1n1 Figure 3. 

lln th rs dfagram, there coUild have been an increase 1n rncomes and/or an 
effective advertising campaign. The demand cuTVe shifts to the rjght, from 
Do to 01, as shown by the rightward arrow. 

Composite demand refers co eh e demand for a product w'h r c h ea n be ussd 
for more than o ne purpose. Stone, for example, could be used for bufld1ng 
purposes and could al·so be used in the construction of roads: a particu~ar 
plece of land cou:ld be de,manded to build both shops and houses.. 

change in demand: whe,r,e there is a cha·nge in the condit io.ns of demanct i.e. 
something other than a cha:nge i,n the price of a product; this is shown by a shift 
of a demand curve 
composite demand: t he demand for a product which can be used for more 
than one purpose. 

Now test yourself 
-----------

Prie,e 
of DVDs 

Qua rrti ty of DVDs 

Fi.au.re 3 A shift in the demand curve 

Revision adivity 

Choose one particular product and 
list a ll the possible factors that could 
influence the demand for it. 

Tested 

2 Explain the difference between a movement alon& and a shift of, a demand curve. 

Answer on p. 143 

Normal and inferior goods 
F~gure 3 showed w har usually happens when there is an rncrease in che incomes 

of consumers - m,o re of the product 1s bo ught at every price and there 1s a 

rrightward shift of the demand curve. Such goods are called nor,mal goods. 

However/ ic is poss~ble chat the de:mand for some g·oods and servi.ces decreases 
when there is an 1ncrease in incom·es. For .examp1le_, whlle there might be an 
increase in the de.mand for cars as a resu·lt of an ~ncrease i·n rncomes, there might 
be a decrease ln the demand for public transport, such as bus journeys. This can 
'be seen in Figure 4 w:h ere there js. a .I eftward shift frn the demand curve for bus 
journeys. Such goods are caHed infer'IOr goods. 

Expert tip 
H •••••• nu, 111nn1, •••••• 1111 ii II U II •••••• ol UH 1111 • if I• •• " •• Iii 0 

Candidates sometimes confuse 
movements along a demand curve 
and a shift of a demand curve. It 
is Im pottanc t hat you u ndersc.and 
what will cause a movement along a 
demand curve and what wi II cause a 
shift of a demand curve. 

Demand curves @ 



Price 

Quantity of bus journeys 
per period 

Figure 4 A shih in the demand curve following an increase in consumer incomes 

(an inferior good) 

Jt: js imporcanc co n.~cognrs~ rhar ·the de,m,and for n,ormal and lnfe?rl,or goods 
shows the relationship between a change in the quantity demanded and a 
change in income not price. Figure 5 shows thi,s rel1ati·onship for a normal good. 

(ncome 

Demand 

Quantity of foreign 
ho I idays per period 

Figure 5 Demand and income fora normal good 

Figure 6 shows the reilationshfp for an inferi'or good. 

Income 

Demand 

Quantity of bus 
journeys per period 

Figure 6 Demand and income for an inferior good 

Now test yourself 

3 Distinguish between a normal good and an inferior good. 

Answer on p. 143 

normal good: a good for which 
the demand rises with an i1ncrea se in 
incoime 

inferior good: a. good for which the 
demand falls with an increase in income 

Expert tip 

Candidates need to ensure that they 
understand the differ-ence between 
a normal good and an inferior good 
and can demonstrate this in their 
examination answers. A normal good 
is one where demand wi II increase as 
a resu It of a rise in income. An inferior 
good is the opposite: it is a good where 
demand wi II decrease as a resu It of a . . . nse 1n income. 

Expert tip 

Candidates can sometimes confuse 
the effect of a change in price and a 
change in income in examinations. 
These two effects need to be de-arly 
distinguished. For example. changes in 
the quantity dernan ded of normal and 
inferior goods take place in response to 
a change in a person1s income, not to 
changes in the prices of the goods. 

,, . ............ , .................. , .... , ............. , ........ !.""'''' '1 ' !" """"'1"" ' "'""""' 

Te-sted 

Revision activity 

Th ink of possible exa mple-s of inferior 
goods in your country. 
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Price, income and cross elasticities 
of demand 

""'"--------------------~•D41~141k!+Di(==J• 
The concept of elastkity of demand refers to the responsiveness of demand to 
a change ln one of rts determi,nants, such as price or income. It rs cal!culated by 
d1vid1ng t:he percentage change in 'Che quantity demanded of a product: by the 
percentage change in che determ~nant,. such as the percentage change ln ·c!he 
price of a product or the percentage change i1n income. 

~----------------------------------------_.1m41W11i41·ll" ___ • 
Elastidty of demand can range from perfectfy e'lasti.c co perfecdy inel'asttc: chat 
ls, 'from tnfi n i ty co zero,. 

ilf demand is price e~asticJ the figure fair che price e:lastidty of de,mand wirll 
be greace r than 1. 

llf demand ls price 1inelastic1 the f1gure for the price el'asti·cfty of demand 
will be less than 1. 

-------------------..... @#-. 
The various factors affeccing elasticity of demand can be seen ~n relation co che 
three diffQmnc t:ypes of elast,ic~ty. 

~~ .... --------------------------------------------.... ~,~w•A•t@•·•• 

P1rlce elastlc::lty of demand measures the responsiveness of the demand for a 
product to a change in i1ts price. It is calculated by the following formuta: 

percentage change 1ni the quantity demanded of a product 

percentage change rn the price of a product 

Fo·r example, if the price of a good rises by 20%, and the q uanti'cy fa lls :by 40%, 
t:hen t:he pric~ elasci'clt:y of demand is 40% d!vrd@d by 20% = 2. There should 
really be a minus sign before the 2 because irt is a negatjve number: that 1sj 
there is an inverse relationship between the change iin pri,ce and the change in 
demand. However, the minus sign i,s usually left ouc. 

Prke elastlcity of demand can vary from perfectly inelastic to perfectly elasticJ as 
Table 1, shows. 

Table 1 Elascicity 

Perfecdy i nelastiic 

rne!asttc 

Elastic 

Perfec~y efasttc 

Zero 

Greater than zero but less than 1 

Greater than 1 but less than 
infin•ty 

Infinity 

price elasticity of demand= measures 
the degree to wh i c'h a change ,in the· 
price oi a product leads to a change in 
the quantity dernar1ded of the ptoduct 

Price, income and cross elasticities of demand @ 



Except in the case of perfectly elastic and perfectJy inel!astic curvesJ a straight-Hne 
demand curve does not indicate constant elasticity of demand along its entire 
rlengclh. The prlce e,las·cicicy of demand will, iin face} vary along che lfne. Thts can 
b~ seen ,in rr: igure 7. 

Price 

~\'ithin this range of ·~he demand curve. 
derna nd ~s price e lastic 

At t he mid-point of the demand 
curve there is unit elasticity 

W ithin t his range of the 
demand curve, demand 
is price inelastic 

Quantity 
per period 

Figµre 7 The price elasticity of demand varies along a straight Ii ne 

There are a number of factors affecting pr~ce elasticity of demand. l:nduding che 
foll ov11f ng: 
• che avallabmcy of subst:i11:uces - che ,more subscicuces cha:c a.re available for a 

parti'cular product, such as different brands of tea or coffee1 the more price 
etasti c wi 11, be the demand 

• the definition of the product - the wtder the definition of a product, the 
more pr1ce inelastic wiill be the demand: for example, the demand for tea or 
cofft?e generally will be more lnelascrc than 'Che demand for pan:fcu.lar brands 
of tea or coffee 

• the amount spent on t he product - ~f the a1mount spent on a product 
is reJatively sma~t the demand is 11kely to be inelastic: fo r exampl1e. the 
amount spent on boxes of matches or on newspapers is like1y t,o be a small 
proporcion of weekl,y expenditure, so che demand for such produces is Hke~y 
to be relat ive;ly i ne,last: l c 

• ti:me - det11and for a p roduct is lrke~y to be ·more inelastic in the short run 
than ln the long run; when it mi,ght be possible to th~nk about alternat~ves to 
the product 

Expert tip 

A common error in examinations is to describe a particular good as elastic 
or inelastic. lr i.s important char you avoid rhis mi·stake. le is not that a good 
is elastic or inela·stic1 but that the demand for a particular good i's elastic or 
inelastic. 

-

Now test yourself 

\ 
l 
i 
: 

e lastk: where the response of deima nd 
(or s·upp'ly) rs proportionately greater 
than the change in t he i ndep end ent 
varfable: the cal,cdlation is greater than 1 

perfe et ly elastic:; where a 11 that ~s 
IP rod uced is bought/sold at a given 
price; the calculation is infinity and ft is 

shown as a horizontal' stra,ight tine 

i ne la stic: where the response of 
demand {or supply) is proportionately 
!less than t he change in the 

1independent variable; the caloulation is 
~ess than 1 

pe rfectly ine rastk: where a, chang@ 
1iri price has no ,effect on the quantity· 
dem,anded (or suppl~ed); t~e c.alcufation 
w ill be zero and •t is shown as a vertica'I 
straight Hne 

u nitary e.lasti.city: where the 
IP ro p ortto nate change in demand (or 
su,ppJy} is exactly ·@qua l1 to the change 
1in the independent va:riabrle; the 
ca lcul,a"tion will be ,equal to 1, it wi'I I be 
rep resented by a rectangular hyperbola 
and a movement up or down a 
demand curve wi ll leave 'tota l revenue 
unchanged 

total revenue: the tota l a:mount 
of income received from sajes of a 
product, ea I cu llated a,s th@ nu rn b@r of 
units sold multipUed by the price of 
each unit 

Tested 

4 Explain what is meant when the price elasticity of demand for a product is said to be elastic. 

Answer on p. 143 

~--------------------------------------------~4131414191gn,li~l. 
Income elas1:1c•ty of demand measures the responsiveness of 'Che demand for a 
product rn relation to a change i'n income. It is calcuiated by the foll'owing formulia: 

percent:age change in che quam::~ty demanded of :a produce 

percencage change rn income 
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The income elast1city of demand for 1m,ost products will be positive: that is, 
as inco!mes rise. t he demand for products wrn rise. As we have seen, these are 
known as normal goods. Howeve~ che income elascicicy of demand for so·me 
products wiU bE? negat: rve as incomies rlse, t:hE? demand for products wllJ fa.It 
These are known as inferior goods. 

There are a nu1mber of factors affecting 1ncom.e elasticlt:y of demand, ~ndud~ng 
eh e fol lnw in g: 
• the proporcion of fncome char is sp~nt on a parcrcular good - the demand 

for some products, such as matchesJ will not be very sensitfve to a change in 
income because they are not very expensive; in these ·Cases; income elasticity 
of demand will be virtuaHy zero 

• the deAn it ion of the product - che Jncome e'lastfcity of demand for cars will 
be posfcive, lour: it may be negative for particul'a~ ch.eaper, models of ca:rs 

• t:he economic development: of a parcicular ~conomy - i1n som~ eicono·m1es, 
a motorcycle may be regarded as a normal good and so the income elasttdty 
of demand will be positiveJ: but as the economy devel1ops and more people 
can aff-ord cars; the demand for motorcycles may fa ll as incomes rise 

income e lasti'c.ity of demand~ 
measures the degree to which a change 
in incomes leads to a change in the 
quantity demanded of a product 

Now test yourself 

5 Distinguish between price 
elast icicy of demand and in come 
elasticity of demand. 

Answer on p. 143 
Tested 

~i----------------------------------------------~•uB1Q;i1k;~~Jll~J· 
Cross ,elasticity of demand or cross-price· elast•clty of demand measUires 
the respons,veness of demand for one product to a change in the prke of 
another produce. It is cakul:ated by the followi,ng formuja: 

percentage change tn the quant~ty demanded of good A 

pertentage change ln the p rfce of good B 

,If t he two goods are substitutes; such as tea and coffee. the cross ellasticiity of 
demand wHI be positive. 1lf good B increases in price, a number of pe·ople wi ll 
swit:ch co t:he subs1c1icure, good A and so che demand for good A increases. 

llf the two goods are complements; such as DVDs and DVD playerst the cross 
el'asticity o.f demand will be negative. As the pr,ice of good B rises, fewer people 
w1'11 buy it and so fewer people will buy good A as well. 

The ex~stence of complements gives rfse to t he concept of Joint demand. 
Thls occurs when cwo products are consumed t:ogether, as in the examp1e of 
DVDs and DV'D players. An ~ncrease ~n the sates of one product: may lead ·co an 
~ncre:a.se rn the sates of tne ocher product:. 

cross e.lastidty of de.mand (or cross-,price e lasticity of demand): 
measures the deg1ree to whkh a change in the pri,ce of one product leads to a 
chan,ge fn the quantity demanded of another product 

substitute goods: goods w hich ar,e possrb:l,e alternatives. e.g. gas or electridty 
as a source of ,energy in a home; these goods have a iPOSit~ve cross ,e·lasticity of 
derriandi i.e. a, rise in the price of one of them wi ll lead to an iincrease in the 
demand for the other 
complementary goods= goods which are consumed together, e.g. DVDs and 
DVD players; t hese goods have a negative cross ela,stidty of demand, i.e. a rise 1n 
the price of one of thern w ill lead to a deer.ease In the demand fo r the other 

joint demand: a situa1 ioh where two items are consumed together1 I.e. they are 
com,p!lements; an example would be shoes and shoe 1laces 

Expert tip 

A number of candidates write the 
formulas for che three elasticities 
of demand the wrong way round 
in examinations. To avoid making 
this mi·stake, remember that in all 
t hree ea lcula.tions, i.e. price.., income 
and cross elasticity of demand; the 
percentage change in the quantity 
demanded is always on the top. 

.. ................. ............. .. ............. ............ ..... .......... .. ... .......... .. .. . .. .. ... , ' 
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Now test yourself 

6 What is, the formula 'for cross elasticity of demand? 

Answer on p. 143 

A business person will be interested in price, income and cross elasticity of 
demand. Identify the different ways in which the-00 elasticities can affect 
business decisions.. 

Pr~ce elast1city of demand fs very imporcant to an underscanding o·f business 
decisions, especfaHy becaus~ of the lrnk w~th revenue. 1lf the d·emand for a 
product is prke eiastic,. a bus~ness shou 1ld lower the price of the product because 
1more products wi'II be bought and this wm produce a higher t,otal revenue. 1lfr 
the demand for a produce is prke i.nerasci,c, a business should 1ncrease the price 
of the produce because e\l'en though fewer ltems will be bought, the increased 
reve nue f rom each product said will offset thls. 

Table 2 shows t he 'link between price changes and revenue changes in refacion to 
d~fferen·c prrce elasticities of demand. 

Table 2 Elasticity and revenue 

j Price elasticity r For a price increase, For a price decrease, total 
, of demand total revenue will revenue will 
I 

~ne,1asdc ... r~se .. :faU 

Unitary elastic ... stay the same .... s1ay the same 

Elast,ic .• .fa41 •. . rri.s·e 

Income elasctcJcy of demand is al'so timpDrcant roan underscaridfng of bust:ness 
decisions. Changes in an economy, and particuiady changes in the level of 
~ncomes; can ,influence what a business is going to produce or stock. ~or 

I 

exa·mple. 1f an economy ts growi1ng and incomes are rlslng, a business might want 
ea. move from inferror goods towards produclng norma11 goods. Th1s will! rnfluence 
the planning of busfnesses in the future, such as in relat.ion to emp11oym.ent 
requfrements. On the other hand, if an economy is racing a recessi.on, a business 
will want to be producing or stockfng products w~th a re,latively low inc,ome 
elastidty of demand. For exampl'e1 people wm s·cill want to buy rood in a 
recesslon, but: they are much less li kely ro want co buy expensive cars. 

Srmrrlarl,y, cross etastidty of demand ~s also ~mportant to business decisions. In the 
case of a substitute, a firmr would be able co estimate the eff-ecc on the demand 
for its prrodu·ct of a change in the price .charged by another f irm jn the m,arkec, 
such as f n rela.tlon to a change in the price of tea and the demand for coffee. 
A firm would be able to estimate the effect on the demand for a product if 
there was a change in t he pr1ce of a complement: for example, a fal l tn the price 
of DVD players would be like ly ·co ·lead ·co an increase in che demand for DVD 
piayers and, therefore/ an increase in the demand for DVDs. 
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Supply curves 

m11~-~----------------~·a,m,1,m,1t·m:1[=:J• 
Supply ~s the quantity of a particular product that firms are w1111ing and abl1e 
t:o se ll at each and every price in a g1ven crme perloa, ceteris parrbus (all other 
things unchanged). A firm's supply ,curve wfll slope upwards from lefc to right, 
indicatjng that a producer wHI' be more likely to sell a product at a higher pr1ce 
than at a tower price. Th is is known as the law ot· supply. 

supply: the quantity of a product that ,producers are wining to sel'I at a given 
p ric,e in a given period of ti1m e 

law of supply~ a law (or theory} whlch states that there· is a, direct relationSJhiip 
bet\iVeen the quantrty supplied! ·Of a product a,nd the price of the· product, ceterls 
paribus 

A supply curve can be drawn for every producer l,n an economy for every 
product,. but In e-conom,ics 1t is more usual to focus on market supply curves. 
Market suppl'y of a product is der~ved from bringi:ng together (or aggregat~ng) 
alll the potent~al suppliers of a product. lie is the to·cal quantirty of a product that 
all potential setters would choose to seill ac a gi1ven price fn a gi1ven period o·f time. 

A supply scheduile can be produced for a partlcular product, such as DVDs. This 
schedule can then IDe plotted to give a 1market supply curve, as shown f n Ffgure 8. 

The price of DVDs is shown on the vert,icall axis and the quant:lty of DV1Ds 
sold ~s shown on the horizontal· axi1s. The supply curve shows the relationship 
between price and the quantity supplied. It is upward sloping; i,ndicating a direct 
retationsh ip between the price of a produce and the quantity suppMed of a 
produ,cr: rha.t: rs, a.s che prrc~ rlses, the supply rlses. 

Price 
Supply 

Quan ti"ty per period 

F~re 8 A supply curve 

supply c.u rve·: a curve that shows 

how much of a good or service· wi1II be 
suppl1ied by producers at a given price 
in a given per"i'od of ti1rne 

Now test yourself 

7 State the law or theory of supply. 

Answer on p. 143 
Tested 

~t--------------------------------------------iiiiiiiiifllll1a,,u,1 
Indirect taxes 
A government may decide to fmpose an Indirect tax, such as a sal1es tax, on a 
particular good or service. Examples are VAT (value added c.ax) and GST (goods 
and serv,ices tax). The effect of the imposition of such a tax can be seen in 
Figure 9. 'In this case, the tax ,is a speciAc tax with a fixed amount .of tax per unft,. 
and so the supp,ly curve shifts upwards; paraUel to the origlnal1 supply curve. 

-{ 

\. 

i ndJ rect tax:: a tax that i,s imposed on 
expenditure; it ls indirect ini that the tax 
iis on l'y paid whe,n the product on which 
the tax is levied is purchased 

Supply curves 0 



Price 
s 

Quantity 

Figure 9 The effect of a sales tax on supply 

Figure 9 show5 hovv the 1m posiition of an 1nd1rect tax will affect t'he price o.f a 
product. As there is an upwafd 1m.ovement of the supply cutrve, this wi.11 lead co 
an rncrease in prlce. In o rder to detern11ne the exac t price charged,. ft wou1ld be 
nec€ssary to include a demand ·curve ,in the d.1agram. 

Subsidies 
The effect of a substdy can be seen 1n .Figure 10. Whereas the impo·stt ion of 
a cax shtfted che supp1ly curve upwards to ·che left, a subsidy has che opposite 
effect:. If a government: pays flrms a subsfdy ro produce a pardcular product:) chrs 
will have t he effect of reducing their costs and encourage firms to supp1ly more 
output at any given price. This can be seen i1n flgure 11 0 with the suppiy curve 
shifting downwards to the r~ght. 

The effect of the subsidy, ln shifttng the suppiy curve to the rfght, w1II be a 
lowering ,of pri:ce The actual price wi ll be determined where the 'S with substdy' 
!line intersects vvith t he demand curve. The eff-eci: of the subsidy is that botlh 
producers and consumers may benefit. 

Production costs 
An imporcant influence on supply is ·che costs of produccfon. l'f'cihe coses of the 
in.pucs in the production process - ·chat [s, the costs of the factors of p~oduct1on -
increase, then firms will be fnclined to supply leSiS output at any given price. 

Th is can be seen rn Flgure 11 . The 1ncrea.se ~n productlon coses causes che supply 
curve to- shWc co che l~ft from S0 to S1. The increas@ in costs can be se~n by t:he 
vertical distance between S0 and S1• 

Price 

Quantity 
per period 

Fig-µre 11 The supply curve shifts to the left if production costs increase 

Technology of production 
Another important infiluence on supply ~s the technology of production:. If the 
technology of producti,on is improved, t his ,means that firms wil'II be able to 
produce more effectively than before. 

Thrs can, be seen i1n Figure 12J where improved cecnnology leads to firms 
supplying a greater output at any g~ven price. The supply curve shifts to the righc 
from 50 co S1. 

Price 
Swith 
subsiqy 

Quantity 

Figure 1 o The effect of a subsidy on supply 

suhsi dy~ an amount of ·money paid by 
a government to a 'Producer, so 'that 
the price cha,rg,ed to the custo,mer will 
be lower than would have been the 
case withou,t the subsidy 

Expert tip 

The distinction between the effect 
of a. tax and the effect of a subsidy is 
another area chat candidates often 
confuse in examinations. You need to 
remember that the effect of a tax is 
to shift the supply c:u rve to the left.11 
whereas the effect of a subsidy is to 
shift the su pp ty curve to the right. 

Now test yourself 

8 Explain how a subsidy can affecc 
the supply of a product. 

Answer on p. 143 
-----

Tested 

Revision activity 
Make a list of the arguments f-or and 
against the provi·sion of a subsidy on a 
particular product 
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Prices of other goods 
There may be a degree of substitution on che supply s[de if the prices of 
diiffQrent products change. In many cases, the factors of production that a trrm 
has can have alterni.1tive usesf and so a firm. may be Influenced by changes i1n 
prices of different products to produce more of one product and less of another. 
A rise 1n the prlce of a product could increase its profitability, so a fir,m may 
decide to sw~tch product~on cowards t:h~s product. 

The influence of price changes on the decisions of firms to supply particular 
products can also be seen in a situation of Joint supply. Here, one product may 
lbe a by-produce of the production process of another produce. An increase rn 
t:he pric~ of on.e of thE2 product:s could m~an chat a Arm wil l decide ro produce 
more of both goods. This can som,etimes happen in the chemicaJ fndustry, 
where one chemical1 is produced as a by-product in the production of another 
chemical. 

Expected prices 
A final ·in~luence on market supply reliates to the expectacjons of firms about 
possib[e future pr[ces. This 1is espedally t he case ln those situations where the 
producti.on process takes quite a 'long time. Fkms wi ll thus need to take supply 
dec:is1ions on the basis of prices expected in the future. This is often the case in 
agricu1lture. 

Price elasticity of supply 

Prke 

Quantity 
per period 

Flgu re 12 The supply curve shifts to the 
right if producrion costs fall 

jo int supply: a s itwati·On1 where the 
process of producing one product teads 
to the production1 of another product 
(e.g. meat a1nd l·eather) 

~--------------------~•CrlMl-itEil@l·-t~ JJ 
Price elastlclty of supply measures the responsiveness of the supply of a 
product to a change in tcs prlce. It: is ca.lculat:ed loy t:he following form ufa: 

p@rcencage change in ·eh@ quanclty supplfe-d of a produce 

pe,rcencage change rn the prlce of a produce 

llf the percentage change in supply is greater than the percentage change 1n 
prtce, then supply .is price el1astic. lJ the percentage change in supp1ly is l,ess than 
the percen·cage change in pr1ce, ·chen supply ts 1neilas.c1c. 

Elasticity of suppl'y can range from perfectl'y elast:ic to perfectly inelastic that is, 
from infinity to zero. 

llf supp1ly ~s price elascrc, c1he flgure for t:he pr1ce elas-crcl'cy of supply ·wiH be grea .. cer 
than 1. 

llf supp1ly 1s price inel:astic; the figure for the price elasti.city of supply wHI be less 
than 1. 

price elasticity of sup p.ly: measures 
the degree to Whic-'1 a1 change ,in the 
price of a product leads to a chang.e i,n 
the quantity supplted of a product 

Exp~rt tip 
As with elasticity of demand; make 
sure you remember that q uancity g.oes 
on top of the formula . 

I h lo ,i II, I,,, U II,,,, i, ,, 0 ,4 ,, ,, , ~ I ,,, , , O, I ,,,,,,,, oil,,",;,••,,,,,,•• oi I,,,,,,,,,,, , ",, ,, , ,i lo,, , I $ 

~ ,-----------------------------------.·,«~~11 ~1¥1·l~~J· 
There are a number of factors affecting prke e·lastrdty of supplyt induding the 
fo'll1owfng: 
• the number of producers - the greater the number of suppliers. the 1more 

Ii kely it is For the industry to ~ nc rease output in response to a price in crease~ 
so supply ls likely co be relatively elastlc 

Price elasticity of supply G 



• the amount of stock - some producrs will! be easier to stock than others, 
and this wiH make t he supply of them rel,at~vely more elastic; but some 
products wi,11 be perishable and so more difffcuk co S'Cock for ~ong periods, 
makrng ch@ir supply 11ess elasclc 

• the [lme p~rlod - supp 1ly is likely to be more elasric over a longer p@r,iod of 
time (see Flgure 13)- as th fs g~ves rirms more ti1m:e to invest in more factors of 
productfon and also gives more tfm·e for new firms to Join the iindustry 

• the existence of spare capacf'cy ·- the greater the degree of capaciity in 
the lndust1ry, che easier it wrn be for firms co increase ou.tpuc if the price of 
products increases, and thls ts Hkely to make supply more elastfc 

• the llengt:h of the productfon period - supply lt usually more elastfc 1n 

manufacturing than tn agricu1ture because manufacturing usually tnvol,ves a 
shorter production period than agriculture 

• tne degree of factor ,mobiHty - che easier it is for economic resources to be 
cransferred into the Industry, t he more elas1:1c the supply is likel1y co be 

These various factors give an ~ndicacion of che speed and ease vvith which ftrms 
1in an industry can respond to changed market conditions. 

Figure 13 shows the relationship becweeni the price elastidty of suppiy and che 
time perfod. Supply curve S5 shows supply in t he shore run, when it wrn usua lly 
be more drfficult to alter supp1ly at ralatively short notice and supp1ly tends to be 
rel:at[vely inelastic. Supply curve S1, however, shovvs supply in the long run, when 
firms are usuaUy more able 'CO increase produccfo,n and so supply tends co be 
rel'atively e'lastfc. 

Of course, it is possible that there may be a situat1ion of perfectly inelastrc supply; 
in this sftuation_ lt is not possible to increase supply, no matter how much prfce 
increases by. Agrlculcural produces are a good example of perfecrly inelascfc 
supply as 1t can cake a number of years to brlng such produces t:o t:he market. 
Th is is shovvn by the supply curve S1 in Ffgure -14. At the other extreme, ft is 

possfb11e that t here may be a ~htuat!on of pelfe,ct ly e1lastfc supply; in this situatfont 
the ffrm,s in the industry w,ould be wi lH ng to supply any amount of the product 
at a given prlce. For example, 1f resources are availab l:e, the supply of batterres by 
firms fn the industry may become perfectly elastk . Thls ~s shown by the supply 
curve Se in F~gure 14. 

St / Perfectly 
inelastic 
supply 

s-~-----------------, .......... 
'Perfed:Jy 
e~asti c: 
supply 

01 Quantity 
per period 

Figure 14 Pierfectly elastic and inelastic supply 

stocks: goods whi dh have been 
produced~ but which are unsol,d 
and stored for sal'e in, tlhe future. For 
example. a firm which sel.ls car tyres w it! 
usua!'ly have considerable stocks of tyres 
to flt a wr de range of different ears 

peti:shability: the ,length of time in 
which a product is Hkely to decay or go 
bad - the shorter the time, the more 
perishabJe· the prod uct; e.g,. cheese wiill 
usually have a sel I-by date· and a, date 
by which it should lbe consumed 

______ ,.,~(@l,jlti!~~.,.- 1. 
--------

Expert tip 
•• •• • , • •• , • u1 • •1 •1 •• • • • • •••,•1•,• •••r 0, .. ,,,, , , , ,.,,,, , , .. .. .. , , 11 , 

some candidat-es seem to believe that 
unitary ela,scidty, where the price 
elast icity of supply is eq ual to 1, is 
shown by a 4S·degree line. In fact, any 
srraight Ii ne which passes: through rhe 
origin has a unitary price elasticity of 
supply. 

h" I"" u"" .... " 1 H II" .. .... ... , I .. """ u"" H ........ "" n". II ...... II .... n I........ .. .... . 

Price · 

Quantity 
per period 

Figure 13 Short- and long-run supply 

Now test yourself 

9 What is the formula ·for price 
ela.sticity of supply? 

Answer on p. 143 
Tested 
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Interaction of demand and supply 
~--------------------------~•C;IMlll@!i!·I-==~· 

Hav~ng considered both demand and supply, it is now necessary to br1ng them 
together to escab'llsh what Js meant by ,market equillbrtum. 

Market equi librium ls shown 1n Figure 15·. The downward-sloping demand curve 
and the upward-sloping supp1y curve cross at the equilibrium position of price 
P,1#, and quantity Q·. If the price were higher than this, there would be excess 
suppl,y and this wou[d cause the price to move downwards co the equil~brium 
posltion. l1f the price were lower than thls1 there would be e:>Kess demand and 
this would cause the price to move upwards to the equilrbriu.m IDosition. 

Excess· supply 
when price is high 

Excess demand 
wh@A price is low 

O* 

up ply 

Quantity 

Figure 15 Bring:ing demand and supply together 

If a srcuarion of ~cess supply or exc~ss demand wer&. co exist for a. period of 
tf1m.e, this would be called disequilibrium until a pos1tion of equi~ibriium \Illas 
eventuatly restored. 

Now test yourself 

1 O Explain what is meant by ·market equ ii ibriu m'. 

Answer on p. 143 

I 
equilibrium! a situa,tion where· 1jhe 
quantity demanded in the marketplace 
~s exact1ly equal to the· quantlty su1ppl1ied 
and the.re is neither excess dem,and nor 
excess su p,p,ly in the market sometimes 
referred to a,s a state of rest ,or ba'lcm ce 
d iseq u i Ii b ri um: a, situation where 
the re is an i m ba1la n c.e ib etwee.n de,ma nd 
and sup pl!y i rn a market. i.e. there js 
either excess demand or ,excess sup p l,y· 

Expgrt tip 

tt is important that candidates c---an 
distinguish between a situation of 
equilibrium and one of disequilibrium 
in a m,arket. 

Tested 

~~----------------------------------------,1Mi1M1i1Hi41·ll~J· 
Now chat demand and supply have been brought together, it ,is possible co 
conslder the effects of changes 1n ds,mand and supply on equilibrium price 
and eq u II ibr-i um q uantlty. 

11n Figure 1,6, there has been an increase in the demand for a product - ·for 
exa.mp11e, as a rE?suh:: of an incr~as~ in incom~s ~nan econ:nrny. Th~ demand 
curve shifts to the night and there fs a movement along the supply cu.rve. 
Equi"1brium price goes up fro·m P0 to P, and equilibrium quantrty increases 
fr,o,m Q0 to Q,. 

equilibrium .Pri'ce: tne price at which a m,afket clears; the process of market 
dlearing arises because the price i,s free to change and settle at the eq,uilibrrum 
l1evel 

equilibrium quantity: the quantity at which a market dears, with consumers 
getting all th,ey want at the equWb-rium price a1nd prod,uc:ers nnt being left w ith 
unsold products. Le. there is no excess demand or suppty 

Price 

Oo O, Quantity 

Figure 16 The effect of a shift of a demand 
curve to the right on equilibrium price and 
equilibrium quantity in a market 
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lln Figure 17, there has been an increase in the supply of a product - for 
examp:le, as a result of a reduction in the costs of production. The suppl1y curve 
shifts to che rfght and t:here is a movement al:ong the demarld curve. Eq uHi:br1u1m 
prict'? fa lls from P0 ro P1 and equi.llibrfum qua.ncir:y 1increases from, Qc, to ,Q,. 

Price 

Oo 0, Quantity 

Figure 17 The effect of a shift of a supply curve to the right on equilibrium price 
and equilibrium quantity in a rnarkec 

No·w test yourself 

11 Explain what is meant by 
equilibrium in a market. 

Answer on p. 143 
Tested 

i--------------------------•CiMH+• 
o,emand and supply analysis ,can be appllied to a wide varfety of dffferent 
situacions. For example, 'if an economy is experiencing an ,increase 1n inco mes, 

there is Ukely to be an 1ncrease in the demand for cars, sh1fting the de,mand 
curve for cars to t he right. At the same time, an ~mprovement in technology 
may have reduced t:h.e cost o·f produdng cars, shifting the supp'ly curve to che 
rrghc. The E?ff~cr: of chese rwo changes can be seen in Figure 18. The dem·and 
curve shifts to the rrght; the effect of thfs ls that equil,ibrfum1 price rrses from P0 

to P, and equilibrium ,quantity increases from Q0 t,o Q,. The supply curve ailso 
shifts to the rtgh't; the effect of th is 1s that equll ibrium price fall's back down 

Price 

-
c,o P0 and equ1llbrrum quanclty lncreases fro,m Q1 t:o ~- Of course7 whether 
equ11:1ibr1um pr1ice actually returns to its odginarl postt1on wi'II dep,end on the 

extent of the shifts of the demand and supply ,curves. 
Oo O 1 Oi. Quantity 

Figure 18 An application of demand and 
supp ty analysis to cars 

-ntt _______ ..... ,u1i;.t,ltf1J''"'' 

It: has. already been pointed our th.ac ~c 1s impo,rtanc to dtscinguis'h between a 
,move,ment along a demand curve and .a shfft of a demand curve. If there rs 
a change ,in the market price of a produc~ and noth1ng else changes (that :is, 
assuming ceterfs parfbus); th1s wi ll lnvoilve a movement along the demand curve. 
lihis shows how consumers reacc to a change in the price of a product and was 
seen in Figure 2 on p. 14. 

If the situation of cereris par1bus cannot be assumed, hovveve~ and "Chere is a 
change 1in any or ·che other ~nfluences on demand; then the demand curve wiU 
shift . This could 1nvolve a shfft to che ~eft (for exampl'e, as a resulc of a lowering 
of incomes) or a shlfr co the right (for examp'l eJ: as a result: of an E?ff@ctlve 
advertising campaign). The 'latter case was shown in Figure 3 on p. 15. 

~t rs also ~mporcanc co d~scfngu1s:h between a movemenc along a supply curve· 
and a sh1fr.: of a supply curve. lf chere ~s a change fn the miarket price of a 
product, and nothJng else changes (again assLrming ceteris par~bus), this involves 
a movement atong a supply curve. This shows how firms react to a change in 
the price of a product: and was seen in Figure 8 on p. 21. 
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llf the situation. of ceteris paribus cannot be assumed, however, and there is a 

change ,n any of the other poss!ible influences on supply, then the supply curve 
will shi·Fc because this will affecc the wiWngness of firms co supply at: any g.iven 
price~ As has already been indicated, ch1s co-uld 1nvo1lve a shift: to, che left - for 
example,. as a resUilt of the impos1tlon of an i,ndirect tax on the consumpt fon 

of a produ.ct (see Figure 9 on p. 22) or as a result of an increase in production 
costs (see Ffgure ·111 on p. 22) - or a shift co, the 1night: for example, as a resulit 
of ·eh~ introduction of a. subsidy (se~ Figure 1 o on p. 22) nr as a resul 'c of an 
~mprovement in techno~ogy (see Figure 12 on p. 23). 

Now test yourself 

~ 

Expert tip 

The possible confusion between a 
movement along a demand curve and 
a shift of a demand curve has al ready 
been pointed out. The possibility of 
confusion also applies to supply. You. 
need to be absolutely certain tha·t you 
understand the difference between a 
movement along a supply curve and 
a shif1: .of a sup ply curve before taking 
the examination. 

• 1111 trlt1 Ull II II 111111 trt trUll 1111111111111 Ulfll It II tl"ll tlt11 trtl II It It t 11111111 II If 11111 II tttl• I 

Test ed 

12 Distinguish between a movement along a supply curve and a shift of a supply curve. 

Answer on p. 143 

S0n1e goods are jolndy demanded: t hat ls, t hey are consumed together. 
1Exan1ples are shoes and shoe laces or CDs and CD players. It woul!d be expected 
thar an increase in the sales of one wouild lead ·co an increase in ~he safes of the 
other: Goods chat are in Joint demand a.re known as complements. 

Some goods, on the other hand, are seen as examp'les of akernat1ve demanc± that 
is, they are 1n cO'mpetftion with each other and either one is demanded or the 
other. t:xamples are tea and coffee ,or CDs and vinyl records. llt woul:d be expected 
thac an increase in t:he sales of one would lead to a decrease ln che sales of the 

other. Goods t hat are 1n altematlve demand are known as substitutes. 

&iii. • 

jo int dema nd: a situation ·where tw·o 
items are rons,umed together, i.e. they 
are complements; an exarnple would be 
shoes and shoe l'aces 
alternative demand: a situat,ion 
where t:wo irtems aire substitutes, i,.e. 
one will be consumed or t he other; e,g. 
tea and coffee 

~~------------------------------------------------------------..... •t:ij~§lijRGl~!I• 

This occurs wlhen the productjon of one good involves the production of 
another: Meat and leather would be an exa,mp1le. Joint sup,ply can oft:e:n cake 
p~ace in the che·micail :industry where one chem,cal1 may be produced as a by­
product of the product ion ,o.f another. ·It wou1ld be expected that a fal l in the 
rmarket price of one may affect the quancity supplied of the other. 

Role of prices 
Prfces perform an 1importan·t rorle :in the a11,ocacion of resources ln a market. The 
price mechanism :aJlocates resources because price changes a.et as signal:s when 
the cond~t1ions of demand and supply in a market change. The Scottish economist 
Adam Smith (1723-90) argued t'hat prices in a market therefore acted as an 
'invlsible hand" in allocattng scarce resources. This signalling function of the price 
1m,echanism is very ,imporcant in che cransm.issfon o.f preferences - re is the way 1n 
which consumers indicate their preferences for one product rather than another:. 

Prlces also perform an important function rn a market as a rarioning mechanism. 
For exampl,e, lf a prcx:iucer has a nmijted capacity ·co produce cerral:n produces, when 
thes-e products are expensive ft wHI have the effect of rationlng demand. For example, 
in the case of exclusive brands of cars, which tend to be very expens·ive; the high 
price will l11mit demand to only those people who ·Can afford to pay this high price. 

Revision activity 

Explain what Adam Smith meant when he referred to the price mechanism as. 
an ~invisible hand~. 

j o i,nt supply: a s1ituat,ion where the 
process of produclng ,one product leads 
to the prod u ctri on of another prod u:ct 
{e.g. m.eat and leather) 

liriti·· ) 

pr'ic.e m echa n ism: the operat,ion of 
chang.es in pri,ces in a market to act 
a,s signals to producers to al loca,te 
resources accordfng to changes i1n 

consumer demand 

- - -------- -

Now test ·yourself 

13 Analyse- why price is so important 
in a market. 

Answe'r on p. 143 
Te~ted 

Interaction of demand and supply 0 



Consumer and producer surplus 
~~----------------------------------------------1•'i'<§l§lijl§rl.1 ____ • 

Consumer surplus is shown in Figure 19. Consumers are able co obcain .a value 
from consuming .a parcfcular product that JS above t:he prke paid unt~J at some 
point consum.ers pay a price that is exactly equal to the value ga1ned. In the 
diagram,. this fs p•, All the consumers up to Q- have galned a val,ue that 1s above 
the price and thts ~s shown by the shaded area betw.eer, the pri1ce line and the 
demand curve. When prfc~ 1s P* and quan·cicy ls Q.,, the consumer surp.lus has 
disappeared. 

The demand curve 1s accuallry showing the marginal1 social benefic (MSB) of 
che consumption. This means chat t:he demand curve comb~nes all 1che points 
where consumers are gaining from the fact that one price fs being charged to al,:I 
consum€rs ~n the market- despite the fact that they wouJld have been prepared 
to pay m·ore. They are gainfng a marginal! social berieff·c by bei,ng abl.e to buy the 
product at a lower prlce than they were origlnally prepared to pay. 

consumer surplus~ som·e consumers w ill vidue a particular product more highly 
than other oo nsu me rs and yet they wn I pay exactl:Y the same p.ri ce for irt as the 
other consumers; this extra sa,tisfaction i,s ,consumer surplus and is shown on 
a demand and supply di1agram by the triang,le betw.een the price line and the 

demand curve 

Producer surplus is shown ~n ~1gure 2:0. Producers are abl1e to gain because 
for all the un.its so1ld up to Q",. they receive a prJce that is above the ,cost of 
producing those units. The supply curve actual ly shows the marginal social cost 
(MSC) of the production. This means thac a firm w1ill gain because the price 
charged is higher than the c05t of production, as shown by the suppl'y curve. 

111 Figure 20 the producer surplus rs shown by the shaded area between the 
p1rice liine and chce supply curve. When price reaches P!Ji and quanclty ~s Q~. the 
producer surplus has disappeared. 

Price 

O* 

Figure 20 Producer surplus 

SuppJy 
(MSG 

Quantity 

Price 

Fi,gu re 19 Consumer surplus 

Now test yourse·lf 

14 What is meant by the term 
~co·nsumer surplus'1 

Answer on pi. 143 

Quantity 

Tested 
---

producer s u r p I us~ the dtHeren.ce 
b etwee,n the p,f'1ic,e that consumers a re 
willing to pay for a particular product 
and the price that producers require •in 
order to suppl,y iit; this is the producer 

surplus and i,s shown on a dema·nd and 
supply diagram by the triang·le between 
the pd ce 1 ine and the supp1ly curve 

Revi·sion activity 

u ,sj ng a diagram, distinguish between 
consumer surplus and producer 
surplus. 

---------------1•,¥~iib1U'fik1·~-• 
'If equHtbrium prrce were to increase above P* in Figure 19; and equi librium quant1ty 
were ro fal I be,low Q"", chen the excent: of c he consuim er surp I us would be reduced. 

llf equHibrium prke were to it1crease above P* in Figure 20, and equiHbrjum 
quaritity were to, increase above Q"', then the extent of the producer surplus 
would be increased. 
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Maximum and minimum prices 

-One form of government lntervention in an economy 1s to establish a 
maximum price in a market for a produce - a leve1I above which the price 
cannot r~s~. This maximum pr1ce needs co be set below the E?qurnibrium prfce 
that wou·ld have resulted from the intersectjo:n of demand and suppJy. A 
m,aximum price might be imposed on bread .and rice, for example; because 
without maximum prrce con·crols, the price of ch.ese cou 1ld rise so high ·chat 
poorer sections of a communicy would noc be abh~ co afford t:hem. This could 

have detrimental effects on their health and standard of living. 

-Whereas the establ1sh1ment of a maxfrnum price in a market for a product i5 designed 
to prevent the price rising above a specific level. it is also possible that a gov'(!rnment 
will wish t:o int:ervene 1n a market to prevent the price falltng below a spec1ftc level. 
llhe min lmum price wiill need t:o be esrablish ed above rhe eq uil ib nium price thac 
would have resulted from the intersection of demand and ~upply. !Examples include 
intervention in certain agricultural markets co help producers mafntain their incomes. 

Taxes (direct and indirect) 
In the case of a demerit good, a government could intervene in a market 
through taxat1ion in an accempt to d·iscourage consumption of c:he good. For 
examp1e, ff expenditure taxes, such as excise duttes, were p1aced on dem,erit 

goods to such an extent that the price was substantrally increased, th,s would be 
Hkely to discourage the revel of c,onsumption of the demerit good. 
Thrs can be seen in Figure 1. MPB shows the marg1nail private benefit of the 
consumption of a demerit good, tobacco, but g.iven the potent1ial1 health 
dangers of smokjng cobacco, the social benefit can a.ccually be shown by MSB, 
the marginal social benefit. The e.quWbriurn fn a market wi:t:hoiur .government 
intervention would be at Q where MPC (marginal private cost) is equa,1 to MPB1 
giving a quantity Q. A government; however, decides to intervene by imposing 
an tndi-recc tax so, chac the supply curve shtfts upwards by the extent: of the tax 
1:0 'Supply + tax'. Thf s gives a ~ower eq ulili brlum output of ,Q*. 

Price Supply + tax 

O* Q 

Figµre 1 Taxing ·tobacco 

Su.pp l'y (MPC) 

Demand 
(MPS) 

Quantity 
of tobacco 

IIMHil ' 
--~~~~~~~~ 

maximum price controls~ co ntrol·s 
wh i eh esta'b l1ish a max1i mum price for 
a product; price is not al I.owed to rise 
above thrs. speoific leve,I 

minimum price c.o n·tro Is~ contro1I s 

whkh est a bU sh a rmi:n i mum· p rJce for 
a p·roduct; price ls not al:lowed to go 
below this specif1c l·eveJ 

No·w te.st yourself 

1 Explain why a maximum price 
might be int.roduced in an 
economy. 

2 Explain why a minimum price 
might be introduced in an 
economy. 

Answer on p. 144 
Tested 

excise duty! an indirect tax oni 
expenditure 

Maximum and minimum prices G 



~~----------------------------------------~·c:m(uzLl@~;m.,~----~• 
llc ~s 1mporcanc co dis'cinguish between the impact and the inddence of taxes. 
The Impact of a tax refprs t:o t:he company or person on whom a t:ax is levi,ed: 
that tsJ the person who is legaMy responsible for handing the tax over to the 
authorities. The impact of a tax,, therefore, is essentialty concerned with the lregar 
situation. 

The Incidence of a tax) however, refers to where the eventual burden of the 
tax fa lls. For example,. with an indirect tax on a :retailer; the burden of the tax 1s 
1li kely co be shared between the producer and the consumer. The more inelastic 
is che demand, and che 'mo-re elasc~c is t:he supply, che greater t:he burden wil'I 
be on the consumer. ff the prke elast iclt:y of demand ijs perfectly inetast~c, and 
there is a vertical demand curve, the incidence of the tax wi ll be entirely on 
the consumer. On che other hand, 1f the price elastkity of demand is perfectly 
ei:asc-ic, and there is a hor,zont:al demand curve, che i.ncldence of the cax wrll be 
entirely on t he producer. 

impac.t of tax~ the person, mmrpany or 
transaction on which a tax js 1lev1ied 

i nci de nee of tax~ hovv ~ e burden 
of taxation ·is sh a r,ed b etwe.e n the 
producer and consumer 

m--iio-----------·•1151t~!@IM.[J• 
Indirect taxes on expenditure can cake dffferent forms. An excise duty, for 
example, Is usual:ly a sp,iciflc tax o:n a produtcc - in other words, a specific 
amounr is required to be pa~d. not a perc.entage of che sekling price. 

An ad valoriem taxi on t he other hand, requires a percentage of the sell'ing 
p~ice co be paid. For examp:le, a tax such as val1 ute added tax (VAD or goods and 
services cax (GST) willl require ,a specific percencage co be paid in rax, such a.s 20%. 

indkect tax: a, tax that i,s Imposed on expendi,tur,e; rrt is indirect 1in that the tax is 
only paid when the product on which the ta,x is levied is purchased 

specific. tax: an indirect tax that is a f•xed amount per unit of output 

ad valorem tax: an indirect tax with a percentage rate, e.g. a ta'.X rate of 20o/o 
per prod u et sold 

~~------------------------------------------------------------~@ffdl§lj!ijl§!I •• 
Whereas an 1ndirecc t:ax ,is imposed on expenditure, a direct tax fs in,,posed 
on the incomes of 1nd1v]dua1ls and flrms. Exam pies of direct taxation include 
income tax (on the incomes of individuals)1 corporation tax (on the profits of 
co,mpanies) and inheritance 'Cax (on the wea 1lth of ~ndividuals). 

Income tax ls a dlrec::t: tax on t:he rncomes of fndivfduals. There ls usuallly a 
personalI allowance, whkh js tax freeJ and then different tax rates for different 
levels of income over the tax~free aillowance. ,lncom,e tax is usual'ly progressive, as 
che tax rate r,ises as the level o,f income rises - it: cakes a higher proporcion of a 
higher lncom,e and a lower proport[on of a lower income. 

• I . • • • 

•• • 

Average rates of taxation refer to the average percentage of total income 
whi1ch is paid ~n taxes. Th is form of taxation can al1so be referred to as the 
average propensity t:o pay cax.. 

Marginal rates ,of taxa1:ton, on the other hand, refer to the proport1on o.f an 
increase in income which is taken ln tax. 

'-
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direct tax: a tax 1imposed on, the 
~ncomies of lndividua'ls and firms, e.g. 
1income tax and corporati1on tax 

income tax: a direct tax on the 
1incomes of individuals 

l#M·l J 
average tax rate; the average 
percentage of total 1inrome that is paid 
~n tax 

marginal tax rate: the proportion of an 
1increase in income which is taken i1n tax 



~------------------------~•GdlUIGIHmil·lf_-_-_~. 
llc rs 1m porcanc c.a distinguish between progressive, regressive and 
proportjonal taxation. 

Progressive taxation 
Many economle5 m,ake use of progressfve taxat1on to achreve the 

macroeconomk objective of a fairer and more equi,table distribution of income. 
An income tax, for exam,p1le, wi II not on ly take more fro 1m a person as their 
income rlses~ buc a h1gher proportion of that ~ncome. 

Regressive taxation 
Whereas a progressive direct tax, such as rncome tax, has different rates of tax 
depending or, a person's income, a regressive indirect tax, such as a goods and 
services tax. is paid at a constant rate. In such a situation,. alll people \Vho buy 
a particu[ar good or service wrn pay che same percencage, so th is will 'have a. 
g reace r ij mpacr on poor, compared to rich, people. 

Proportional taxation 
Another poss[ble type of taxation is proportiona1I taxation. This is where a tax 
takes a,n equal proportion of income from, a person whatever that person's 
inco,me is. In thrs sttuat,ion. che tax has neither a progressrve nor a regressive 
effect. 

An examp1le of a proportiionat tax is a f1at•rate tax .. whi,ch has a constant 
1margfnal tax rate. A sfngle tax rate is appl'ied to alli i1ncomes witih no deducti,ons 
or exemptions. 

progressive taxation: where taxation takes a higher proporti1on of a persorn·s 
income as that income rises 

reg.ressive taxation:. where a tax takes a, 1larger proport,ion of ,low i,ncornes than 
it does of high incomes 

proportional taxation: where a tax takes an eq,ual proportion of income 
wha,t,ever a person's rncome l,evel happens to be 

flat-rate tax: a tax w ith a constant marg,inal rate 

Expert tip 

Candidates often seem confused about 
the progressive nature of income tax. It 
is not simpty that a government take,s 
more from a person who has a high 
income; it takes a higher percentage of 
that person's income. 

Revision activity 

Consider the arguments for and against 
progress.i'Je taxarion. 

~~------------------------------------------------------~•CiZ<41~1~141·1•-~-• 
There are a number of prtncip'les or canons of taxation. as shown in Table 1. 

Table 1 The canons of taxation 

Equirty/fah"ness The burden of ta1Xation should 1ake· ~nto account the 
abmty o,f peopl,e to pay the tax. 

----
Certaiinty/transpar,ency lnformatjon abourt taxa'tion needs to be ma,de 

avaHable so that It is s·een as transparent 
-----'1--

Convenience The pa1yment and coHectjon of taxes need to be as 
conven~ent as poss1blle. --------t~ 

Cost The cost of admintsterirng and c0Uecting1 taxes should 
be as low as possible. 

tEffJdency Taxation should not ~ead to any d~sJnc·entives, such1 as 
discouragtng people 1rom woiridng. 

canons of taxation: the main 
ipri ncipl'es of ta,xati,on, to which any 
system of tax,es should adhere in order 
to be ,effective 

Taxes (direct and indirect) 0 



Subsidies 

~-------------------------------------_.,nu1~1it'ti1·•I ___ • 
Substdles have a1lready been referred co ln Chapter 2 lhey are an example of 
m~croeconomic government intervention to encourage the production and 
consumption of ,a particu,lar produ.ct. 

The effect of a subsidy can be seen in Figure 2. jf a government pays firni,s 
a subsfdy co produce a particular product, chf,s wil'I reduce ch@ir costs and 
encourage flr 1ms to suppl1y more output at any given price. ThJs is shown in 
Ftgure 2 with the supply curve shifting downwards to the right. 

Price 
5 with 
subsidy 

Quantity 

Figure 2 The effect of a subsidy on supply 

The result -of the subsrdy, in shtfting the suppl'y curve co the rlgh~ wiH be a 
llowerfng of pr~ce. The accual' price wfll be determined where the 'S w1ith subsidy' 
:line intersects with the demand curve Both producers and consumers may 
therefore benefit from the subsi:dy. 

Transfer payments 

subsidy: an amount of money paid by 
a government to a pr,odu cer, so that 
the price charged to the· customer will 
be lower than would have been the 
case· wi,thout the subsidy 

~i------------------------------------~·1:111am,&m@D·-------• 
A government could decide to intervene in a market through the use of 
transfer payments. ThJs m,eans that revenue received from taxation 1is used to 
give financia l, su.ppo,rt to peo,p~e, such as in che form of pensions. 

These payments can be regarded as worrhwhfle because they are made to those 
in society who are less well1 off. They can be crfticised, however, for having a 
distorti1ng effect. For example, in so:me countries. peop-le who are une·mployed 
can be gi1ven financral supporc in che forim1 of a benefit, but if this benefit is too 
high/ ~t may make such peopJe 1,es.s incHn-ed t:o look for work. 

transfer payment: a form of p ayiment 
to those in society who are less well 
off, pa1id for out of the revenue recei,ved 
from ta xa;t ion 

Direct provision of goods and services 

~~----------------------------------~•l:lml#IM!#!·ll~=J• 
Alchough a government can intervene rn a markec through indirect taxes and 
subs~dies, it is also poss,ble for a government: co provide goods and se.rvices 
directly. A government could estab l,ish the direct provision of goods and 
seryjces alongsfde the prfvate sector. This ts lrkely to be the case with certahri 
merit goods; such as healthcare and education. In m,any coun(ries, these services. 
are prov1ded chrough both the pubHc and private seccors. 
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Of course, a government may decide to prov~de a good or servlce through the 
public sector by nationalising an industry - that ls, tak1n,g it under state control. 
Th is ts covered iri c'he nexc section. 

Nationalisation and 
privatisation 

-
Nati on a I isation 
A government ,could decide to provide a particular good or service itself by 
prov~dfng lt through a scate~owned or naclonaLised 1nduscry. Natlonallsat•on 
n~f~rs 1:0 rh~ process by vvhich a govern1menr ca'kis a firm or an iindust:ry t,m:o che 
public sector - in other words, ownersh~p of the firm or fndustry is transferred 
from the private sector to the publtc sector. This is often done 1f it is thought 
that such an action would be in che public interest. 

Privatisation 
However¥ a nacionaHsed industry may not always be as effkient as one operating 
in eh~ private secco,~ and so a govern1m9nr 1may d@c1d@ co privatise an industry 
by transferring ownersh~p from the pu.bHc to the private sector. 

The term 'privac1satio-n' can also apply co, a number of other government 
inlt:lat:iv~s, including deregulat:1on and com:ra.cclng ouc. 

Deregulation refers to the process of redudng the regulations, laws and rules 
whtch apply in an industry. When these are removed, it usually altows for a 
greater degree of competition to take p,lace, whi1ch, i,c is argued, should lead co a 
greater degree of effidency 1n the 1nduscry. 

Contracting out 1is another forrr, of privatisation where a service that was 
01riginally provided by an enterprise Jn the publlc or state sector is now provided 
by a firm f n t:he prlvat:e ssccor. Thfs, again, should lead co a greacer degree of 
efficiency. 

privatisation: the tra1nsfer of the ownership of an lndustry from the sta,te or 
pubHr: sector to the pri,vate sector 

deregulation= a reduction in the· number of regiu l'ations. rules and ·1a,ws that 
operate in an industry or economy 

c;on1rac.ting out the transfer of r,esponsibi lrty for the provision of a. service fro.m 
the public to tlhe private sector 

Measures such as prlvat1sation; deregulation and anyth ir,g that 1leads to the 
proimo·cion o.f compet,ition can be regarded as suppl'y,slde m,easures. These are 
govern 1ment attempcs t:O· improve efftcfency in an economy by takln·g accioin o,n 
the supply, rather than on the demand, side. 

I 
supply-side economics: the a·pproach to ,change ,in an economy that puts 
the focus on the suppl,y side. rather than the dem,and s·ldet e.g. priva':!Jisati,on, 
deregiulation and contracting out 

direct provision of goods and 
services: where a government dec1ides 
to provide pa rtku lar goods a. nd 
services it sel~ 

Revision activity 

Find out which seccor5 of your 
country's economy are directly 
controlled by the state. 

n ationa Ii sati on: where a government 
decides to take over the ,ownership ,of a 

particul,ar fiirm or industry 

Expert tip 
---- ----

Candidates need co understand 

... 

that in an examination question on 
privarisation, it would be appropria:te 
to include referen ce.s to both 
deregulation and contracting,·out in 
their answers. 

'.i fllllltllllllllllllllllllllllllllll ll lllll ll llllllUIIIII II UIIII H tltl lll tltlllll ll lllllllllllllll l 11 

Now test yourself 

3 Distinguish between privatisation 
and deregulation. 

Answer on p. 144 
Tested 

Revision activity 

To what extent do the different forms 
of privatisation and deregu la.cion exisc 
in your country? 

Nationalisation and privatisation G 



Aggregate demand (AD) and aggregate 
supply (AS) analysis 

Aggregate demand 
Aggregate demand refers t:o che rot:al demand ·for arl rhe goods and serv1ces in 
an economy. There are four sources of 1:hfs demand: 
• consu,mer spendlng 
• investment by firms 1in machinery, eq ufpment and p11ant 

• governm·eht spending 
• the net .effect of fnternatfonal trade - that is, exports minus imports 

The aggregate demand curve slopes downwards from Jeft to r'ight. Thls can be 
seen in Figure 1. If chere 1is a change in c'he price level1 ch1s ·will cause a movement: 
a I on g the AD curve. 

Pric:e 
level 

AD 

Real output 

Figµre 1 An aggregate demand curve 

if there is. a change for any reason other than price, however, the AD curve wiB 
s'hffr. If there 1is an 1ncrease in aggr~gace demand, the cu,rve wi U shi·fc to 'the ri1ghc. 
This can be seen 111 Fjgure 2_ where the cu:rve shffts from AD0 to AD1. If there is a 
decrease iin aggregate de·mand, the curve will sh,ift to the ~eft. 

Price 
l~vel 

Yo Y1 Real 
output 

Figure 2 A shift in a,ggreg:are demand 

\ 
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aggr@gate demand~ the total amount 
spent on an economy's goods and 
servlces over a g1ven period of ti.me; 

1it is made up of four elements -
consumption, hnvestment, government 
spending and net exports 



AggregatQ supply 
The shore-run aggregate supply curve slopes upwards from left co right. Tbis 
can be seen in Figure 3. l'f there is a change in the price l,evel,, t:h~s wiH cause a 
1mov@n1ent ;dong the AS curve. 

Price - ~----------; 
level AS 

R.ea I output 

Figure 3 Aggregate supply in the short run 

Jf there is a change for any reason other than pric~ however, che AS curve wiU 
shf fc. l'f there .is an increase fn aggregate supply, rhe curve wm sh 1ft to the right, 
as can be seen in Hgu.re 4, where the curve shifts from AS0 to AS1• ff there is a 

decrease in aggregate supply1 the curve wil l shift to the ·left. 

Price 
level ASe AS1 

Real ou"tp ut 

Figure 4 A sh ifr in aggregare supply 

tin the long run, however, the shape of the AS curve wi ll change. At. low levels of 
output, the AS curve can be horizontal, indicating that it ls perfecdy elastfc. At: 
high l1evels of outpu4 the AS curv@ can be verticat indicatlng that it is perfecdy 
inelasti,c. 1lndeed; some economists argue that the long-run AS curve is perfectly 
inelasclc, 1ind1cating that an economy wm ·Op·erace at ful.l capacity. 

As has been fndlcated above, ft is important to d1rstingu1sh between a movem ent 

a,long and a sh~ft ,in AD and AS. 

F1gure 1 shovvs a movement along an AD ·Curve as a result of a change fin price, 
whereas Figure 2 shows a shlft ln AD as a result of a reason other than a change 
fn price. Figure 2 shONs the AO curve sh ift1ng to the rfght. 

F1gure 3 shovvs a movem,ent atong an AS curve as a result of a change in prfce, 
whereas Ftgure 4 shows a shin: i'n AS as a resulc of a reason .othier t han price 
Figure 4 shows the AS curve shiftlrig to the right. 

aggregate supply: the total ou,tput 

that the various firms in an economry 
a,re able and willling to supply at 
different pri·ce l1evefs in a given period 
o,f t,i me; it indu des bo,th co.nsu m er and 
cap;ital products 

Now test yourself 

1 Name the four elements that make 
up aggregate demand. 

Answer on p. 144 
Tested 

Aggregate demand (AD) and aggregate supply (AS) analysis @ 



~~+J·'""'~'lil~----------------------------------------------t•aaum,1,~1,a.,-._~_-i_t 
Equilibrium1 is de·cerm fned where AD and AS fnt:ersecc. Th is can be seen in 
Figure 5 .. where che equ1 11brium price level ts P and the equJ lrbrfum real ourpur 
level is Y. 

Price 
level 

p 

Y Rea 
output 

Figure S Macroeconomic eq ui Ii brium 

Th is equilibrium position w'ill not necessarily lbe at tlhe full employment leveli 
for an economy. Th1s can be seen in Figure 6. The equilibrium where AD· 
crosses SAS (short-run aggregate supply) is at price p• and real output Y*: a:c 
this pointJ the macroeconomic eq u1Hbrium is at fu ll emplbyment. How.ever, the 
equrnbrium where AD, crosses SAS ls at prlce P, and reall output Y,; at this po1nt, 
the equi1librium is beJow the ru ll emp1loyment level in ·che economy, so ·chiere is 
surplus c.apaci·cy. 

Pri,e 
level 

Y-1 y1r Real 
output 

Fi~re 6 Will macroeconomic equilibrium be at full employment? 

Figure 7 shows the equillibrrum posicfon 1n relation ro long~run aggregate supply. 
As indicated above, aggregace supply is rntt:talr:y elastic,. but as lt gets nearer t:o 
the full employment levet shown by v•, rr becomes increasingly 1nelastlc, until 
1t eventually beco·mes perfect1ly inerastic when the full employment (Y*) level of 
oui:pu,: is reached. 

Pric.e 
level 

p 

Y Y"" Rea I output 

Figure 7 Macroeconomic eq ui Ii bri um revisited 

E.xpert tip 

It is important to recognise thit the 
equilibrium of AD and AS will not 
nece,ssarily be at the full employment 
level of an economy. 
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Inf lation 

Inflation refers co the s~cuatlon of a r]se ln che general level of prlces in an 
economy over a perlod o.f time. 

( inflation: a genera,I ~ncrease in the average level of pri,ces in an economy over a l period of time 

- - -------

Expert tip 

Candidates need co realise thac ir is not necessary for all prices in an economy 
to be rising to constitute a situation of inflation. It is often the case that.tat any 
one time,, che prices of so me prod.u cts will be fa Hing while che prices of other 
products are rising. \Nhat is important in an inflationary situation is that the 
general level of prices on the whole is rising. 

Now test yourself 
- ---------

2 Define the term ~inflation"'. 

A nswer on p. 144 
Tested 

~------------------------------------------------------l@lk4§11w!§I .• I ___ • 
lnflacionl as has been staced, is a situ.acion of ris ing prices tn an econom,y, bu.c 
there are varying degrees of tnflatron. l,n many economi:es, the government a1n11s 
to keep the rate of inflati,on down to, say; about 2%, but in some eco,nomiies a 
ra~e of inflation o,f, say~ 4% or 5% wou~d not be regarded as a major problem. 

In some economies, however, the race o,f ~nfl.acion has been srgniftcam:ly higher 
than this. In some cases, countries have experienced a rate of Jnflatjon of over 

1,000o/o. Germany ~n the early 1920s. Hungary in the mid-1,940s and Zimbabwe rn 
the m1d-2ooos are t:hree exampl'es o,f councries wh~ch have experienced excess~ve 
rates of inflation ·in che lase 100 years. 

-Econornijsts have dlstingurshed between different types of inflation. 

Creeping inflation 
When the rate of fnflatfon in an econo·m,y fs rel1atively 110w, say about 2%,, and 
is reasonably scab lie over a period of crme, che s1tuation is one of creeping 
Inflation. 

Accelerating inflation 
Acceleratlng' inflation ~s where the rate of inflatfon in an economy 1s getting 

sign ificantly h rgher and is becomf ng a major problem in t he economy. 

Hyperinflation 
llc is difflcullt to be prec,ise as to exactly when an economy has reached a 
situation of hyperlnflatlon, but lt ~s g-enerally where the ra'te of inflat1on has 
:reached such a high level chat: ic affeccs confidence In che economy. It: may even 
!lead to the coll1lapse of a country's currrency. For example, the rate of inflation 

in Germ,any reached over 20;000% ~n 1923" leading to the replacement of the 
currency. In Z1imbabVve,, the rate of inflation reached over 230 m,iHion % 1n 200s, 
and chis caused many people co move away from the Zi:mbabwe dorrar r-0 che 
US doHa:r. 

creeping inf lation: a situation wfiere 
the rate of i nf I at ion i,s reasonably ,I ow, 
say about 2% 

accelerating inflat ion: a situation 
where the rate of ,i,nflation, rs rising, say 
from So/a to 25°/o, .and is beginning 
to become a s ertou s probilem in a,n 
economy 

hyp,uinflation: a stt:uat1on where 
the rat-e of i1nflat,ion is beoomi,ng very 
high,, say· over 100%, and is damagiirig 
conf1idence in the country's econom,y 

Inflation 0 



Expert tip 
-----

Candidaces sh ou Id understand that it is nor possible to give a precise 
percentage figure to indicate when a situation of hyperinflation e.xi s,ts in 

i, an economy. 

~~----------------------------------------------------------4•141414!{41·11(==]~ 
One particular feature of a htgh race of inflation is shoe leather costs. Th1s 
cerm is used 1:,0, refer t:o chose peopile who prefer t:o hol1d on!ly a S1m,a.U amount of 
mnney at any one time and so need to make rmore vfsits to a financial: ~nsti tution 

to ,obtatn cash. Such costs can be regarded as 'search costs that come about as 
a resulit of the state of inflation rn an economy. 

Anor:hsr feature of a high rate of fnflatfon is menu costs. If a country is 
experiencing a high rate of i·nflario n, 1t m,eans that prfces are changing 

cont inuously. The need to alcer che prlces agai.n and again i1nvol'ves time and 
expense. 

shoe leather costs: in a situation ·of very high inflation. peopl'e need to· ensure 
that t hetr money is ga1i1ning 1inte.rest and so wUI be less ind inedl to hold large cash 
depos~ts 

menu cos-ts.: the costs of continua,l'ly having to cha.nge the prices of goods and 
services as a result of an inf,la,tiion.a,ry sit,uat ion 

Now test yourself 

3 Explain why hyperinflation is such a serious problem. 

4 Explain the difference between menu costs and shoe leather costs. 

Answers on p. 144 

Tested 

~ .... ------------------------------------------------••1;1&•i'=ii"·'ilr~1. 
Cnanges rn r:he general price level of an economy giv~ an ~ndicarion of the 
average pr~ce leve'I of the various consumer goods and services at a given t ime. l't 
1is a way of ,m eas_u ri ng the cost of I lvln g i r, an economy. 

The general prfce level fn an economy is measured chrough t he use of an index. 

gener-al price level: the average level of prices of aH consumer g,oods and 
s·e rvkes in an economy at a ,g tven t ime 

cost of I iving: the cost of a seJection. of goods and services tha·t are consumed 
by an average household in an economy a,t a, g,iven time 

~~~--------------------------------------------------------------...... ~3,41q1n14n.,,~ -i. 
The re are a number of dffferem: prfce in dfces that: can be used co measure changes in 
the cost of Hvh,g in an economy over a perkxi of ti,m~ but the two most common 
ones are the consumer prlca Index (CP10 and the retail prices Index (RPI). 

consumer prices index: a way O·f measuring: changes 1n the pric,es of a number 

of cons u m·er goods .an di services in an economy over a period of t ime 

retail prices index: an index which measures changes in the prices of a number 
of goods and services in an economy over a period of time_ but whkh ind udes a 
number of ,ite ms that are not .included in the consumier prices 1index, such a·s the 
costs of housing· 

G Cambridge International AS and A Level Economics Revision Guide 



There are a number of stages involved 1n the construction of a price :index. as 
Table 11 i,ndicaces. 

Table 1 The construction of a price index 

Basket of goods and services A sample o,f a nu1mber of g1oods and services ,s induded mn a representative basket; 1he 
number of •terns ~s often around 6 O O. 

A survey is carried out1 usua1llly every month_ which monitors changes in the pr~ces of thes,e 
goods and services. 

~~~~~~~-1-

Weights A n index j s constructed to show the changes in these pricesj but it is recognised that so me 
~terns are more i1mportant than others; these daferenc:es i111 importance are reflected in 
weights tha1t a re g,ve n to the different lte·ms in the basket. 

Base year To show the chan,ges ~n the general levell of prices over a1 penod of t~me., a starting po~nt i1s 
chosen; this is caUed a1 base year and is gJven a vaiue of 100. 

C aku~at~on of ttte index 
figure 

The percentage change in pr~ce for each item is then muhipUe~ by its we1ght to give the 
average change ~n the index; th, s. ~s usual ~Y cakul ated ea1ch month and shows the change jrn 
the 91ener a I p rke ~evei, over the p reV1i ous 12 months. 

base year: a year chosen so that comparisons can be m,ade over a period of 
t.ime; the base year for an index is given a value of 100 

household ex·penditure: a s,uirvey is taken on a regu lar basis (usualily every 
month) to record changes in the prices of a se'lect~on of goods and services that 

constiitutes a representative basket 

sa m p Ii n g: the use of a representative sample of goods and services con s·u med 
in an economy to gh,e an in di cation of changes in the cost of 1livi ng 

weights! the ite,ms 1in a representa,tive sample of goods a,nd serviices bought 
by peopl,e In an economy w iU not all be of the same importance-; weights are 

given to each of the items to re.fleet the re,lative 1importance of the different 
components ~n the basket, so a price index involves a weighted average 

Now test yourself 

5 What is meant by 'weighting' in the 
construction of a prices index?' 

Answer on p, 144 
Tested 

~~------------------------------------------------•CD;t~l4E}l{41·Ail:~JI 
Deflation 
l,t ~s not inevftabl1e that a country wrll a!lways b@ faced with r.nflatlon_ It is possi'ble 
that a country could experience a situation of deflation, or faHing prices. This has 
happened in Japan in recent years. 

deflatio·n: a genera'! decrease in the average level of prices 1in an economy 
over a period of ·Nn,e; or a red uct·i on 1,n the 1leve1I of aggregate de main d in an 
econom,y, in contrast to reflation 

reflation~ an increase in the ilevel of aggregate demand in an economy 

Disinflation 

Disinflation refers to a situation fn an economy where there 1s a faN in the rate 
of lnfiatton1. The general level' of prrices in che economy is sc:ill nising, bur 1·c is now 
rfs[ng more sJowly t:han before. For example, ff rhe rare of rnfl'atlon in an economy 
was 5% in one year, and i,n the next year it fell to 3~t t his would be an exarnplle of 
d1sinflation because although the general level ·Of prices is contrnulng to riseJ, it is 
rising at a s:lower ra:ce than in the previous year. 

Expert tip 

Candidates need to realise that in a s,ituation o'f disinflation, the general level o'f 
prices in an economy is still rising. It is ju~t that the rate of ;ncre·ase of prices is 
not as high as it was in the previous year. 

I •••••••• • •••••••• • •••••• • • ••••••••• •••••••••••••••••••• • ••••••••••••••••• • •••••••• • •••••••• • i••••••• • •••••••••••••••••••••••••••••••""'''" "'"••••"'''''" '"""'"'"'••••••"•••••••••oo•••••••••••••• ''" 

Expert tip 

Candidates can sometimes confuse 
inflation and deflation in their 
examinadon answers. It is important to 
dearly, distinguish between a s.itu arion 
of inflation, which refers to rising. 
prices, and a situation of deAation, 
which refers to fal Ii ng prices. 

disinflation~ a general increase in the 
averag,e level of prices in an economy 
over a period of tim~, where the rate of 
increase is 'less than in a previous year 

Revision activity 

Distinguish between inflation and 
deflation. 

Inflation G 



lttD~----------~•~&'-;11,,,q,;.n•r-~--1. 
It is important: co discingujsh be·cween nominal value and real value. 

The nominal value of a given surn of n1oney does not take into account the 

effects of inflation. No alilowance for inflation is made at all. 

The real value of a glven sum of ,money, how~ver, shows che vallue after 
the effec ts of rn flation have been re moved. Th is can be ad, ieved wi:th a 
prke ~ndex by express1 ng the data at co nstant prices using a base year. 
Th is means ·chat t he vat ue of m,oney is ca1culated by assuming that the 
pri,ces of goods and serv,ces [n an economy have not changed and have 
remalned constant. 

An exa·mp,le of no-minal value ts if a person receives a wage rise of 8%. An example 
of real value [sit ac that: clme, inflation [s 7%; thts 7% has to be subtracted from che 
8% so t hat the reaJ value of the wage increase 1s 8% - 7% == 1%. 

Now test yourself 

6 Oistingui sh between ~no mi nalf and 'real" data. 

Answer on p. 144 

Revision activity 

Consider why it is important to distinguish between nominal and real data. 

nominal value: the value of a sum, of 
money w~thout taking into account the 
eff e.cts of i inf I ati on 

teal value: the value of a sum of 
money after taking into account 
fremovi ng) the effects of iinflat1on 

Expert tip 
UUUIII U uu,11,11,11111,11 UIIIII II IIIIUUlllllll,U It'''" Ill I 

It is important that candidates can 
demonstrat--e t hey understand what 
is meant by a real value - that is, the 
value of something after the effects of 
inflation have been taken into account~ 

• , llllllllllllllllllllllllllllllllllllllllllllllllltlllllll ll lltllllllllllll l llllllllllllllllltllltlll 11 

Tested 

~,-----------------------------,·~«1~1i1f1i#i~l
1

_ ~ __.-

There are broadly four possibl'e causes of inflat1on: demand-pull. cost-push; 
1monetary and fmporced. 

Demand-pull inflation 
One cause of inflation is a situation where there ls too much demand fn an 

ec,onomy - that is, aggregate demand is greater than aggregate supp,ly. Where 
an economy is at a situation of fuJI employment; and an increase in demand 
cannot be met by an increase in outpuc, che genera1I price level wi1III ri:se - a 
situation of demand .. pull lnflatlon. 

Cost-push inflation 
Whereas demand-pull lnflation ls essentially brought about r.rom the demand 
side, ,cost .. push Inflation is due to an 1ncrease in the costs of production that fs 
passed on to consumers in the form of higher prices. Labour costs, for example, 
could rise signfficancly, forc,ng firms co ralse che prices of produces. 

There is also, an el,ement of anticipated Inflation in relation to labour costs. 

ilf inflation ls antlcipated or expected; workers wi ll bu~·ld this 1nto their wage 
demands. It js therefore possibl,e thac arrcicipaced inflat1on actua'lly conitrH,uces to· 
the inflat io n. In such a sit uatio n, inflation becomes self-perpetuatlng and a. self­
fulAllilng prophecy. 

lnfiladon can also be unant•,cipated; this [s t he difference between the actual, 
rare of inJl,acion fn an economy and che anti·cipat:12d or e.xpecc,ed race of 
i nflat i·on. 

Monetary inflation 
Th is explanadon of inflation al·so comes from the de'm,and sideJ but it stresses 
the importance of an ex,cessive increase in rhe m,oney supply making such an 
increase in demand pos~bl,e. 

\ 

demand-pull inflation~ a rise in the 
genera I I eve I of pd ces in a,n economy. 

caused primarily by too much demand 
for products 

cost-push inflation: a rise i,n the· 
general level1 of prices ~n an economy. 

ea used prim a ri1ly by a sign if i c.a nt riis e Jn 
tihe costs of p,roduction 

anticipated i nfl ati on: the exp ect:ed 
future rate of inflatiorn in an economy 

unanticipated inflation: the actual 
irate of i nf l ati on in a.n economy minus 
the anticipat,ed or expect,ed rate of 
1inflat~on 

Now test yourself 

7 Distinguish between 'den,and .. pu II' 
and 'cost.push' inflation. 

Answer on p. 144 
Tested 
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M.onetary Inflation 1s dosely associated with the monetarist perspectlve on 

economi,cs, which stresses the 1mportance of the quantity theory of money. 
This theory ar,ises from che idea chac MV = PT, where M rs the money stock, V 
is chf2 veloc•ty of clrculatiion, P 1s the genera.I prlce levell and T is the volume 
of transact~ons. T1he equation fs actualily an ident~ty because MV, which 

represents total spending in an eco,nomy, must necessarily ~q1Jal PT, wh ich 
represents the cotal amount of 1m,oney rece1ved for products. It ls assumed 
chac V and Tare conscanc, and so rche ·cheory pucs forward che rdea chat: 
changes in the prfce leve~ in an econo:my are d[rect:ly proportiona1I co changes 
in the m.oney supply. 

Imported inflation 
Th rs explanacion of inflatrion co-mies from the supply side, but ~t em,phasises 
the i ncrea.se in che coses of imporcs in particular. This can refer either :co m,ore 
expens1ive i·mport:ed raw 1mater1als and component parts that are used in 
domestfc production or to the higher prices of imported f1in,ished goods. 

l. i~po~d infl~i~~: a l'ii~e in the_ general _level ~f prkes in an economy, ca,used 
primaril1 by a s11gn1fo:ant mcrease m the price of ,mports 

monetary inflation: a rise ini the 
general level of prices in an economy, 
ea used prim ar,ly by too muc:h money i1n 
an econ o·my 

quantity theory of money: the 'idea 

that1 since MV =PT.and the veJocity 
of circulation (V) and the volume of 
transactions (n are constant; changes 
1in the price l,evel (P) in an economy are 
directly proportlona!I to changes in the 
1money supply (M) 

velocity of circulation: tlie av,erage 
1number of timies one partic.uliar unit of 
money i$ used over a given period of ti1me 

Revision activity 

Outline what is meant by 'the quantity 
theory of money'. 

~~------------------------------------------------~·~ii<414;0;41··~~-~ 
It: is cen:ainly ·che case that inflation has a number of rnegative consequences for 
an economi but ic should a:lso be recognrsed chat it is possible for inf1lat:ion co 
have some pos1t1ve consequences. Table 2 fnd1cates the main conseq uen.ces of 
infJation for ar, economy, both positive and negatfve. 

Table 2 The consequences of inflation for an economy 

• The purahas1i ng power of a g riven su1m1 of money wl H faillt j .e. 
~t w 1illl1 be able to buy 1ess in rea~ terms. 

• A co~ntry's exports wHII become uncompetrUve .. although 
the effect oi th.s wm depend on the rate oi ~nf ~atton jn oni1 
country ,compared to tha,t in another. 

• There wm he a redJstribution of income, with some people 
adversely affected, e.g. those on fi~ed mncomes, and creditors 
(people who ~end money) 1unfes~ the loans are index Hnlk,ed to 
the rate of inflation. Savers wilil ailso be negait~vely affected. 
unless they can find a savings account \1vm, a rate of inter.est 
tl,a1t JS greater than the rate of jnflation. 

• Menu costs, Le. the need to kee·p dhanging the prices tha1t 
are being .acf~,1,er1Jsed for various products. c~n be expensive 
and time CO IJ"lrSUmi1ng1. 

• Shoe fe,ather costs, Le·. the need to search continua~ly for the, 
best possible returns to try to keep ahead of iinflation, also 
~nvoive extra time and effort. 

• Uncertarinty in investment, i.e. some filrrms may be reluctant 
to plan investment as tnUatmon cr,eates a great deal of 
uncertainty 1in an economy. 

• A sjtuatjon of fiscal drag can occur ijf ta:x aHowances ar,e left 
unchanged in an i1nfla:ti onary sftuation; more p..e op fe w il I .be 
ca,ught io the 'tax net'. 

• A relativeiy ~ow rate of inflat~on, caused by an ~ncrreas·e 
rin aggragat,e demand, co,uid 1ead to people f.eeHn9 rmore 
optim lsti c about future e conom tc prospects. 

• If prices rise by 1mon? than costs. th~s wm he~p to ~ncr·ease 
the profits of iirms, assumh1g that demand 1is pr1ce 
e~asti1c. 

• Red~strubur1: ion of 1income may work ~n favour oi some 
peop11e in ain economy, such as borrowers; irnflati,on wm 
make their debt ~es s mn re a I terms. Th ,s rnay ,encourage 
people to spend more, ~mproving the~r standard of 
Uvfr1g1. 

• If the real co.st of debt is reduced, but the pric,e of property 
rises in l,ne w~th inflati1on. property owners wi~II benefit 
s1i,gn i1f i caindy. 

• i·f firms exper~ence an ~ncr,earSe in their profits, they may be 
encouraiged to expand and th is coul1d lea~ to a reduction 
in unemp!oyment (ahhough hjgh inflation can also be 
assodate:d w•th high unemplloym,ent, a situation known 
as stag·flation). 

fi sea I drag.: the id ea that more p eo pie w i 11 be dragged into the 'tax net' in a 
s~1:uat1on of inflatfon if tax aillowances are not increased in fi ne w i1th the rate of 

inflat,ion 

stagflation: a situation w here an economy ,is experrencirng, high infl1ation and 
high unemployment at the sam,e time 

Inflation G 



lit should be clear, therefore, that the overall! effects of lnflat~on wrlll depend on a 

number of factors. These tnclude: 
• whether the inflation is anticipated or not 
• the extent of the increase in prfces 

• ' whether the inflation rac.e ,is accelerating or stable 
• the excent co which other countrfes are experfencrng in,flat:ioni 

-

Expert tip 

Candidates often make broad generalisations in examinations in relation to the 
possible effects of inflation. You will need to make sure that you demonstrate 
an understanding of the fact that the effects of inflation in any particular 
country depend on a number of possible factors. 

R~vision _actiyity 

Consider whether che positiVe consequences of inflation outweigh the negative ones. 

The balance of payments 

Expert tip 

Candidates often assume that infJation 
ca.n only have negative conseq uence-s., 
but it is important to realise that there 
ea n be winners., as well as losers, as a 
resu It of inflation. If an examination 
question requires candidates to 
discuss. or evaJ uate the consequences 
of inflation, an answer should include 
refere nee to both the possible positive 
ond negative consequences. 
111tlflt'lllhll ltlllllllltttUlltlllll 'lt11t1tlflllllllltl11rtl111rtrllltlttllll111tlrltltllllltllltf 

Now test yo,urself 

8 Exp la in what is meant by ~fiscal 
drag'. 

An swer on p. 144 
Tested 

~------------------------•tldl~!it!t41·1,IL~ J· 
The balance of payments is a record of the transaccioris chat a country has 
wlth the rest of the world. It shows the payments and recefpr:s ar1sl11g from this 
international trade. It cons,ists of three accounts: 
• the current account 
• the capital account 
• the finandar account 

Th~re is also a bala.ncring item. 

Current account of the balance of payments 
The ,current account 1s made up of the· following four parts: 
• trade· In goods - this is the balance of trade in terms of exports and 

Imports of goods 
• trade In services - th1s is the bal:anc·e of trade in terms of exported 

services and imported services 
• Income flows - t:hl's is the net income from, invest,ments 
• current transfers - chis refers to transfers of money by governments and 

1nd1viduals; rn the case of 1ndlv1dua·lst chls could ire.face t:o glft:s, charirablei 
donat'ions and money sent to,. and received from, re:latlves who Live abroad 

current ac,co u nt of the ba la nee of payments: this is 1ma de up of four 
elem,ents - trade rn goods, trade i,n services, income 'flows and current transfers 

ba·lance of trade 'in goods account: ~he trade i,n goods, ·e.g. cars. between 
countries 

exports: goods and/or servi'ces that aire produced domesticaiily in one country 
and sold to other countries 

impo,rts~ goods and/or services that are produced 1in foreign countri,es a,nd 
consumed by people in the domestic econo,my 

balance of trade in services account: the trade in services, e.g. banking, 
between co u ntrJes 

net investment income: the net income that relates to investments. e.g, 
di v.iden ds on shares or interest pa,yme nts 

current transfers: the net payments by govem,men,ts and private individuais, 
e.g. grrants for overseas aid or cash remittances sent hnm·e to their own countries 
by migrant workers 

ba la n.ce of payments: a record of a,11 
transactions I inked with exports and 
imports, toget1her with i·nternationall 
capital movements; rit consists of the 
current account, the capita l account 
and the f~nancia l account 

Expert tip 

It is important that candidates 
demonstrate an awareness of the 
four elements of the current account 
of che balance of payments in their 
examination answers. 

~ • 1• 1111 •1 • 11111111 u 11 n n•" """""''" '"" u" n 111111," 1111 •11111 n 111111• 1111,i II n, 1111 n 11, 
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Capital account of the balance of payments 
The cap•tal account is that part of the balance of pay1ments which records 
capital movemencsJ ln cerms of assets and lrabilittes, ,jnro and out of a country. 
These could include physica l assets such as the purchase of land. 

capital a,ccount of the ba lance of payments! this is made up of transactions 
where there is a transfer of f inancial assets between one country and another. 
e.g. the puirchase of a :physical asset such a,s land 

Financial account of the balance of payments 
The flnanc•al account is tlhat pare of the ba:lance of paymerics wh ich records 
the caplt:al: ,nflovvs iinco a country and che capftal ourflows out of a country 
resu~ting from investments, such as the bu~lding of factorfes. 

There is a fina,I pare of the balance of payments chat needs to be mentioned. rt 
is nor ai.liways possi b lie 1:0, i dencjfy a 11 paym en cs ac,c u race ty a.nid so ·c h,ere may we. l'I 
be some transactlons that go unrecorded: these are shown rn the balance of 
payn11ents as net errors .and omissions. 

Balancing item 
The ballance of paym,ents should eventuallly balance - iin other wor-ds, \¥hen all 
of the various parts of che balance or paymen'cs are included, che eventual f1gure 
should be zero. There may, howeveif'~ be an rmbalance resultlng from statistkal 
discrepandes between payments in and payments out1 and so the balancing 
Item is used co make the bafance of payments batance. 

ba land ng item: th i,s ts a positive or negative f igure that accounts for arny 
stat istical errors in the bafance of payments and ensures that t he accounts., when 
added together, come to zero 

Deficits and surpluses 
The ba:la.nce of payments as a whole, o-r one partjcul1ar part of it, can have a 
deficit o r a surplus. A deficft ln t he balance of payrments means that the 
money go1ng out of the country is greater than the money coming into the 
country. On the other hand, a surp 1lus in the baiance of payments means that 
che money comfn.g into· a councry is greater than the 1money going out o,'f t 'he 
country. The term I deficlt:1 or 'surplus# rs. therefore satd to refer ro che external 
balance of a country. 

Equilibrium and disequilibrium 
!Balance of payments equWbrium refers to a sltuatton where the deficits and 
surpluses of a country are cancel led out both rn a given year and over a period 
of 'Cime. For example, a current accoun't deificft could be cancei,led out by a 
finaricfal account surplus. 

!Balance of payments disequilibrium refers ·co a sftua-cron where a country is 
exper,iencing a persiscent defidc ,or surplus over a period of time. 

The International Monetary Fund (IMF) exists to help counn,ies with a 
persistent deficit . It can provide .a loan to a country which witl help tt to finance 
the deficit in che sho,rt term. Thrs wm hopefully al:1low time for economic policies 
to i,mprove r:hre2 sftua·cion in che :long term,. 

Now test yourself 

9 Explain the d i'fference becween a 
good and a service in relation to 
the current account of the balance 
of payments. 

Answer on p. 144 
Tested 

financia I acco U'nt of the balance 
of payments:· this ,is made up of the 

ea p,ita f iinfl·ow5 and ea pita I outf,lows 
resulting from investment in different 
countries 

net errors and om iss ions: those 
t rans actions in the ba:la n ce of payments 
that go u nireco rded 

R~vision activ ity 

Try to find out as much as you can 
-a bout the co rnpositio n of the bala n oe 
of payments in your country. 

HiJti!i!I • 

deficit: a negiative bal,ance when 
exp en ditu re exceeds i n,co me 

surplus: a positive ba~ance when 
1incom,e exceeds ex;pend itur,e 

~xte rna I bal a nee: the b a 1anc,e 
lb etvveen receipts a,nd paym ems ,in 
rela,t~on to 1int ennat ionali transactions 

between one cou,ntry and other 
countries in the wo rid 

International Monetary Fund: an 
org,an1isation set up in 1944 to promote 

intern ati o naJ trade through such 
measures aLS prov1d i ng fi nan c:i a~ suippo rt 
in the form, of a l1oan to help a country 
overcome, or a,t lea,st reduce, a, defidt in 
its ba I a,nce of paym,ent s; rit now has 1188 
member countries 

The balance of payments G 



CausQs of balance of payments disequilibrium 
There are a nu1mber of (easons why a country might be experiendng a persistent 
balance of payments disequitibrium. In rela·c,ion to a perstscenc defidc, reasons 
could include the fol lowrng: 

• Th~ forelgn exchangi rate could be coo h~gh, causing exporcs co be mar~ 
expensive t han t hey would othe rwfse be. If demand for these exports ts price 
elastic_ this could have a significant effect on the current account of the 
ba1ance of payments 

• Consumers in a country may have begun to increase the1r demand tor 
im,porced products - t:hat ls1 as incomes have rfsen, rchere has been an 
incrrease in the marginal pr'Openslty to Import. This could a!lso lead to a 
deficit in the current account of the balance of payments. 

• There could have been a net increase in the purchase of land in a coutnt1ry by 
foreigners. This could 1lead to a surplus in c'he capf.tal account of the balance 
of payments. 

• There could have been a net: ~nflow of funds as a resulc of the bufld[ng of a 
nu.m,ber of factories ln a country. Th~s cou'ld 11ead to a surplus ~n the financial 
account ,of -che balance of payments. 

Consequences of balance of payments disequilibrium 
Balance of payments dlsequil~brium wil l aff~ct a domestic economy in various 
ways. These in elude ·eh e fol lowing: 
• There wi ll be an increase 1,n unem1pJoy,menr: 1f chere has been a decrease fn 

the demand for exports and an increase 1n the demand for imports. 

• There wifl b-e a reduction in business confidence, lleadlng to a fal,,I in the Jevet 
of rnvestment in the domestic economy. 

• If corrective action is taken in an attempt to reduce, and hopefuilly elimir,ate. 
the diseq uiHbr1um, consumers wi II either have a restricted range o,f imported 
prodLicts to choose from (ff quoras have been introduced) or have ·co pay 
much more for t he imported products (lf tarfffs have been introduced). 

• This increase in prices cou 1ld have an innatronary effect on the economy. 

The disequmbrfum in the balance of payments wi'II also have an effect on the 
external economy: 
• Truue rs li:kel1y co be a move cowards great~r procecrlon1s·m in the 

international economy, redudng the extent of the benefits that would 

otherwise have been obta1ined from trade. 

Exchange rates 

- - - -

Now test yourself 
---------

10 Explain the role of the ln·ternational 
Monetary Fund. 

Answer on p. 144 
Tested 

marginal propensity to import: the 
p.ro po ri::1,on of an, i ncreas·e in r n come 
thijt is spent on l1mported products 

Exp"rt tip 
In examination questions on balance 
of payrnents disequilibrium1 candidates 
tend to assume that -che question 
is referring co a deficit. However, 
it should be remembered that it is 
possible for a cou n rry co experience a 
persistent surplus .. as has been the case 
with China. 

, oi .... 1 ........ .... . , • ••• , • • 1 ••• •••• • • • , ... . ... , . ... . ...... .. , .. .. , . .. .. .. . , . .. oi .... 1 . . . . . . ........ ,.,,.. 

Now tes.t yourself 

11 Analyse how a balance of payments 
diseq ui Ii brium ea n affect an 
economy. 

A nswer on p. 144 
-- - - -- -

Tested 

~•J§~--------------------~•,:,(41G1H14~·1,~J· 
A foreign exchange rate refers to ·che va.Jue of one currency in re·lation co 
another. It 1s the price of one part1icul,ar currency e;xpressed in terms of another. 
This rs established on the forex (forelgn exchange) market. where buyers and 
se I lers come toget: her. 

The usual way to express the va~u.e of one currency in, terms of another is 
througb a nominal ex,change rate. A rrominall value is expressed in money 
terms, but without taking inflation into ac,cou.nt. 

However> t his w fll not take into account the purchasing power of a nomlnaJ 
sum of one currency 1in relation, to the purchasfng power of another currency. 
llt ~s nec,essary, therefore, to express an exchange rate as a real exchange rate. 
In ch~s s1t:uacjonJ exchange races will bQ expressed rn terms. of purchasing 
power parity - by t:aki1ng i1nto account prrce 1levels in different countries, 
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exchange rates can be adjusted so as to give a more accurate comparison of the 
purchasing power of currencies. 

foreign exchange.: the foreigin currency that is used 1in other countries as a, 
m·edium of exchange 

nominal exchange rate~ an exchange rate that is expressed in money terms 
withou,t taking into account the posstble effects of 1,.nflation 

real exchange rate: an exchange rate tha,t takes into a:ccount the e'ff,ects of 
in flat ion in different countries 

purchasi.ng power parity: the va lue of a c.wTency in terms of wh,at it woufd be 
able to buy In other countr,ies 

Another way of expressiing changes in an exchange rate ls to refate it to changes 
not in one other currency1 but in a number of other currencies. These different 
currencies are \'Veighced to take ~nto account their importance ln internationa,I 
era.de. As wlch ocher fndlces, a base year ls selected and grven a value of 100. The 
tr-ade·welghted exchange rate ls aliso called the reffect'ive exchange rate1

• 

trade-weig,hted exchange rate: a way of mea,su:r,irng changes in an ,exchange 
rate in, term,s of a welghted averag.e o.f changes in other currencies 

~ 

Expert tip 

candidates need to demonstrate a 
dear understanding of the concept of 
p~ rchasing power parity. This concept 
is important because it enables the 
purchasing power of a currency co 
be established by taking into account 
different price levels in various countries. 

Now test yourself 

12 What i·s meant by the term 
'purchasing power parity'? 

Answer on p. 144 
Test ,ed 

~ ,....--------------------------------------11M#i#i9ibi#~·lt~ J· 
Exchange rates can be deterrnrned in a number of different ways; but the three 
,most com,mon ways are floating; fixed and managed float. 

Floating exchangg rate 
A floating exchange rate ls one that: allows che va,lue of a currency co be 
decerm~ned by che forces of demand and supp'ly in an economy, Just: Hke t:he 
price of anything else rn a free market. 

Th ts can be seen in Ftgure 8. The dem,and for a ,currency ,s determi1ned by the 
demand for a coum:,ry's exporcs thac leave the country and the supp1y of a 
currency ]s det::erm1in.ed by che demand for the imports which come iinto the 
country. The verticaA axis shovvs the price of U KE i,n USS and the horizontal axls 
shows th·e quantity of UKE. Equi'librium is establ1shed where de,mand and supply 
intersecc ·- that ~s, at a price of P and a quantity of Q 

Pric.e 
of£ 

in US$ 

p 

Q 

Figure 8 The price of sterling 

Supp~ 

Demand 

UK£ 

When the value of a floating exchange rate goes up> it is known as an 
appreci atlon. 

When ·che value of a floating exchange rate goes down .. fr is known as a 
deprecl atlon. 

floating exchange rate: an exchange 
rat,e that is d ete.rm i ned, H ke any other 
free -market prjce, by the market forces 
of demand and su p,pily 

appredation: the rise i,n val,ue of a 
currency that ls floating. 

depreciation: the fa ll i.n vallue of a 
currency that is floati,ng 

Exchange rates @ 



Fixed exchange rate 
Whereas a floating system al,lows ex,change rates to be determrned by the 
forces of demand a:nd supply in a free marker, a t•xed exchange rate system ts 
where exchan~ ra.t::es. are set: ac a parclcular Jevel1 by a government:. They a.re not: 
determ~ned by the forces of demand and supply. The central bank of a country 
will continually buy and sell the currency fn order to mainta~n its value. 

When che value of a fixed exchange rate goes up, jc is kno,wn as a revaluation. 

When the value of a fixed exchange rate goes downJ it is known as a 
deva lu.atlon. 

De p r,eciati on/ appreciation and d eva I uatio n/r,eva I u atio n 
llc ~s imporca.nc to dlstingutsh between, a deprecia't i,on or an appre.ciat1on and a 
deval.ua:cion or a reva,luacion. 

lf a11 exchange rate fal ls in a floating systemi this ~s known as a depreciati·on. tf an 
exchange race ris.es in a floating syscem, thijs is known as an appreciation. 

llf an exchange race is l'owered rn a. fixed systemJ this :is known as a devaluation. If 
ari exchange rate is raised in a fixed system1, thls 1s known as a reval1uation, 

Managed float ,exchange rate 
Sometimes a government may a1llow (he rate ,of a currency co be determined 
lby mar~et: forces to s,ome, extent:, but wll I l ncervene co restri,ct: che degree of 
float:ing becw.een a mfn1mum and !maxi rnum prke. This is ofcen referred co as 
a 'dirty float'. 

managed or (dirty) f loat an exchange rate that is partly determined by the 
forces. of dema,nd and supp'.ly, but is also miinaged by a government, so that ,t ls 
on'ly a Mowed to float between c:erta:in parameters 

Expert tip 

Candidates need to demonstrate an understanding that a managed exchange 
rate system is a mixture of a floating and a fixed exchange rate system . 

......................... ....... .. .. ......... .. ....................................................................... ..................................................... .......................... ...... ,-·· 

\ 

fixed exchange rate·: an exchange­
rate that i.s determined at a partiouJa,r 
level. by a government 

revaluation! the rise ·in value of a 
currency that is fixed 

devaluation: the fa'II in value of a 
c:JJ.1rrency that is ffxed 

Expert tip 

In the examination, candidates need 
to dis'ti nguish clearly between a 
rev al uarion/devaJ uation, which wi II 
occur in a fixed exchange rate system., 
and an appreciation/depreciation, 
which will occur in a floating exchange 
rate system. 

.. ..... ........ .... ..... ...... ....... .... ............. .............. .. ............... ..... ...... .. .... ..... 

Now test yourself 

13 Distinguish between a 'depreciation' 
and a "'devaluation"' of a currency. 

Answer on p. 144 
Tested 

1--------------------------•c:1(i;l'Jm«111,1-~ _1t 
Flluccuarfons in a couocry's exchange race can be caused by a number of factors, 
indudfng the fo llowing: 

• the demand for the country's exports from, other countries 

• the demand for i,mports into the country 

e, inf:lation rates in different count~ies affectfng international competitiveness 

• perceptions of qualfty/reliabHity in re,lat1on to both exports and i,mports 
• interest rates in different countries,. affecting movements of "hot monet 
• changes tn unit costs in various countries 
• differences in the state of technology in various countries 
• trends in tourism 

Now test yourself 

1-4 Identify what is meant by "hot money~ 

Answer on p. 144 

hot money! fl-ows of money thait move 
from one country to another ta take 
advantage of different rates of interest 
1in various countries 

1 Tested 

Revision activity 

Consider whether a managed float is 
the best form of exchange rat.e system. 
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A countris exchange rare earn be lowered ln value fn order to encourage .an 
increase- i'n exports and a decrease in imports. This effectf howeverJ may not 
happen immediatel,y and there :may be a period of time when the situat1on 
becomes w,orse before it gets better. This is known as the J..curve effect. 

The reason for thrs J-curve effect is that buyers take t~,me to adjust to price 
changes. A lower pr1ce for exports and a higher price for imports may eventua,lly 
have an effect on demand_ but the expected changes will not happen 
im'mediately. 

Eventually the 1:owering of an exchange rate may have a posttive effect on the 
extemaJ economy, if the purchase of exports is encouraged, but the eventua,I 
effe.ct on the domestic economy may be negac.ive because the cost: of imported 
raw materiaJs and cnmponenc parts wnl have i:ncreased. 

Another factor to take 1nto account when assessing the effect of a change in 
che exchange race on an economy relaces to the pr~ce elast:iclty of demand. A 
depreciation is geoeral~y expected co bri1ng about an increase in the demand 
for exports, because they are now relative,ly cheaper than they were, and a 
reduction in the demand for imports, because they are now retative~y dearer 
than they Vi/ere. 

However, the uiltlmate effect of these price ch::inges will depend on the price 
el1ast1dty of demand for both the exports and the fmports. If a depredatfon or 
devaluacion fs to be successful: h1 terms of fmproving the balance of payments 
situacion, the sum o,f che price elasticity ,of demand for exports and the price 
el:asticfty of demand for 1mports needs to be greater than 1. This ris known as 
the Marshall .... Lerner (jondltion. 

Expart tip 
U U •• , •• •• • • ,, U ,,U u .. .. . , •• , •• ,I •• U u • • .i.,r· ••• • • , ,.uu •• •• • • • •• • •• • •• UH •• U I i. ••• • • , • • uu • • • •• •• • , •• •• •• 1111 ... . . .... . ,., • • u llili ••••• •• • • • • •••••• , IIU •• •• • • • • ,11., 

Candidates need to demonstrate in their examination answers that they 
understand whac: is mea nr by a J .. cu rve effect. Th is is the idea chat there is 
likety to be a period of time. after a depreciation, when the current account 
of the balance o'f payments gees worse before ir gets better. It is impossible 
to be precise about how long this period of time is likely to be because it will 
vary from one co u nrry to an other. You also need ro make it dear that you 
understand that the J-curve effect depends on the price elasticity of demand 
for both export5 and import:!;. 

The terms of trade 

~--~•D4l4lfifli41ill ............ 
J-c.1.nve effect: the period of ti,me, 
after a depredati,on, when the current 
account of the balance o.f paiyments 
gets worse before iit gets better 

Marshall- Lerner co,ndition: the 
requitem,ent that_ tor a, depreciation 
to be succes sfu I. the sum of the pri'ce, 
,elasticity of demand for exports a,nd the 
price elasticity of de,mand for imports 

must be greater than 1 

Now test yourself 

15 Explain what is meanc by a l·curve 
effect'. 

16 What is meant by ·the Marshall­
Lerner' condition'? 

Answers on p. 144 
Tested 

~-----------------------------------------11i&A1'1i~1Ai·
1

1I ______ • 

The terms of trade refer co che relative c1hanges of export: prices and Im pore 
pric2s. They are calculated by: 

index nu1mber show~ng the average price of exporcs 
index number showins the average price of rmports 

terms of trade: the prlce of exports in 
rel'a,tion to the pdce of imports 

~i--.----------------------------------~·"«~~ll!!li!#!lj ______ • 
rlt. in one year, che cerms of crad@ are equal co 100 and lmporc pr1c~s rise by more 
than export prlces, the terms of trade, wil:I faJ:I below 1'00. This ls an unfavourab~e 
change because mo:re exports will need to be sold to buy the same number of 
1mports. 

The terms of trade @ 



However.,. tf in another yearJ the terms of trade· are equal1 to 100 and import 

prices rise by less than export prices. the terms of trade wi111 rise above 1:00. This 
ils a favourab,le change because fewer exporcs wil l need co be so~d co buy the 
same number of imports, assuming a srcuacion of cererrs partbus. 

~-------------------------------------4•14141ilt~l·I--~-• 
When the terms of trade faH bel,ow 1001: as we have seen, this is regarded as 
an unfavourable change because more exports willl need to be sold to bu.y 
the same number of 1imporcs. However, th is means :chat exports have become 
relatively cheaper than imports, and if the prfce elastfcit:y of demand for both 
exports and imports is el1asti1c. this will he1p to [mprove a ·country's ba~ance of 
trade situation. 

When the cerrns of trade rfse abov~ 1·00, rh~s fs regarded as a. favourabl·e change 
because fewer exports will need to be sold to buy the same number of imports. 
However, th is means that exports have become rel'atively more expensive than 
imports, and if the price eliasticity of demand for both exporcs and imports rs 
elast:lc, chls wrll be likely co worsen a country's balance of crade srcuation. 

Expert tip 

Candidates often conf u s.e the term·s: of trade with the balanc"e of trade. The 
terms of trade simply indicate the relationship between changes in the prices 
of exports and i mpons; they give no indication of changes in the q uantit;y or 
value of exports and imports that are traded between countries. 

Another confusion that ea ndi dates sometimes make is to regard a fall in the 
terms of trade a·s something that is unhelpful to a country's trading position. 
In fact, a fal I in the terms of trade means that export prices have become 
relatively cheaper, and if the price elasticity of demand for both exports 
and imports is elastic, this will help to impro\le a country's balance of trade 
situation. 

----------

No· w test yourself 

17 Sta.te the formula to calculate the 
terms of trade. 

Answer O'n p. 145 
Tested 

Principles of absolute and comparative 
advantage 

Distinction between absolute and comparativ,e ad·vantage 

llnternat:io-nal t:rad@ betwe~n councries fs bas9d on speciatisac,011, wh~reby on@ 
country irS more efficient than another at produdng a particular product. This 
gives rise to two types of advantage: absolute advantage and comparative 
advantage. 

absolute advantage: a s·ituation where a country can produce a particu lar 
good using fewer resources than another country 

comparative advantage: a situation where a country might be less efficient at 
producing everyt:hing compared to another country1 but where there would still 

be an advantage if it prodllced som,ethingi that it was least bad at ,producing 
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~~----------------------------------------------------~•Eil~4141bl¥!1·1 ................... 
Absol'ute advantage refers to a situati·on where one country 1s able to produce 
a pan:icurar good Wirch fewer resources than another country. As a resul·c of th~s, 
che coun,cry wrn ~njoy a cost a.dvancage. Thfs is why absoluce advanca.ge is ofcen 
referred to as 1absolute cost advantage'. 

The reason for this advantage 1s chat each country fs endowed w~th a particular 
mlx of faccors of produccioni_ so on,e country may be more .efficlenc than 
another country at producing a particular good. For example, a ,country in the 
Caribbean; such as Jamajca, would have an absolru.te .advantage over the UK in 
the production of bananas because the weatlher conditi.ons woulld be much 
more ·favourab!e. 

~ -------------------------------------------------.ii!@~4~11f'={4'-·
11_~· 

The principle of comparatf ve or rel:ative advantage is different from that of 
absolute advantage because it takes into account not just the absolute effidency 
of one coum:ry ,compared co another~ but: its relacive effidency. This chen allows a 
country co produce soimethlng rn which 1,: does noc have an abso1u:ce advantage, 
but in which ft 1s relatJvely good compared to other goods that ,it might produce. 
To put it .another wa,;; a country w111 speciaHse in the production of somethlng rn 
whkh its comparative d~sadvantage is less than for another country. 

Thrs can be seen fn F1gure 9. Two councrres, country 1 and country 2.r have 
d1fferent comparative advantages, which can be seen by the s~ope of their 
respect i1ve production possibil'ity curves (PPCs). Country 1 has a ,comparative 
advantage in che production of manufactured goods whereas country 2 has 
a comparac~ve advantag€? ln the productloni of agrfcu~tural goods. 11·f each 
country produced at point A, 20 units of manufactured goods and 20 units of 
agricultural' goods, total world output w~th no trade woul:d be at point B. There 
would lbe 40 units of manufaccured goods and 40 units of agriculitura'I goods. 

U~ howeverj country 11 spec1alised in the production of ,rn,anu.factured goods 
and country 2 speciatised in the production of agricultural goodsi the total 
world O·Utput wfth trade wo·u1d be at point C wi-ch 60 units of manufactured 
goods and 60 un it:s of .agricultural goods. As a resulc of app1lying che prrnc~ple of 
comparative advanrage, toni:li wor1d output wfth trade wou:ld be greater than 
th,e situation wlthout any trade taking place. 
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Agri~ultural goods 

Figure 9 PPCs for two councries 

Ftgure 9 shows the situation where just two countr~es are trading wit h each 
other: This 'is ll(nown as bUateral trade. Of course, in the real' wof.ld, the 
sftuacfon ls more complex than t:h is~ g~ven 1che exiscence o·f multilateral trade. 

bilateral trade~ where trade takes 
place between two countries 
·mu It i late ra I trade: a more .rea1l'i s·t i c 
situatio.n tha,n bi lateral trade, where 
trade takes place between a number of 
countri,es 

Principles of absolute and comparative advantage 8 



Multilateral trade has been made more likely by the process of globaH.sat•on. 
This has been made possible by a number of factors, includfng progress 1n trade 
rltberal1satlon. 

l, globalisation: the process whereby there is an ,increasing world market in 
goods and services, making an increase in multUaterall trade more li:ke.ly 

----------

Now test yourself 
----------

18 Distinguish between absolute advantage and comparative advantag~. 
19 Distinguish between bilateral trade and multilateral trade. 

Answers on p. 145 

Revision activity 

Find out as much as you can about the trading patterns of your country, in 
terms both of the countries involved and of the various products imported and 
exported. 

Expert tip 

It is important that candidates can 
demonstrate their understa.ndi ng of 
the distinccion between hijoteral trade 
and m1ultila teral trade. Ec-onom ists. use 
two countries on production possibility 
curve diagrams, but in reality trade wi II 
involve the participation of many more 
countries in the world. 

Tested 

~---------------------------------------------------1•181~1@~{4i•I ____ • 
The principle of comparative advantage is helpful ir, explai,ning how total world 
output cari be rncreased as a result of speciaHsation, but there are a number of 
realpworld l1m,J·caclons. These iindude che following: 
• lt: i,s assumed chat t here are no ·cransporc ,costs involved ]n irncemat:ional 

trade, but thts ls unrea11st1c - transport costs may actually offset any cost 
advantages arising from applying the princip1e of comparative advantage. 

• !t is assumed that there are constant returns to scale and constant costs 
of produccton, but it is always posslble that an increase in output leads to, 
dist?con,om'ies of scal9 a.nd a sft:uatjon of rfsing cosrs of p.r:oduction. 

• 1·c is assumed that then~ is free crad~ bEic~en coum:nies, buc in reaHcy ch~re 
are many import restrkt,ions whtch exist in d ifferent pans of the world. 

e, It is assumed that the benefits of international trade wi lil not be affected by 
exchange ratesJ but movements in exchange rates can help to make trade 
more or Jess advantageous to a country in the real world. 

C.n~~~~~~~~~~~·mama14msu1-·D1l(==J· ,,.--···- ~ ., 
Trad1tionallly, economirsts have focused on the prindpl!e of comparat1ve advantage 
as the main exp1anation of trade flows. However" g1ven the existence of the rea~­
world limitatfons already d1scussed, economists have begun to look at other 
poss1ble explanations and decerminam:s of crade rlo\VS. T!hese i,nctude che foHowing: 

• competitive advantage - chls ,is ch1e idea chat it ls not so much opporcunity 
cost that fs important, but t he actual cost of production ln different countries, 
such as the decis1on of multinational compan~es to l'ocate product,ion in 
particular countries to take advantage of differences in ,labour costs 

• fa·ctor endowment - differences in endowments of factors of production 
in various countri,e--S are already an .e1lemenc in che pirtnciple o·f compara·c.ive 
advantage_ but some economist:s have srn~~sed t:he significance of dlfferences 
1in the quallty and quant~ty of factors of product~oin between countries 
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• government po:licy - a government may be concerned about the possibile 
disadvantages of overspec1atisat;i.on in particujar products arid so might 
decide to en co uirage a greater degree of divers r.ftcac ion of p roduc ci on cha n 
m r g ht: or he rw is~ ih ave lb een eh e case 

~~1-----------------------------------------------------4•14141ilt~l·I--~-• 
There are different forms of econornk integration in various pans of the 
world and it is important that these different types of integration are clearly 
d~scingulshed. 

Free trade area 
A free trade area refers to a situatfon where a num,ber of counitrles come 
together to trade rreely between each other .. but where each of these ·countries 
1maintains its own trade barriers with other countries outside the free trade area. 
This means there ls. no common external tariff barrier between che me,mber 
countri~s and other countrles. 

Examples of free trade areas are the European Free Trade Area (EFTA)1 
comprising Iceland, Liechcenstein, Norway and Swrtzeriland, and the North 
American ,Free Trade Area, compris1ir1g che USA, Canada and Mexico. 

Customs union 
A customs union refers t:o a situarlon where a number of countries cnme 
together to trade freely between each other, and in addition to this, the 
countrres estab1li sh a common external tarfff against all other countrJes that are 
noc members of the customs unlon. 

customs union: a group of countr1ies which promote free trade between 
themselves. and whi,ch im,pose a common external tariff-on imports from 
countries ou:tside the area 

Now test yourself 

20 Distinguish between a free trade area and a customs union. 

Answer on p .. 145 

Monetary union 
A monetary union refers to a sltuatlon where a group of countries come 
together and adopt a single currency. They may aJso adopt a number of 
common monerary pollcies to supporc th1e operation of that currency. 

l monetary union:- a giroup of countdes which dedde to bring their economies 
closer together through the adoption of a single currency 

Economic union 
An economic union refers to a s~cuation where a number of economic pollicies;, 
ru1es and reguJations are established, wh ich affecc a. lJ che member councries. 
An economic uniori may have a sjngl·e currency, but it ls not necessary for all 
m em b@r countries agre@ to use that currency. 

free t ,rade area: a group of countries 
whiic:h promote free trade between 
th emsel ves1 but teta in the,ir own separate 
trade barriers aga1inst o~her ·countri es 

common external tariff: where 
all of the countries i1n an economic 
organisation impos,e the same tariff 
with other countries outsi1de oi the 
o rga,n i sat on 

Expert tip 

Candidates often confuse a free trade 
area with a cuSitoms union. Both types 
of integration encourage free trade 
between the member countries, but the 
key difference between them is that in 
a free trade area the member countries. 
retain their own trade barrie·rs with 
countries outside rhe are-a, whereas in a 
customs union the member countries 
adopt a corn mon external tariff with 
countries outside the un ton 
lllllllllllllltltllllllllllllltltlllllllll l llllllllllllllllllllllllllllllllllllllllllltlllllltllllll I 

Tested 

Expert tip 
A number of candidates .seem to believe 
that all countr1e-s in the European Union 
use the single currency, the euro. This 
is not the case. In 201 s .. 19 of ·the 28 
member countries did use the euro. The 
UK is one of the 9 countries that does 
not use it., although it is possible that it 
may decide to use it at some point in 
the future. 

---------

Revision activity 

Find out if your country is a member of 
a form of economic integration. If it is, 
cry to discover the impact that this ha·s 
had on your country's economy. 

Principles of absolute and comparative advantage 0 



The European Union consists of 28 countr~es,. but on!ly ·19 of them use the single 

currency; the euro. The tota'I population of the European Union is 507 million. 

The Eurasian Ecoinom1c Union came lnco ex1scence on 1 January 2015 and 
comprises four countri es: Russia, Belarus,. Armenia ar:id Kazakhstan. tit has a 
population of 17'6 million. There ~s no common currency and each of the four 
countries uses its own currency. 
_,,.--

( 
economic. union: a group of countries ·whith agree to integrate thelr economies 

as much as possible through vartous ru1les. laws. policies and regulations 

Expert tip 
----

Latvia became the eighteenth member 
country of the euro zone in 2014 and 
Lithuania became the nineteenth 
member in 2015. 

~ .... -----------------------------------,•i«~41Gf~%1#·~Ml ___ J. 
As a resuk of the establ1ishment of a trading bloc; there will be fewer trade 
barrlers and new markets are :likety to open up. Business wHI begin to take 
advanrage of che opportunir:1es anis1ng from free trade ber:ween t:he member 
count:ries. There wJII be increased speciallsat:ion and more 1:rad~. The overall 

effect; therefore, ls Hkely to be one of trade creation. 

However, when a new crading bloc is es·cabHshed, ·chere ~s che possfbiHt:y chac 
there will be some degree of trade diversjon. The 1member countries. of che 
,blloc may want to shift to buying more from mem1ber countries and to buying 
lless rrom noname,mber c,ountries. The absence of trade barriers between the 
m.ember counc:ries of che bl!oc encourages them ·co trade with each other rather 
than with councrres outside of the btoc. 

trade creation: the creation of new 
trade as a result of the reduction or 
elimination of trade barriers 

trade diversion:· where a certain 
amount of trade is lbst as a res u'lt of the 
,j m position of trade barriers 

~~---------------------------------------------------,•u«~~1;1{1~111-_ ............. J 
For ·many years, economists have stressed the potentiall advanta_ges of 
free trade for a country. These include the foUowing: 
e, World Olltput can be 1ncreased. 
e, Resources are all'ocated rmore efficiently. 

• Consumers may have a wider range ,of products to choose from. 
• Th,is can contribute co a substancia1I increase in economic grovvth. 
• It wi ll llead co an improved standard of !living and quality of fife. 

A reduction ~n trade barriers will bring about a greater degree of free trade and 
this process of trade l:iberalisation wi llr ~ead to trade ·Creation, as has aJready been 
indicated. 

The World Trade Organization was set: up in 199S. to en~ourage free trade. 

llt repiaced another organ1satiori which had existed since 1948 with the same 
purpose, the Genera'! Agreement on Tariffs and Trade (GATT). The head office 
of ·ch,e World Trade Organizaci,on ~s in Geneva,, Swiczerland, a.nd 1it currencl,y 
has 1S7 member count ries. lr: has sought to reguiate trade between countnies 
through a seri.es of discu.ss1ons. The latest round of discussions is the Doha 
Round and these have been taking p lace s~nce 20011

• 

Now test yourself 

21 Explain the purpose of the Wo rid Trade Organization. 

Answer on p .. 14,5 
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free trade: trade which is not 
restricted or Iii m ited by d iffe rent ty,pes 
of import control 

Wo·rld Trade Organization: an 
orga1nisation set up in 1995 to promote 
free trade in the vvorld through the 
ireducti'on of trade bairriers 

i Tested 
------



The prfndpl,e of comparat~ve advantage is r-efllected in differences in opportunity 
cosc. World trade wm increase subscancially if each country concenrrates 
on producing the producc(s) rn which it has che lowest opport:unicy c,osr. 
lntern.atfonal trade wflll always be beneficial if there is a difference in the 
opportunity cost ratios betw·een countries and if each country spedal:rses i.n the 
product in which it has the 1,owest: opportunity cost. 

it 1s possible co appreciate t:he importance of opporcunity cost: in ~nternat:ional. 

trade through a trading possibUlty curv£ This sho'!NS the extent to which 
output can be increased without the need for any additiorial resources. By 
speciaHsrng according 'CO the princtple of comparative advan,cage, countries 
wl'II mlnimis€ che opportun icy cost: of produccio11. When count:rires era.de t:helr 
surplus output, there wm be 'more for everyone to consume 1n the world. 

Protection ism 

trading possibility curve: a. means 
of showing the advantages of two 
co u ntri,es trad i,ng with each other, 
as long as the opportunity costs of 
production a re d i'Ffe rent 

~----------------------~·ui;l4ii1k1@1{lt~J· 
Protecrionism in che context: of international trade re,fers to chose poiiicles which 
protect domestk producers from lnternatlonal cnmpeti1tfoo, or give support to 
them. The various methods that can be used are des1gned to reduce the threat 
to do,mesti'C producers from other firms operating i:n the world economy. 

~tlf(~------------------~@f;IJ§191§1§!,,l~l. 
A number of dlfferenc mechods can be used co, prot:ecc domes,:~c lnduscrles. 
These include th.e fol,low]ng: 
• tariffs - these are taxes that are imposed on imported products~ the 

effect is to make the imported products more expensive than they would 
otherwrse be and this should lead to a reduction in the demand for chem, 
alchough 'Chi actual effect: wil I depend on t:hi price ~,a.st:ici.cy of demand for 
the f mported product 

e, Import duties - these operate tn the same way as tariffs,. raising the 
price of imported goods and so maktng them less li kely to be demanded 
compared with a:lternacive products produced in the dom,estic econ,omy 

• quotas - these are restriccions on che number or value of g,oods chat: can 
be lmporcect or the proporcfon of markec share t::hat chey represE?nt:; t:he 
effect ls to reduce the a:mount of ~mports purchased by domestic consumers 

• subs Idles - these a re payments by a govern m.e n t to a dornesti c f1 r·m to 
help it keep down the costs of production; the effect is that; if the lower cost 
is passed or~ to· consumers in che form of 1·ower prices, domestic goods wil l 
be rm-ore compicit:~vely priced compared t:o, fmport:s, and deimand for rhem ]s 
I fkely to tn crease 

• export subsidies - these are payments by a government to a domestic 
firm to help it keep down the ,costs of produ.ction of the products that 1it rs 
intending to· exporr; thts is like:ly to fncrease che demand for the councry's 
exporcs, if 'Che demand fo,r t:hem, [s price elastic 

• exchange controls - these a.re rns'Criccions on rhe buying and st2lling 
of foreign currency; the effect ls to make ft more difficult t o f inance the 
purchase of i1mp-orted products 

Protectionism @ 



• embargoes - these are complete bans o n certain imported products, a 
declslon that ls usually taken for politfca,I, rather t han economic, reasons: 
'the effect i·s co make le lmpossib,e co purchase Jmporced products from 
parcicular cou.ncrres 

• excessive administrative burdens - t:his ~s wh~re paperwork or 'r~d t:ape' 
is made more difficullt; the effect js to make it much more diffkuk to get the 
imponed products into the country 

• voluntary expon restraints (VERs) - i,n some situatlons,, ,one c,ountry 
might be fearful chat another couni,cry to which it is .exporting may decide 
to Jmpose proteccfon 1st barders o n t:ha't trade, wh k h coutd have dran1atic 
consequences for the exporting countrts econo:my. To reduce the Hkelihood 
of such import control~ befng establishe~ the export~ng ,country could 
est:abHsh a volun,cary .export irescralnc or restrlction, iliimiting che amount that 
lt willl export:. The import ing country may t:hen decide against imposing 
import contrails on the exportlng country. 

ta riff:. a tax th a,t is i mipo sed on an i·m ported pro d!u:ct to make irt more eXip en s ive, 
in the hope· that th,is wU,I reduce de1mand for the· product 

import duty: a duty that i1s i11mposed on an imported product to make it motTe 
expensive, ·in t he hope that t his w HI reduce demand for t he product 

quota: a Hmit on the imported products that are a1llowed t o enter a country; a1 
quota ca:n take the form of a, limited qua1nt,ity, a limi,ted val'ue or a limited ,market 
share 

export subsidy: a, payment by a government to a domestic firm to hetp it keep 

down the costs of product ion of the products that it is intending to export, a.nd 
t hereby to increase demand for exports 

exchange controls: rest r~ctions on the buying and selUng of foreign currency, 
which make it mo re d irffi cu It to fi na nee the p u rcha.s.e of Imported prod u et s 

embargo: a ban o:n import s from particular countries, applled either t o 

particular products or to aH products from partia.i l'ar countri·es, us,ual11y i,m posed 
for poHtica l, diplomatic or m,i litar-y reasons 

voluntary export testraint! a decision, taken by an exporting countiry, to 
restri:ct its exports vnluntari ly 1n the hope t hat a country that it exports to wi II 
decide against im.pos 1ing import conitro l's 

Expert tip 

It is important that candidates can 
distinguish between a tatjff and a 
quota as these two forms of trade 
protection are often confused in 
exa mi nation answers. A tariff refers 
'to a tax or duty that is placed on an 
imported good. A quota is a restriction 
on the import of certain products, by 
quantity, value or market share. 

Now test your.self 
----------

22 Exp lain the difference between a 
tariff and a quota. 

Answer on p. 145 
Tested 

Revision activity 

Outline the main advantages and 
disadvant.ages of the various import 
controls. 

~---------------------------------.... @fflB1~1it!J!~.!lf~l. 
Despite the undoubted potential advantages of free trade; economists 
emphas:ise d1ac there can be a number of motiv~s rn favour of prncection. These 
incl ude the following: 

• Infant or sunrise Industries need protection) at least as a t:emporary 
measure, to allow firms to be strong enough to compete with already 
es1:ab1lished firms. 

• Sunset or declln•ng Industries need ·co be protected, at least temporarily, 
to give sufficient: time for the factors of production co be transferred to 
alter n at fve productive use. 

• A st rategic indusny. such as weapons product~on,t may need to be protected 
because otherwise a country may be vul

1nerablie to attack by an ene·m1y, 
e, Firms which sell1 products that have been imported 1into a country ·may sell 

them1 not only cheapily t:o estab'lish a market 'FoothoJd. but at a prlce that is 
accuaMy below che cost: of product.ion; this is kn()\J\/n as dumping. A c:ou.nny 
may decide to use protectionist methods to protect themselves from such 

dumping. 

• A country may be experiencing a balance of payments deAcit on current 
account (for examp1e, the va:lue of tts imports may exceed the va1ue of its 
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infant industry argument the idea 
that a newly established industry shoul1d 
be given time to establish itself; lt wi'II, 
therefore; need to be protected1 at least 

temporarily 

su:nrise industries~ industries that a.re 
new, or relat1vely new, and whidh are 
growing fast; i1r is also ·expected that 
they wirl become very i mrp orta nt in the 
future 

sunse-t industries: ~nd ustrfes that 
ha1ve passed their peak and ar·e now 
in de cl r ne, with no rea l'isti c hope of 
recovery 

dumping: the practice of semng a 
product at a price t hat is less than t he 
cost of production 



exports), and protect1lonism may be employed to try to overcome this deficlt 
by restricting the impons coming into the country (however; such a policy 
willl not overcome t:he underlying reason for t:he deficit). 

• Some proceccio,n isc mechods, such as tariffs, rajse revenue and so a 
governm~nc rmay use ea riffs as a way of i ncreas1ng it:s revenu~. 

When trade barr[ers are established; it can lead to trade diversion - a certain 
amounc of trade will be 'lost as a result of ·che estabHshment of the barriers. le is 
also che case that protectfonism can reduce the benefics of free trade, such as 
by l'f·mitfng the access of consumers to a wlde variety of products from many 
dffferent countr,ies. This 1s why protectionism is stronigJy discouraged by t he 
World Trade 10rgani1zati·on. 

Now test yourself 

23 Distinguish between a sunrise industry and a sunset industry. 

Answer on p .. 145 

Expert tip 

Candidates often state that dumping 
is, where a product is sold cheaply to 
gain access to a market. It may wel I 
be sold at a price that is cheaper than 
that charged by domestic producers, 
but that does not mean that it is an 
example of dumping. For dumping to 
r.ake place., the producr has co be sold 
at a price that fai Is to cover the cost of 
production. 

t 11111111111111111111111111111111111111111111111u111111111111111111111111111111111111111111,111111,1 • 

1 Test,ed 

Revision activity 

Summarise the main arguments for and 
agaj nst free trade. 
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Types of policy 
Th~~ iH@ broadly three diffE?ren·c types of policy chat: a gowrnment can use to 
achfeve its objectives: 

• fisca.l policy 
• rnonetary policy 
• sup pliy-sf de po Ii cy 

"#ffllffllD 
Fiscal poHcy is the deliberace use of revenue and expenditure decisions by a 
government ro lnfluence economic a.cr:fvjt:y rn a count~ espec~atJy che l1evel of 
aggregate dem,and. The idea is that by making changes to dedsions about revenue 
and expenditure, an economy can be 'fine~tuned' to achieve particuilar a·ims. 

A government can dem,eracely plain for a balanced budgec, a budget defictc or 
a budget surp,lus to achieve its obje-ctives. For exam,p!le, if an economy needs to 

be st1muJated in order to reduce unemployment. taxat1on can be reduced and 
expenditure increased. On che other hand~ if an economy needs co be deflated 
1in order to reduce i·nflation, taxacion can, be increased and expendftu.re reduced. 

It is lmportant to distinguish between discretjonary fiscal polrcy and the use of 
automatic stabHisers. 

Discretionary fiscal policy 
Somet~mes a government will1 del1berately change taxati·on and/or public 
expendrcure to bring about a desired change i'n the 1·eve1I of eco11om[c a:ccivicy in 
the economy. This is known as discretionary fiscal policy. 

Automatic stabilisers 
Whereas discretionary flscal policy involves deliberate action by a govern·ment.t 
automatl,c stabilisers refer co a situatlon where changes in an economy (ake 
p~ace wi1thouc the need for deltberate government accion. For example, ~n a 
r(?c~ssi,on, when ·eh~ Jevel ,o.f unemp'loym~nc rn an economy rs Hkely to r~se, ·che 
revenue received by a government from1 taxation is llike1ly to fal l, as fewer people 
are working, whi1le at the same c1me governm.ent expenditure is likely to ri,se, 
such as rn t:he fo1rm, of unempfoyment: benefits co, chose ouc of work. Therefore 
che government: part: of aggregace demand is likely co increase, offset:clng some 
of the effects of the recess lon. 

Issues in using fiscal policy 
Alt ho ugh fiscal po'I icy can be a very effect i1ve way to ,man age an economy, there 
are a number ,of issues rnvolved in its use, indud1ng the foHowlng: 

• A government needs to be abl,e to estimate reasonably accurately the likely 
effects of any change in taxation and/or publi1c expendi'cure, otherwise che 
deslr@d objectives may nor be ach~eved - for example, if the size of eh@ 
multipHer is underest1mated or overest~mated. 

• There may be side-effects of any nscal poltcy - for exampl·e, unernp1loyment 
may be reduced. bur at the cost of a higher rate of inflation. 

Now test yourself 

~ 

1 I den tify the three different types of 
macroeconomic policy. 

Answer on p. 145 
1 Test,ed 

fi sea I policy: the use o-f p uib lie revenue 
and/or public e;:(Jpend1iture to influence 

the l1evel of aggregate demand in an 
economy 

discretio·nary fiscal polky~ the use 
of deliberate· ,changes i·n taxation and/ 
or pubHc expend.iture wjt'h the intention 
of eh a ng,i ng the I eve I of aggregate 

demand i,n an economy 

automatic stabilisers; where changes 
rin the leve'I of taxation and/or publlc 
expenditure automaticaUy bring about 
chang.es in an ·economy wtthout 
the need for deliberate action by a 
government 
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• There may be a s,ignJficant time lag before a particular revenue or 
expenditure deds;on begins to, take effect. 

• Some decisions t hat are justified by economic reasoning may not be takein 
by a govern me,nt for political reasons, espec1ally if an election is due fn t:he 
not: t:oo drstant: f ut:ure. 

No,w test yourself 

2 Explain what is meant by the tem'l ;fiscal policy'. 

3 Distinguish between discretionary fiscal policy and automatic stabilisers. 

4 Explain how taxation could become a disincentive to work 
S Distinguish between a progressive ta~ a regressive tax and a pro portiona I tax. 

Answers on p. 145 

Tested 

~~-------------------------------------------------------.1id1~1ii1141·1IL__J. 
Monetary poHcy ls concerned with the prfce and quantity of money in an 
eci0nomy. The price of money refers to the rnterest rate, whf'le the quantity of 
money refers to the money supply. For example; a govern.ment could reduce 
che incerest rate in an economy to sci1mula.ce emp1loymeint1 but ·chis coutd !lead 
to an iricrease in the rare of 1nflatton in chat: economy. If a government decided 
to increase the interest rate Jn an economy, this would attra,ct 'hot money' ,into 
the country; rafsi,ng the value of the exchange rate and making exports m<0re 
expens1ive and lmporcs less expensive, leadtng ·co che possibiUcy of an adverse 
effect on the batance of payments. 

The other monetary approach i,s to i,nfluence the money suppl1y in an economy. 
Many countries; si:nce the credit crunch, have decided to increase the money 
suppl,y in the economy through a process of quandtatlve easing. Thts is where 
che governm@nr buys bonds and brlls (securities), g,iving t:he flnanc~aJ fnstlcurtons 
rmore 11q uid~ty and so increas1ng the money suppliy in the economy. This process 

of a government buylng bonds is known as. open market operadons. 

Issues in using monetary policy 
As wirt'h Fiscal1 po'licyf there are a number of issues thac need to be taken into 
account: in relation to monetary polic)" and these include t he fo llowing: 

e, There i;s a ·cim.e lag be·cween a change ~n an in·cerest rate and the fmpact of 
that change on an economy; it 1is difficuft to be precise about how long that 
time lag m1ght be. but a number of econom.ists have suggested that 1t could 
be as long as 18 months. 

• Varrous peop~e in an economy 'may react different~ to a change 1in inc-erest 
races - in other words, not ev@ryone wiH have the sam~ lm:ere.st: e.lasnicity of 
demand. For examp~e, relatively rlch peopte· in an economy are lfkely to have a 
relatively inelastic interest elastrdty of demand whereas relatively poor people 
are l'ikely to have a relatively e,lastic interest erascioity of dem,and. This makes it 
dffficuh: co escimate che 11ikely effects of a change fn interest: ra·ces ln an economy. 

• Ariy ijncrease in che money supply of an economy, such .as chrough che 
process of quantttatlve -easfng 1s lrke.ly to have an inflat1onary effect in that 
economy, resulting from the increase in the level of aggregate demand. 

Now test yourself 

6 Explain what is meant by the term 'monetary policy'. 
1 Explain the term 'quantitative easing-. 

Answers on p .. 145 

monetary po I icy; the use of mnterest 
rates and/or the money supply to 
infl,uence the leve,I of aggregate 
demand fn an economy 

quantitative easing: the process 
whereby the government of a country 
deli be.rateJy buys bonds and bi I l1s in 
o rder to increase the money supply in 
an ·economy 

open market operations: the process 
of a government buy,ing or sell ing 
bonds in order to inf luence the m.oney 
supply in an economy 

Revision activi·ty 

Distinguish between fi sea I policy and 
monetary pol icy. 

Tested 

Types of policy @ 



~~------------------------------------------------------~•m:l(UIGIH!i!·l~--l_t 
Supply .. s•de policy ~s a general cer,m1 referrrng ·co a number of different actions 
r:hat a governmen:c can take in order to fmprove the efr1ciency of marke·cs 
1in the ,e,eon,omy. ~t is di:fferent in approach fr:orm the other two types of 
1macroeconomic poliicy because it approaches economic issues from the supp'lyi 
rather than from t:he demand, s1ide. 

Examples of supply-side poltcies are as follows: 
• increasing incentives to work by lowering inc,orne tax and unempioyn,ent 

benefits 
• increas:ing expendrture on education to lmprove the quality; and therefore 

the productivity,. of che 'labour force 
• lncreas1ng expendicure on training t·O enab:le workers co move 1more easily 

from, one type ,of work to another ~f they become unempl:oyed; th1s is !likely 
to [,mprove the flex1biHty and occupational mobiHty of labour fn an economy 

• reforming uade unions so that labour 1s not 1n such a powerfu~ bargaining 
position w1th emp'loyers; this could contribute to a reduct1011 ~n the number 
of days tosc eh.rough induscriall action in an economy 

• encouraging privacisaciion in an econom,y so chat firms., needing to make a 
proflc co survtve, become more efficlenr 

• encouraging deregu,lation, such as through a reduction in the barrrers ro 
entry into an lndustry, which wrlil altow more pr~vate firms to enter a market 

• provlding more information about job vacancies in different parts of a 
country; thrs is likely to lmprove the geographical mobility of labour 

Issues in using supply-side policy 
As indtcaced abov~ there are issues in t he use of a1ny of the :macroeconomic 
polic~es, and thls ls also the case w~th supply~side policy. Pocenti'a.11 problems 
1ndude the foHow ing: 

• There is no guarar1tee that a firm in the private sector will be more efficient 
than one in the public sector; prirVatisatton may also involve t he need to get 
rid of some workers, lead~ng to· an increase in che rate o·f unemploy1ment in 
an economy. 

• A prrvatls12d frrm, may b12 in a monopoly posft: ion ln an economy, so aU 
that has been achieved fs a move from a state-owned to a pri,vately owned 
m,onopoily. 

• Lowering unemp.loyment benefits might persuade more people to look for 
work, but this wrn have no effect if there are no jobs .avaHa.ble for chem. 

• The effects of supply-side pol.icies can cake a long ciime co show, as 1in che 
case of improvement:s to che educat:lon system. 

SU pplyasi de p O licy: a p OI icy designed 
to enable markets to work 1mo re 
effidently 

----------

Now test yourself 

8 Explain, with the use of three 
examples, what is meant by 1supplya 
side policy;. 

Answer on p, 145 
Test,ed 

Revision .activity 

Consider how su pp 1y .. ,5ide pol ides differ 
from demand-side policies. 

~t!!'~~~-----------------------------------------------C•;IMl~lirl@!·~•~J· 
As indi.cated above, there may welll be problems .arrising fro·m conflicts 
between the different po llcy objectives that a goverinment has. For example, a 
govern1menc mlght aim co reduce t he rate of fn'flatfon in an economy by reductng 
th~ l@vel1 of aggregar:e d~mand. This would a1so be useful if the country had a 
deficit in the balance of payn1,ents. There would,. however, bear, adverse irnpact 
1in reiatlon to unemployment arid economic growth. Any reduction of ag9regate 
demand in a.n economy is likely co reduce the level of emp1oyment and also the 
1rat:~ of economic growth. If an economy expe rlences t:wo succ~ssive quart~rs of 
negative economk growth, the economy is said to be in a state of recession. 

11f1 ,on the other hand, a government decided chac Jc needed co stimulate che 
economy, C1his would havE? a po·slt:ive ~ffict: on che tev~I of unem,p:loym~nt:, which 
would be ~ikely to faU, and on the rate of economric growth, which would be 
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likely to rise. Howevet if the increase in aggregate demand were greater than the 
increase i'n aggregate· supply,. this wou'ld be I ikely to be tnflationary. AJso, iif t her-e 
were a reilacively high marginal propensicy to im pore, 't'his increase in demand 
would be l1k~l1y t:o worsen eh~ eco11om,ts baJancE? of paymem:s posit:ron. 

Each of the three types of macroeconO'mlc po,lfcy described above has its 
Um~tatfons. It is t herefore the case chat, i,n 1many situations, a governm,ent would 
be best advised ·co be wHUng co use a.Ill chree types of policy Jn order co achieve 
its macroeconomic objectives. 

Policies to correct balance of 
payments disequilibrium 
There are two approaches that can be used to correct a balance of payments deficit 
1n an economy: expenditure-switching poticfes and expendirture-reducrng pol'fcies. 

~~----------------------------------------•,1841f1,,~1A1·l~~_J· 
Expenditure.switching policies are im:ended co sw~tch demand away from 
some products and towards others. In partk ular,. 'they alm to encourage an 
increase hi the dema11d for exports and a decrease fn the demand for imports. 

iDrfferenc 1methods can be used co reduce t he demand for imporcs and 
encourage the demand for exports. These have been covered earHer. They can 

include t he follow1ng~ 

• tarlffs 

• quotas 
• subsJdles 
• exchange cont rols 
• embargoes 
• ad mini1stratrve restrictions 

The main prohlem, assocJaced wrch such pol':ic1es 1s that they fnvolve rescralnts on 

free trade and are therefore generally opposed by the World Trade ,o rganization. 

This is why many economies decide to use expenditu.re·reducing policies rather 
than expendi'cure.-switching polides. 

expenditure-switching policy: a 
pomcy which attempts to bring abou1t a 
chang,e in the pattern of dema.nd in an, 
economy by reducrng the demand for 

~mports and ,ncreasjng the demand for 
exports 

----------

Now test yourself 

9 Explain what is meant by 
'expenditu re-"Switch ing pol ides'. 

Answer o·n p. 14S 
Tested 

~~----------------------------------------~•lil14IGIHl41·1 ___ • 
Whereas an expenditure-swftch1ng policy is concerned wfth chang1ng t:he patterns 
of dem1and for different products, an expendlture .. reduc•ng policy is concerned 
with producing a more general reduction in the demand for all products in an 
economy. Th1s w i 11 have two effects. Firsc, the demcand for i mporced goods wi II fal I. 
Second, t:he ,demand from wirhfn an economy for aH goods w i111 fall, and so domest:ic 

rprodu.cers wHI need to compensate for thfs by increasfng t he level of exports. 

Th.is process of expendit ure reducing can be carried out by various strategies, 
i nclud i rig c he f o II owing 
• deflationary fiscal policy - for exam pi~ rhrough an increase in caxa·cron 

and/or a reduct fon in government expend~ture; the effect wi ll be to create 
a downward multiplier effect fn t he econo 1my, bringlnig down the level of 
aggrega·ce demand 

• defla-cfonary monetary polrcy - for exa·mp1le, eh rough an increas.e in interes·c 
rates and/or a rQduction i1n c.h~ 1money supply 

expend i,tu re- red1,u::i n g po 1 icy: a 
poltc:y whiich attempts to bring, about 
a reduction ln the l,evel of aggregate 
demand in an economy 

------

Expert tip 
- - - -

Balance of payments d isequ ii ibriu m 
has been discussed in terms of a 
persistent deficit, but don1:t forger: 
that disequ ii ibri um ea n also ref er to 
persistent surpluses in rhe balance of 
payments. 
1TlrllllllllllU t llUIIUnn11utn1111U1111111n1111111111111111111111t111111n t 11111111nnn11 1 I 
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Econom1ists are agreed that the ma1in way to reduce or elliiminate a bal1ance 
of payments defidt 1is to improve the quality of the goods produced in an 
ec,on,o,m,y so chat 1more people wil l buy them, both with1ni the do1mestic market 
and abroad. Many economies have adopced a variecy of supply.side poUcles c,a 
improve the com1pet1tlveness of the[,r products. 

Policies to correct inflation 
and deflation 

Correction of inflation 
A high rate of 1inflatlnn can be corrected by fisca~ polky. For example, tf a 
government decJdes to reduce expendjture and/or increase taxation. this wi ll 
have the effect of reducing the Jevel o,f aggregate demand in an e.conomy. 
This wilil be a partiet.dar1y usefu 1I approach co adopt: when che inflation has been 
caused by dem,and-puU factors . 

A high rate of inflatfon can also be corrected by monetary policy. For example, i,f 
a governmenc decrdes co increase the rate of interest and/or reduce che money 
supply in an economy .. this wm a'lso have the .effect of reducing the level of 
aggregate demand in an ,economy. Th[s wi ll also be a useful approach to adopt 
when the 1inf1at!on has been caused by de,mand-pull factors. 

llt ~s also possible to use supply-side poHcies co reduce the rate of inflation ~n 
an econo·my. If suppl,y-s1de policies are used to make the labour market more 
competitive, such as by redudng the power of trade unions or by reducin1g 
unemployment benefits, tl1is wi'II have the effect of 1increasfng aggrega,ce supply. 
Another approach would be co, use supply~side poHcles co increase che degree 
of competiti:on 1n a market, such as by pr~vatising state-owned firms and 
encoura_gtng smaH and mediun1asized businesses, wh,ich wouJd also have the 
effect of increasing aggregate supply. 

Correction of deflation 
Whereas i nfiation 1s a slt uacion of ~ncreasing prrces, deflation occurs when rhe 
general level of prices in an economy is fa lhing over a given perlod of ti,m,e. There 
is therefore a situation of negative i,nflation. This situation may have occuJred as 
a result of .a :1ow level of demand and/or a high ·level of supplry. 

In such a slt:uation,, fisca~ policy coulld be used to correct: t:he problem by 
increasing the level of aggregate demand through an increase in expenditure 
and/or a decrease in taxation. 

Monerary pollicy could aJso be used to scrmula'ce the reve1I of agg,regat:e demand 
through a decrease In the rate of interest and/or an rncrease in the money 
supply. 

ilf the situation· of deflation has been caused by a hlgh level of supply, suppjypside 
po'Hcies cou1ld be reduced, such as through reductlons in the support glven to 
trai· n in g schemes. 

Now test yourself 

10 Explain what is meant by 
'expenditure-reduc ing policy'. 

T 1 What is meant by a ~balance of 
payments d isequ ii ibriu m'? 

Answers on p. 145 
--

Test e d 
~ -------- --- ---

Revision activity 

Contrast e:xpend.iture•swi tchi ng policies 
and expenditure·reducing policies. 

OWMil·· • 
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Th is section conta~ns AS exam-style quesclons. The key 'CO che mulciple-cho1ce 
answers is givein on p. 62. The dataRresponse and essay questlons are foHowed by 
expert comments (shown by the icon ) that indicate where credit is due and 
where there are areas for 'im provem en t. 

Multi pie-choice 
questions 

~----------------------------
In a command economy ... how are resources 
allocated? According to: 
A the needs of the country 
B the ne:eds of the consumers 
C the needs of the workers 
D the needs of the young (1 m rk) 

~------------------------
Which of the foHowlng Is a positive statement? 
A Trade unions should be more powerful. 
B Income ou.ght to be dls,tributed more e·v,enly. 
C Ec-0,nomlc growth Is measured through gross 

domestic product. 
D The ret•rement age shou Id not be 

increased. (1 rnark) 

~~----------------------
Which ,of the followlng would cause a shift of the 
demand curve for a product to the r•ght? 
A An Increase In pr•ce 
B An Increase In income tax 
C An Increase In the price ofa complement 
D An Increase In the price of a substitute ~ 1 marl ) 

~--------------------------
Whtch of the followlng could explain a sh•'f't of a 
supply curve to the rlg11t1' 
A An Increase In the prlc:e of a product 
B An Increase In the cost of production 
c An Increase In technology 
D An Increase In an Indirect tax on a 

product (1 m rl<) 

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

-

Which of the following Is an example of a public 
good7 
A Educatlron 
B Healthcare 
C Transport 
D Defence ( ma k) 

Question 6 

Which of the following Is a definite advantage of 
I nternatlona I trade'? 
A A wider choice of products for consumers 
B A guaranteed Increase in the quality of Ufe 
C An end to balance of payments deficits 
D An Increase In the costs of production ~ I 111ark) 

~·~~----------------------
Which of the following will happen •fa customs 
union becomes an ,economic union? 
A The, exchange rate of all the currenc•es wHI rl,se. 
B Standards of HvlngwlU de,fln•tely Increase. 
C Member c--0untrl,es wUI attempt to Integrate 

thel r e~onoml,es, more closely. 
D A common external ,quota wlH be Imposed on 

imports from non-members. ~ k) 

~...,__ ________________________ ___ 

Which of the follow1n1 defines a free good? 
A A good that Is given away as part of a marketing 

campaign 
B A good that requires an aHocatlve mechanism 
C A good that has no property rights ass,oclated 

with It 
D A good provided by a government that does not 

Involve payment ( 1 

Multiple-choice questions G 



~--------------------------
Which of the foHowlngdeflnes dlslnflatlon? 
A A htdier rate of inflation than previously 
B A faH In the general le·vel of prices 
C A situation when the general level of prices Is 

neither rising nor falling 
D A lower rate of Inflation than 

previously (1 marl) 

~~------------------------
Which of the followlngdescrlbes the Marshall­
Lerner condltjon? 
A The sum of the dem,and elastlcltles for exports 

and lmp,orts mus.t be equal to, 1 .. 
B The sum of the demand elastlcltles for exports 

and Imports must be gn!ater than 1. 
C The sum of the dem,and elastlcttles for exports 

and imports mus.t be les,s than 1 .. 
D The sum of the demand elastlcltles for exports 

and Imports must be equal to 2. l ) 

l(ey to the answers 
1 A 4 C 7 C lOi B 
2 C 5 D 8 C 

3 D 6 A 9 D 

Data-response 
question 

~--------------------------
SACU SHOWS RESlllENCE 

The, Southern African Customs Union (SACU) Is 
the oldest existing customs union Jn the world. It 
was established In 1910 .. It consists ,of Botswana, 
Lesotho, Namibia, South Africa and Swaziland. 
Inflation remains a problem In au five countries, 
although the Inflation r,ate varies from as high as 
6.1 % •n Botswana and Namibia to as low as 4.6% In 
Lesotho .. 

The five me·mber countries have taken a number 
of measures to encourage trade between them., 
especially In terms of reductng tariffs and. quotas., 
but It Is recognised that the existence of the 
customs union wUI lead to both trade creation and 
trade diversion .. 
(a) Define the te·rm 'lnfla.tion". 
(b) Exp la.In the di fficultles lnvol ved In 

measuring lnflatlion. 
(c) What are the gains from 

international trade? 
(d) Explain the difference between a 

tariff and a quota. 
(~) Discuss whether the creatt,on of a 

customs un•on should always be 
encouraged .. 

-

Candidate answer 

(2 marks) 

(4 marJ,s) 

(4 marl<s) 

(4 rnarks) 

( marks) 

{a) lnf lar~on ts usuaUy defined as a pers1scent or suscai.ned 
]nc r~ se Jn the general 1evels of pnices in a counn y over a 
gJven period of time, usually on1e year. 

This is a dea·r and accurate definition of inflation. 
Mar-Jc 212. 

( b) lnftanion is measured throu_gh an exa.minatiion of the changes in 
prices in a counrryl bur one difficulty is knowing which prices 
to f ncl ude because the demand for v-ari ous products changes 
over a period of ti1me. Ano~her difficulty is that spending on 
some items wrll represerir a larger proporrfon of expendirure 
than spending on other ~terns and these drrfererrces w.ill 
need c:o be taken 1into account, A furtlher dirfificulty is that rhe 
changes in prices win need ro $tart fi-om a particular year if a 
prfc,es mdex is gorng to be used ro measure the rate of 1nflatlon 
,in a parr~cular couno-y owr a period of r:ime. 

The candidate ha·s explained som,e of the· difficulties 
involved in measuring inflation, but the explanation 

needs to b·e developed more full~ .such as in terms of 
referring to weights when explaining the proportion of 
income spent on particular products and referring 'to a base 
year when explaining the use o f a prices index to measure the 
changes over a period of time. Mark: 3/4. 

(c) The gains from Fnternatlonal trade fndude the increase 
ln ou(put resulitlng from speci-aHsation in those areas of 
production where a country has a comparative advantage. 
Tnfs increase in output will provf,de a gfeater vaffety of 
cholce for consttmeffi in differenr counrri.es, :leading roan 
lnc rea se j n standards of ti v ing. 
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The candidate makes an attempt to consider the gains 
from international trade, especially in terms of greater 

output a wider choice for consumers and an increaS<e in 
standards of /jving. The t~ key concepts of specialisation and 
comparative advantag@, however, are only referred to in 
passing - the candidate needs to say much more ,on these 
t"11D concepts. Mark: 2/4. 

{d) A tariff is an ind1rect tax that is placed on the irnports into a 
country. The idea is rhat r::lhe higher price1 broughr about by the 
imposition of tlle oarii~ w,m lead to a reducdon ft) consumption 
of the product. A quota is a Ii m ft tm posed on goods entering 
a couno-y. lc can be jn rhe forrri of e~rher a physical amounr: 
of importsj a certain vaJue of fmports or a restriction on the 
degree of pener-ra:Dkm i'n terms of a market share. 

The candidate explains the difference betvveen a tariff 
and a quota, but while the coverage of a quota is quite 

thorough, the treatment of the tariff needs to be developed 
more fully. In particula~ the candidate needs to point out that 
the potential effectiveness of a· tanff would depend on the 
price elasticity of demand for the imported goods on w.hich 
the tariff is placed~ Mark: 3/4. 

(e) A cusroms un,fon refers to a era.ding agreeme,nt between 
a num.ber otf co1..tnc:ri es. The member countries are able to 

trade free:ly among them,selves, but a common external tarfff 
is ~m.posed on imporrs from ourside rhe uni,;m. lc br1ings 
about trade creation so that oracle between the member 
countries 1is encouraged. Without trade bariniers affecc:ing 
rrade between tine m.ember countries, it is possible for the 
member countrtes to benefit from greater specialisation,/ 
increasing productionJ reducin,g unemploy1ment and 
encouraging growd1 and htgher Mving standards. HovVeve.~ 
the estabfish me nt of a comm on external tariff cou[d mean 
rhat chere is a degree of trade diversion, i.e. r:rade wirh other 
countrf es that are not members of the customs union wUI 
be discouraged as a result of the common external tar1iff 

in conclusion, the creation of a customs un1on should 
sometimes be encouraged, especia111y whe,n there ~s a 
large degree ·of trade creat 1ion wirthin the union leading to 
higher living standards. However, this needs to be balanced 
by considemtiion of the possible trade diversion, 1:os,ing 
tirad1ti1onal, trading partners and tradinQ; finks that may have 
be e,n b ui It up over man~ years, and so it may be the case that 
1t is should not a,1w~ys be enc9uraged. 

The candidate dea·rly explains what is meant by a 
customs union and goes on to contrast the possible 

advantages and disadvantages, .recognising the distinction 
beti>Veen trade creation and trade diversion. There is a usef u/ 
conclusion, which is always important in a ;discuss~ question. 
The candidate recognises that there needs to be a balance in 
taking account of the a,dvantages and disadva·ntages of such, 
a dedsion. Mark: 615. 

On the whole, the answer.s to the five questions are of a 
reasonable standard, although the answer to (c) js 

rather limited when compared with the others. The overall 
mark is 16120; equivalent to a Grade B. 

Essay questions 

~-------------------------
Discuss whether a.II planned economies should 
become market economtes. rks) 

I Candi d~te-answ~r-
'------------

Many pJan,ned or command e con om1e~ where c:he state or 
government plays a key ro1e in the aU ocar1o n of scarce resources, 
are in the process of moving towards more of a market econom.y, 
such as China or Cuba. Th~s mea,ns that rhe govemmenr wrn 
play a less important rol:e in die atrocation of scarce resources 
and chat free· markec f orcesj through the op e rati on1 of the price 
mechanism and the i'nterac:~ion of me influences of demand and 
supp~~ wiH pl'ay a more important role. 

This is a good introductory paragraph. The candidate 
is focusing clearly on the iFJcturIJrJ quesn'on being 

asked. The candidate clearly demonstrates an understanding 
of what is meant by a planned or command economy and 
there is the·n a consideration of what is m ,e·ant by a market 
economy, especially in terms of the importance of the price 
mechanism and the influence of demand a,nd supply. The 
ansvver also indudes two examples of countries where this 

has been happening, China and Cuba. The answer could 
be improved, ho.wevet; by mentioning the term that is used 
to describe these economies that are moving from a 
planned economy towards more of a market economy, 
i. e . transitional economies. It vvouJd also be useful to 
indude a diagram to show how the forces of demand and 
supply operate in a ma,rket economy through the price 

mechanism. Examiners are always keen to have diagrams 
induded in answers, a·s Jong as they are relevant, dear 
and acrurately drawn. 

There are dear advantages i,n this process. Many p1anned 
economies tend co be raitiher inefficient and so ~f the 
governm,enr played 1less of a role, and market forces pilayed 
more·of a role) the econom1y woul1d be more likely to openl:te 
efn ci entty. If firms were part of the pr;ivate sector, d, ere 
wou1ld be more rncent1ve for them co produce products of 
a good qua.l11ty. They woul1d be encouraged by the ex~stence 
of the proflc mocive. Consumers would ailso benefit fro,m1 
the gr·eater comper~cion b~cween pr1vare seccor firms. 
Consumers would have more choke and woulld be able ta 
exerc.is·e consumer ~overeigm:y; thfs should (ead to an increase 
~n Uving standards. 

Essay questions @ 



The answer is clearly structured and this paragraph 
focuses on the potential advantages of thjs process o,f 

moving from a planned or command economy towards a 

more market economy. There is a useful reference to the 
importance of efficiency, although this tenn could be 
discussed more fully. There is a· rather sweeping statement 
that 'many planned economies tend to be rather inefficient', 
b u-t the candidate rea.Jly needs to support this with some 
specific examples. Examiners a·r-e impressed when candidates 
use appropriate examples to support the points being made 
in a .discussion. The candidate does provide some examples of 
possible a·.cfvantages of a, greater degree of mqrket forces, 
such as in relation to the .quality of goods, the im,po,rta.nce of 
the profit motive and the greater scope for competition and 

consumer sovereignty, leading ultimately to an Iner-ease in 
living standards. 

There are a1so, however;. possibre dlsadvanrages. There i,s I ikeiy 
·co be greater fnsoibiHty ,in market economies than fn planned 
economiies and the 1leveli of unemp.loyment ts like~y 'to be 
higher 1n die fo rmer r:han in the 11atrer. There 1s also Hkely co be 
greater i,neQuiHty ln the d istirfbution of income and weakh in 
a market economy chan in a planned econom,y. There ~s also a 
g rearer l'f:ke Ii hood of ma rkec fai I u re irtil a market economy. 1Fo r 
exampl,e, there is I ike:ly to be a higher level of consumption 
of de1meri,,t goods, such as cobacco and akohoJ, and a lower 
level of consumption of medt goods, such as educat,ion and 
healthcare. 

This paragraph also shows the clear structure of the 
candidate's answer. Here~ the candidate focuses on the 

potential disadvantages of the move from a planned o.r 
command ec:onomy to more .of a market economy. This is ve,y 
important in a 'discuss' question, as examiners will want to 
see that a candidate has addressed both points of view in an 
answer. The candida·te refers to the possibility ,of greater 
instability, a higher level of unemployment and greater 
inequality in the distribution of income and wealth. There is a 
reference to the possible existence .of market failure# but the 
candidate does not actually explain clearly what is me·ant by 
this te.rm. There is a good use o.f examples of both merit 
goods and demerit goodsr but the candidate does not dearly 
explain what is meant by these two tenns. The last sentence 
would be better if further developed. 

In condusron the reall ty is cllat both planned economies and 
market ec.onom·ies have rheir advantages and disadvantages, 
and so eh e so I ut:i:o n i.s 'rh at: cne n1 ixe d econ.o:my is Hke,ly ro be 
preferable. A rn i~ed e co no my alll.ows market forces to operate 
in m,any aspects of rhe economy, wi thour any goverinmenr 
intervention, but 1it als.a enables governments ro intervene 
to avoid the worst examples of market fa illure. For example, 
r:axes co u.ld be p~ac.ed on dem erlr goods to discourage 
consumption. The answeir to the Question, therefore/ is that all 
planned economres should become m,irxect. rathcer tihan market, 
economies. 

- A ~discuss' question should always end Mth a condusjon, 
and jn this case the ca,ndidate do e,s provide a us.eful 

conclusion. The candidate confidently points out that both of 

these systems ha·ve their advantages and disadvantages~ and 
that the solution, therefore, might be an economic system 
which combines both types of structure, i.e. a· mixed economy. 
The candidate clearly understands what is meant by a mixed 
economy, but should develop the discussion of this a little 
more fully. Finally, the candidate does indicate that the 
conclusion is an answer to the precise question being asked. 

This is dearly a good answer to this question. It is well 
structured and the logic of the argument is easy to 

follow. There a-re are·as where it could be improved, as 
indicated In the comments, but it would gain a Grade A with 
a mark of 9112. 

--------------
Explain why the division of labour In an economy 
depends on the ablHry of mon,ey to perform 
effect htely. ( marks) 

Candidate answer 

Toe d~vis~on, of 1labour in an economy i·s based on rhe. idea 
of dfvldlng up t he process of production rnto a number 
of d1:fferent stages. This enabiles workers to specialise 1n 
paroicu~ar pa:rts of the production precess and rhr s wi 11 l1ead 

1to a greater degree of efficfency. Th·Js was first stud~ed by 
M1m Smkh in rhe eighr.een1e:h cenrury in relacion ro how a 
pin factory operated. Sy dividing the process of production 
1into a sequence of partkuJar casks, a great dea~ more cou,ld be 
produced rhan wou,ld orherwise be the case. 

The candidate is clear about the meaning of the term 
"division of Jabour', stressing that it is concerned with 

the separation of the production process into a series of 

different stages. The candidate refers to the important 
concept of 'specialisation' and indjcates the link here with 
efficiency, although th,e comment that 'this will lead to a 
greater degree of efficiency' is rather vague and could be 
developed more fully. There is a reference at the end of the 
,Paragraph to .how this could have resulted in gr-eater 
producuon, but the link with the d ivision of Jabour needs to 
be made more explicit. The candidate also needed to 
elaborate more fully on the ,concept of specialisation. 

lf'I the pasr, rh e exchange of goods took place ·dhrough the 
system of barter, b'ut this depended upon the trade of one 
p.roduct for another. This worked 'Nell whenever eh ere was a 
double coincidence of w~nts, [.e. you w.an:ted som,ething chat 
somebody e·lse had and chey wanted what you had. The success 
of barr:e ti however, stilll depended on an agreement be1ng reached 
on the retacive value of the produc'C5 chat were co be traded. 

@ Cambridge International AS and A Level Economics Revision Guide 



Jn this s.edion, the candidate moves on to consider how 
the· process of exchange used to take place before the 

modern development of money, le. vvhen there was a 

situation of 'barter'. There is a· brief explanation of what is 
meant by this term, b.ut this really needs to be developed 
more fully. The candidate does., howeve~ recognise the major 
limitation of barter, i. e. that it depended on the existence of a 
double coincidence of wants. 

Barter Hm,ited the extent of spedallisatton i,n an economy and 
rh.is is why it even.ruaHy gave way to a much better syste·m 
of exdh~nge, i.e. rhe use of n1oney to enable transactiions to 
be 1made. Money can be defined as anything that 1is generaUy 
acceptabJJe as a means of payment and so ii: 1s a much m.ore 
convenient and useful form of exchange. 

The candidate now considers the link between the 
/imitations of barter and the importance of 

specialisation to the development of the modern economy. 
The answer stresses the advantage of money over barter, 
defining it as 'an yt.hing that is generally acceptable as a 
means of payment',. but would benefit from a more 
developed explanation of how money has ,enabled economies 
to progress in ways that vvould have been unimaginable in a· 
situation of barter. 

Money has four main functrons - 1 medium ofexohacnge; a 
un,it of account, a store of vaJ ue and a. st:an darrd of deferred 
payme.ncs. The most ~mpo.rranc of rhese :in re,lar1on ro me 
dtvis,on of fabour is the first one. Workers can specialise in the 
process of production in the khowiledge that the money tha,c: 
they rece1ve 1n wages· or sa1lari:es can then be used to purchase 
the products that ehey need 

The question refers to the need for money to 'p erlorm 
,effectively', and the candidate approaches this part of 

the question by dearly outlining the four functjons of money, 
although each of these· needs to be· developed more fully. The 
candidate clearly recognises that the most important of these 
functions, in terms of the link with division of Jabour, is the 
function of a means of exchange. The last paragraph 
demonstrates a good understanding of this link between the 
division of lab.our and the function .of money a.s a means of 
exchange, although it could perhaps be developed m ore fvlly. 

This is an example of a good answ er to a question 
which requires candida·tes to show how tvvo parts of 

the syllabus can be· integrated. Th ere are areas where the 
answer could be developed more fulfu but it is vvell 
structured and would gain a Grade B with a mark of 518. 

~-· --------------------------
Expla•n what Is meant by (I) an Inferior good and 
(H) a complemientary good.. ~ ks) 

Candidate answer 

An Lnferior good is· orne where the demand for the product 
1is Hnked to changes in, the incom,es of consumers. As 'peop,le 
have more mc0ney, dh ey may decide co buy jess of one good 
and more of another good. The good which has a reduction in 
demand. ,js known as an inferior good. 

The candidate clearly understands that the demand for 
an jnferior good is related to incom·e, and particularly to 

·Changes in incomes, but the.re needs to be more ,of a contrast 
with 'another good ' which could be regarded as a normal 
good, i .. e. where demand increases with a rise in income,. as 
people a.re now better able· to afford such goods. 

Exampl1es of inferior goods could include bicydes, if they are 
replraced by mor:.or cycles1 o:r motor cydes, ,if they are replaced 
by cars. 

The candidate could develop this section further by 
staring thitt examples of in ferior goods can vary from 

one country to another. For example, jn some countries a· 
bicycle might not be regarded as .an inferior good, but as a 
normal good. The ansitVer could also point o ut that examples 
of inferior goods can change over time within a particular 
coun·tty. For example, if a cou1ltry Is experiencing a high level 
of econ omic growth., people will generally have higher levels 
of income, but if .a country is experiencing a recession, people 
may 'turn to,wards products whjch were previously seen a·s 
inferior goods. In s-uch a situation, producers of inferior goods 
may experience an increase in demand. 

The demand for an lnfeTior good is l1inked to the ,inco,me 
elasckity of demand. w~th demand failing as incomes rJse. 

The. candidate is correct in stressing the link bet~en 

the demand for an inferior good and the income 
elasticity of demand, but it would be useful to explain this 
concept more fully, such as in relation to the formula of 
percenta·ge change in the quantity demanded .of a good 
divided by the percentage change in incomes. In the case of 
an inferior go·.od, the income elasticity of demand ls negative, 
stresslng that a rise in inc:omes will lead to a reduction in the 
quantity demanded. 

A comp:lementary good is one that 'is demanded aiong wrt'h 
another good, :i.e. rf one good ,s d e.manded, so ,is the orher: 

The candidate dearly demonstrates an understanding of 
the link betVveen the demand for the tlNO goods, but it 

vvoutd be better if reference were made to the concept of 
joint demand. This would make it clearer that the ·tli'\IO goods 
are consumed together. 

Exa:mpl1es of com.plen1entary goods couild include coffee and 
cream, shoes and sh1oe laces1 cars and petrol or diesel an.d DVDs 
and DVO players, 
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linking this to the idea of jojnt demand, the examples 
could be used more effectively to explain that an 

increase in the demand for one good is likely to lead to an 

increase in the demand for the other good. It could also be 
pointed out tha,t the c;ompleme.ntarity of tvvo goods, resulting 
from· the nature of consumer tastes and preferences and/or 
the technica:J relationship betwieen them .. can change over a 
period of time as consumer tastes and preferences and/or the 
state of technology change. 

T1he demand for a compl'ementary good i,s linked to che 
concept of cross-price ela.s,elcity of dernand. This measures 
how close the reb.tlonshtp 1s between the two comiple,mentary 
goods. 

The can·didate does vvell to /;nk c-omplementa,ry g.oods 
to the idea of cross-price elasticity of demand~ but the 

answer could be significantly improved by pointing out that 
the cross-price elasticity of demand ls negative, indicating that 

as the price of one good rises, the quantity demanded of a 
complement reduces. It would al.so be useful to define the 
concept of cross-price elastidty of demiJ.nd in terms of the 
percentage change in the quantity demanded of good X 
divided by the percentage change in the price of g.oo d Y. 

It is a shame that the candidate has .not finished the 
ansvver w;th a conclusion, stating that although the two 

'types of product were linked to the concept of elarticity, 
these V1tere different examples of elasticity, i.e. income 
elasticity of demand in the case of inferior goods and 
cross-price elasticity of demand in the case of complementary 
goods, contrasting the link first with changes in incomes and 
second with changes in prices. 

Overall, this is an example of a reasonable answer which 
does make an attempt to explain the different types of 

good, but there are a number of areas where the answer 
co utd be improved, especially by going into more detail on 
the elasticity con cep rs involved with each go,ad. It would gain 
a Grade C with a mark of 4/8. 
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Efficient resource allocation 
The term ''efficienct generally means using resources in the most economical way 
that is poss1ible - that is, making maximum1 use of the resources that are avaHab:le. 
lit can also refer to· the 1dea of obtaining the maxfmum output for given inputs. 

efficient r@Sour·ce allocation: the 
optimal, use of scarce inputs to produce 
the largest possiblle output 

-(i!D--------------------IIIH!·•--• 
Thf.? concept: O'f economic efficiency can be djv1ded into cwo ,:ypes: producr;ve 
efficiency and a1llocarjve efficiency. 

Productive efficiency 
One way of measuring productive efficiency rs in terms of the average cost 
(or average total cost) of production. Productive efficiency can be defined as 
the minimum average cost at which output can be produced. 

Productive efficiency ,involves two ele.ments. Technical efficiency is where tne 
best possible u.se 1s made of the inputs~ or factors of productjon. used 1n the 
production process. This means that as m1uieh oucput as possfbte is produced 
from g~ven 1inpucs. Cost efficiency relaces co whether che b~sc sec of ~nputs has 
been used 1n the production process; this will be 1nfluenced by the relative costs 
of different in puts, such as labour and cap1tal. 

As well as be1ng seen 1n the mkro cont:ext of a parrlcu~ar firm, the ,concept 
of product~ve efficiency can a1so, be seen in the macro context of the whole 
econom1y, as shown in Figure 1. 

Quantity of 
manufactured 

goods 
per period 

PPC 

Quantity of ag ri cu ltu ra I 
goods per period 

Figure 1 Productive efficiency 

Expert tip 

Examination questions wil I sometimes 
refer simpl.Y to efficiency, but in such 
a situation it is important that both 
productive and allocative efficiency are 
addressed in an answer. 
"""'1•u1111nh1• .. 11•11•111n11111•u•110•111n1111u1'1•1111•11111111n111•1111•11t1111111h'1 1 

·productive efficiency; where a firm 
operates at th.e ml n tm um of its average 
cost curve; or where a whole econom1y 
,is operating on Its production, ,possibi'lity 
curve 

average cost: the tota I c,ost of 
em p I oy1i n g ai I the factor i.n puts d1vided 
by the number of units produced; a,l,so 
kn ovv n aiS average tot a I cost (A TC) 

technical efficienc.y: where a finrn 
produces the rmaxim,um output possible 
from given inputs 

cost efficien.ey~ where a firrm uses the 
,most appropriat,e combjnatlon of inputs 
of factors of production, given the 
relat,ive costs of those factors 
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An economy can decide between the produaion of manufactured goods 

(shown on the vertical1 axis) and the production of agricultural goods (shown 
on c'he horizontal ax~s). The PPC shoVvS che co,mbtnacion of chese two types of 
goods chac fs possfble 1n an ~conomy. Productrve efficiency is noc cakrrig plan? 
at polnt A, inside the PPC, because by movlng to a poiint on the P'PC lt would 
be possible for the economy to produce more of both goods. Any point on the 
PPC will indicate producti,ve efficiency - points Band Care both productively 
efffcient. 

There i:s a trade .. off between the productiion of manufactured goods and the 
product,ion of agricu:ltural goods. For example ar point C, more manufactured 
goods wrn be produced irni 'Che economy than .at point B, but fewer agricu1lcura'I 
goods w~H be produced. Both polnt--S B arid Care producti1ve~y effidenr, but lt is 
not posstbfe to make a judgement as to whether society is better off at poh-it B 
or C Without knowing the preferences of consumers. It rs therefore necessary to 
consider another cype of efficiency, allocative efficiency. 

Allocative efficiency 
Th~ mosc .effic1ienc af'locacion of resources in an economy willl be t:he on~ whi,ch 
fits the needs and wants of consum€rs most close1ly. The more that firms 1n an 
economy can respond effectively to chariges in the demand of consumers. the 
closer the economy can get co a situat1ion of allo,catlve efficiency. 

Th fs can be dearly s-een 1n the relat~onsh~p between price and marginal cost. 
The marginal cost of production is the cost of produ.cing one more product. 
When this cost is equal to the price charged for the productl there is a situation 
of al1locative efficiency. Thls rs because the va.ilue that fs put on. the resources 
used to produce the product by the producer ~s equa.l to the va'lue put on the 
product by the consumer. If a greater or lesser amount of the product were 
produced, prijce and marginal cost would no, longer be equal. 

Now te·st yourself 

1 Distinguish between prod.u ctive efficiency and al locative effic iency. 

A nswer o n p, 14-5 

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

Revision activity 

Outline 'the rnai n features of productive 
efficiency. 

allocative efficie·ncy: a situation 
that describes the exteT1t to wh i eh the 
a Uocatron of resources in an economy 
match.es consumer p r,E!feren ces 

--- --- -

Expert tip 

In a question on economic efficiency, 
it is important that both productive 
efficiency and al locative efficiency are 
considered. 

1 Tested 

~~------------------------------------------•·i~{@l~IU~§!I~, ____ _ 
The word 'optimum' m,earis t he best possible ou.rcome ln a glven sltuation. 
Optimum resource allocation refers to a situatJon where the best possible 
all.ocat:1on of scarce resources exists. Th1s rs when both productive efficiency 
and allocative efficiency occur. The ,idea of an, optimum, or opcima.lity, Js 
an important concept in econO'mk:s .. given that resources a.re scarce; when 
resources are allocated in an optimum way; 1it rmeans that they are used in the 
most efficient way poss~ble. 

Expert tip 
II II fl 1111 II 1111111 II II It 1111 It I I I II It 111111 II II I 1111 II 1t 1111 tt 1111 f 1111 It 111111UIII11111111111111 It I If 1111 It II I, 1111 I 111111 II II II l,1111111 It 1111 1111 0111111111111111 tlf 

In exarninario11 questions on the concept of efficiency, candidates should 
ensure the idea of optimality is included in cheir answer_, emphasising that this 

i~ means the best possible allocation of &earce resources in a given situation. 

Now test yourself 

1 Explain what is meant by an ·optimum resource allocation·. 

Answer on p. 145 

( 

optimum re source allocation: the 
best aUocation of resources possi:b!le in 
given circumstances 

Tested 
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~----------------------------------------------------------1•G:!t§IG!Hli!·lf~l. 
Vil·~redo Parero (1S48-1,923), an lcalian economist:,. was 1nteresced in the concept 
of .econ 01m ~c effl c ien cy. He argued th ac t:h e best: p os s i b re a 11 o eat lo ni of scare e 

resources existed w hen it was lmpossible to make one person better off w ithout 

1making another person worse oft This is known as Pareto optlmallty. In such a 
situadon, ·chere musrc be an opcimal' allocatron of resources - chat 1sl th.e lnputs 
or resources are used in che m,osc efficient possible way (product:ive efficl~ncy) 
and the output produced by the resources provides t he maxrmum possible 
utf11ity or satfsfaction to consumers (alrocative effidency). 

Expert tip 
It is important that candidates can demonstrate they understand what is 
meant by Pareto optimality - the idea that it was impossible to make one 
person better off without making another person worse off. 

. . 
•1 • ,• • 11• ••1 • , • • • 11• • • , • 11• •11•• , .. •11• •1 • • • 1••1., •1 •,• ,• •t1 • • • 1••!1•• •1 • 1 • • •1 1•••1•1 1• n,••1•• • 11• • 1• "'• ' •11• • •••• ,• • 11 • .. , 0 ,•• •,p • ,•••11• •1,•• , ••1n • 1 • • • 1• • 11• ••1 • H,••1• • • • ••11 • "'• ' t• • •1,••1•• • 1,• • • 

Now test yourself 

3 Explain what is meant by 'Pareco opti111ality'. 

Answer on p. 145 

Pareto optimality: a particular use of 
the tenm 'optimality' associated w~h the 
lltaUan economist Vti'lfredo lPareto1 who 
stated that this situation existed when it 
was not possible to reallocate reso,urces 
to make someone better off w,ithout 
making: someone else worse off 

Tested 

~(~~----------------------------------------------------~•,;1Ji1if~¥a41·A~~_J· 
Productive efficiency and allocatfve efficiency can both be cons1dered as 
,examples of static efficiency. This means that they are concerned with the 
allocac1on of scarce resources at a partrcu:lar moment in time. 

Dynamic efficiency, on t he other hand, is concerned with changes in t he 

allocati·on of scarce resources over a period of time. It can occur as a result of 
new produces appearinB through research and development inventlon and 
lnnovation. It is also possible for new methods of produccron to· be introduced 
as a result of devel:opments fn techndlogy. There could also be changes in 

techniques of management as a resu lt of investment rn human capftali. 
-- --

Expert tip 
.. .............. ... ....... ........ ... .... ....... ..... ··-· .... ... .......... ··-· . .. .... ........ .......... ..... ................ ..... ........ . . .... ...... .... . ......... .. ··- ......... ......... .. .... 

--- -

It is important rhat candidates can demonstrate they understand the difference 
between static efficiency, as in the case of productive and allocative efficiency; 
and dynamic efficiency, which rakes place over a period of rime. 

' . . ............ , .......... .. ..... . ..... io,0,, , .. .... . ........................... , ............... , . ... ...... ........... , •• , •• ••••• , •• 1,,,,h,,, •••••• , .......... , .. .. i. , ,,,1 .... io ........ . 1 •••••••••• , •••• 

Now test yourself 

4 Explain what is meant by 'dynamic efficiency'. 

Answer on p" 146 

dyna mic efficiency; the greater 

efficiency that can result from 
1improvements 'in technica,I or productive 
effjciency over a period of time 

Tested 

Externalities and market fai lure 
An externaUty ar~ses tf a third party r,s affected by the accjoins and behaviour 
of others. A third party can be regarded as someone who ~snot directly 
1invo'lved. An externality can also be described as a situation where there is 
a sptHover ef'fect. An externancy is excernal to a market transactlon, and so 
is not refl'ecced in markf2c pr.lces. le can occur in ,re~ation co co:nsu.m pc ion or 
produ,ctjon. 1t is a form of market faUure because if the cost or benefit is not 
reflected in market prices, .it cannot be taken ~nto account by aH the parties 
1 n valved l n a transac t1 on. 

Externalities and market failure G 



externality; ~ cost or benefi:t of either consurnpt,ion or producUon t hat is paJd 
for or enjoyed not by the consumer or the producer, but by a third party 

third party: individuals or groups that are not ijhe main parties in a transaction, 
but a re sti1II a,ffected by it 

spi 11 over effect: the effe et of ce rtaini decisions wh i eh have an impact an 

third parties, i.e. t hose who are 1neither the producers nor the consum,ers of a 
pa rti cu la r prod U'ct 

market ·failure: a market imperfectton ·which gives rise to an a'llocation .of scarc,e 
resources w hid,, is not a,s e'fficient as 1it might otnerw~se have been 

Expert tip 
......................................................................................................................................................................... .. 

Candidate-s need co understa.n d what is meant by a 'third partyJ, - that 
is, someone who is not directly involved in the consumption and/or the 
production of a product. The third party, however, can still be affected in 
different ways by consumption and/or production decisions taken by others. 
For exam ple1 in the case of passive smo ki n,gj, a pers.o n who is not actually 
smoking a cigarette can be badly affected by the actions of others around 
them. Similarly, in the case of drinlv-drivingj, a motorist may be sober and driving 
very well, but may be involved in an accident as a resu lt of the poor driving of 
another motorist. 

~ilil~------------------------------------------------.J@~1~~~•1t~1·!1-

Many aspects of market fa il:ure are covered ln the AS sy:Uabus. O'thers; such 
as the implicatlons of monopoHst ic e1eme111:s in a matket and of inequality o.f 
wealth and incomet are deall't with in the A Level syllabus. Tabte 1, provldes a 
sum,mary of the maln reasons for market fallure. 

Table 1 Reasons for market failure 

--
•l'ntfii~ •• r~ 11'1 ~~ r,;'TI mm a -- ~,.: z., -~~ ,~. 

~•lt:11t:.lll1•l11 ~I 
!Merit goods These are goods Wlhkh are regarded as sodaHy desira1ble and wh•oh would be underproduced 

and underconsumed in a free market. 

O.em,erit goods Thes·e are goods which are re·garded as ·sodaUy undes~rable and which w,ouM be oveJfl)roduced 
and overconsume d in a ·free marke1. -Pub,j c goods Tihese are goods which would not b.e provided at aH i1n a fre-e 1market because 1it wouJd be 
mmpos.siblle to char·ge a price for them. 

Ex tern al tt~ es Ex.tem,aHties are c,osts and benefits which affect third part~es . Negative externa1llit ies m,ay 
result from the overproduction of a good and positive exte1maUth:s may resuft from 1he 
unde rproducUon of a good. 

Info rmaiti on f aj ture There mary be a ~ack of fuD hdorma111ion and s.o ~he aUocat~on1 of resources may not be as 
eifident as tt other\!Vis,e wou,d be. 

Govemment fai~ure A government ,can ini1ervene in a market 'to 1ry to o,vercome a mairket faUure1 but there ~s 
always a ,chance that such intervent ion wm create furfuer d~storUons hi the market. . 

f m perfect co mpetnion This occurs when there ts a depairture from the snuat~on oi perfect competrtjoo. There ct.1n be 
d•ff erent market imperfect, ons and one of these js the existence of monop ol istj c elements ltl 
an economy. where one firm can have monopoly pOV11er mn a market. 

tnequali,ty ,n the diistnbut,on A free mairket may ~ead to a1 very unequa, djstr1ibution of ~ncome and wealth, g1iv~ng some 
of income and ~ahh people m10,re influence ~n a market than others. ----- - --- --- ----- -- -- - --- -
Factor 1i mm10 bjl l1:y Jn a perfect marke11 the factors of producti:on would be able to move e.as~iy iirom one marke1: 

to another. but the existence of ,occupatJona~ and geographical immobility of factors meains 
that thjs doe·s nm: always happen. - - -- - -- -- -

Price in stab~ hty Th~s ocrurs where prjces can change rapid~ ,jn a relativ,e!y short period of ti1m·e. In some 
mad:;e1s, there can be a great dea~ of prke ~nstabillity. espeda11ty in agr~ouhural marke1s, 
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Positive externality 
A positive externaHty refers to t he benefic that can be gained by a third party 
- that rs,, someone vvh,o is nnc df rec,cly invoJved rn a cra.nsacclon. A positive 
externality can be seen. in re:lation to either consumption or production. 

Positive consumption externalities 
A positive Gonsumptlon externaUty is ·where there is a benefida~ spil'lover 
effect on a third party arlsijng from the consumption of a good or service - for 
examp1ler che en}oymenc provlded by the views of private gardens. This can be 
sf!en in Hgure 2. M1PB shows che marglnal prlvate benefit, buc MSB shows t::he 
marginal social1 benefit. The equfHbrium which takes into account the marginal 
social benefit vvou~d be at q uantrty Q*I a greater output than at Q where only 
the marginal1 private benefit is !being taken into account. The welfare gain 
resulting from che @quilibr:iu,m b@ing where MSC cross~s .MSB, rat:hir t h.ain MPB, 

is shown by the shaded trrangl·e. 

Costs .. 
benefits MSC 

MSB 

Q Q '* Quantity 

Figure 2 A positive consumption externaliry 

Positiv,e production externalities 
A positive production 1externallty is where there 1is a beneficial spHlover effect 
on a third party artsrng from the production ,of a good or service. For examp~e, 
if a firm, purf~ies its wasce water, chis mlght be beneficiar ro a local fish farm, in 

eh~ ar~a. This can be seen in Figure 3. MPC shows ,a firmjs margfnal privace cost:J 
but MSC shows the marg~nal socfal cost, whtch is lower than the MPC. The 
equiUbriuirn taking account of the pos1t,ive production externaHty is at output 
qi where MSC= MSB. Thfs output at: Q.,. is greater ·chan at Q. The welfare gaf n 
resuilcing from, ·che extra oucpuc rs shown, by the shaded criangle. 

Cos1:s., 
benefits 

0 O* 

Figure 3 A positive production externaJ ity 

Negative externality 

Quantity 

A negative externa.Uty refers to the dlsadvantage that can affect a thkd party 

- that isJ. someone who is not directly invo1lved in a crarnsaction. Like a positive 
externality, a negattve externaiity can be seen 1n relation to either consllmprion 
or produccron. For example, a d1rrd parcy mlghc be nega.trve:ly affected by ·che 
con sum pt ion of a loud music syste,m by a ne.lghbour. In terms of production.,. a 

~-----t•mamu19;11;1.11[~-~1• 
Revision activity 

\ 

Consider the different forms of market 
failure whid1 exist in your country. 

positive externality; the externa,1 
benefit that may· oc:ouir as a .result of an 
action, bring·ing some benefi,t to a thiird 
party 

positive consumption ex.mrnality: 
an ,exte,m a I ity that affects the 
consu.mption srde of a market in a 

positive or beneficial way 

welfare gain: an additional benefit 
resu l~tn g from more bei,n g p reduced in 
a market 

positive production e>cte rn aHty: an 
exte rna Hty that affects the production 
sl de of a market in a1 

1

pos:it ive or 
beneficial way 

.negative external ity: the exte rna1I 
cost that may occur as a result of an 
action, bring,ing some disadvantag,e to 
a third party 

Externalities and market failure G 



thiTd party might be negatively affected by pollutton caused by a factory i·n t:he 
neighbourhood. 

Negative consumption externalities 
A negative consumpti,on ,externaUty ~s where there is a negative spil'lover 
effe.ct on a ,:h~rd party arising from co1nsu1mpt:ron - for example, a person 
p~ayfng loud music that 1rritates the ne~ghbours IJv1ing nearby. This can be seen 
in Figure 4. An individual:'s appreciation of the musi.c is shown by the marginal 
private benefit. MPB,. but the negadve effect on the n.e~ghbours means that the 
1marglnal soclal, benefit, M'SB, is lovver. The equil1brium position for che person 
pilaying che m.usrc ts at Q, where MPB and MSC cross, bur the @quHibrfum1 
position for the whoile con11munity, taking k1to account the negative effect of 
the loud musi.c on cihe neighbours, is at Q• where MSC and MSB intersect. The 
welfare lo,ss is shown by the shaded criangl'e. 

Costs .. 
benefits 

Q* Q Quantity 

Figure 4 A negative consumption externality 

Negative production externalities 
A negative pl'loductlon externaUty is where there is a negative spiHover effect 
on a t:hlrd parcy aristng from che produ.cc1on of a. good or servrce - for .example, 
a factory produd:ng nor;e and/or air poll urion. This can be seen in Figure 5. The 
rmarginal private cost, MPC, onl:y takes into account the cost of production to 
the firm. The marginal social cost. MSC takes into account the full social costs 
of the productlon. For the firm, the equiilrbrium position would lbe ac Q, buc for 
soclecy as a whole che equ1llibr1um posr.rfon wou!ld be a:c Q* where MSC and MSB 
intersect. If output was at Q rather than Q*, there would be a we1lfare loss shovvn 
by rhe shaded triangle. 

Costs, 
benefits 

Q* Q Quantity 
per period 

Figure S A negative production external ity 

Inefficient resource allocation 
The discussion above shows tha:c, in a free~market economy, externalities lead 
to an inappropriat.e amount of resources b~~ng allocated co particul:ar uses ln 
an economy. Too much may be produced of one ite·m and too ~ittl@ of another­
whi:ch is an i'neffkient use of resources. Externalities therefore lead to 1ma;nket 
fa11'.ure. 

negative consumption externality: 
an extetnality that affects the 
consu,mption side of a market in a 
,negative o.r d1sadvantageous wa:y 
we If a re loss: a sftu·ati on which a rlses 
when MSC ·@XC·@@ds MSB. leading 

to a sooial'ly ineffkient all'ocation of 
resources 

negative production externality: an 
externality that affects the production 

side of a rm ark et 1 n a neg atrve or 
disadvaintageous way 

R~vi s ion activity 

Make a list of the main distinctions 
between the various cypes of 
external ity that can exist in an 
economy. 

- -

Now tes.t yourself 

5 Explain what is meant by an 
'external icy~ 

Answer on p. 146 
Tested 

---------~ 
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Social costs and social benefits 

~ ~----------------------------------------------------------------.-,•~d&41i11&i41·l-~ _J· 
Social costs represent the true cost of something to society - ~n other words, 
they rnclude not only internal or :pdvate ,costs, but also the external costs 
imposed on the wt,011e society .as a resul·c of an action. 

- - -

Expert tip 
-~~----~~-

Candidates need to demonstrate that tl1ey understand that social costs include 
both private costs and external costs. A common mistake is to c-onfuse social 
costs and external costs. 

Now test yourse·lf 

6 Define the term 'social cost·. 

Answer on p. 146 

social costs: the sum of privat,e costs 
and exte rna I costs 

externa l costs.: the costs 1mposed Oli1 

third .parties 

Tested 

~ · ~,-.-------------------------------------------------------------.•1#~1}~#;i¥1·1•-~-• 
Social benefits represent che true benefit of som,ething to society - t hat 1s. 
they include not only incernal or pr1ivace benefits, but aJso the e>tternal benefits 
that are advantageous to the whole society as a result of an action. An example 
~s the additional incom,e that is created in an area when a new busrn@ss l1ocates 
there. This wUI lead to an lncrease rn spending in the commun~ty. 

Expert tip 
Candidates need to demonstrate that they understand that social benefits 
include both privare benefits and external benefits. A common mistake is to 
confuse social benefits and ex.ternal benefits. 

111a.11111 l.llll 1111 111.1111111.111 1111 llllll.1111.11111.111111 lllllllllllll llllllll-111.1111.111 1111 II 111.1111.11111.I llllilll.lllllll.lll l llllh.111111111.IIIIII I IIIIUll.llll.lllllll 111111111 1 11111.III llllh 
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social benefits: the sum of pr1vate 
benefits and external benefits 

exte rna I benefits.: the adva ntag,es 
gained by third pa,rties 

Revision a ctivity 

Make a I ist of some of the main social 
co5ts a.nd social benefits that exist in 
your country. 

~~------------------------------------------------------,•1«:.wi,:~~ik1·1IL~J· 
Cost-benent analysts prov1ides a fra,mework where all tke costs arid beneffts 
of an investment project can be analysed; not only private ones. It is a particular 
feacure of maJor ·cransportation projects, such as the buiildi1ng of a road, a 
runway or a rairlway l1ne. I cs key feature ls ·chat ch.e fiulll social coses and che fu.11 
social1 benefits are taken into account before a decision is made as to whether a 
panicular 1investment proJea should go ahead. Tihe .advantage of cost-benefit 
analysts is that It takes a W'ide view of a project, considering its ful I i mpacc 011 an 
economy and sociecy over a per~od of time. 

Expert tip 

In an answer to a q--.estion on cost-benefit analysis, candidates should 
emphasise that the advantage of this approach is that it can take into account 
the ful I social costs and social benefits involved in an inve:!.t me n't project. 

\ 

cost--benefit analysis: an anailysis of 

a project whi.ch indudes a valuation 
of the total costs and total benefits 
~nvolvedl, 1induding1 private and external 
costs and private and external benefits 

Social costs and social benefits @ 



!Despite these ad.vantages, however, the process of cost-benefit ana·lysis does 
face a 11um ber of prob'le,ms, as can be seen in Table 2. 

Table 2 Problems of cosr-ber,efir anatysis 

Absence· of market 
iprkes 

Need 10 use shadow 
p rmce s. ~ .e. IP ri~ce s 1ha1 
aire estimated rather 
than accurately 
cak:ulated 

The Mure 

Oiscoun1ed values 

SpiHover effects 

Pot It~ ea~ versus 
economiic decisions 

Co.st-benef~t ana~ysis takes jn1o· account al~ costs and 
benefits, but not a1H of these wm have a market price. 
IFor exanmp!,e. i1 js diffkufrt, Ji not i1mpossihle, 1o ,establ1,sh 
the p rj ce of pon ut~ on. 

ln the absence of market pnces, values will n,eed to be 
estimated through the use of shadow prmc,es., but this 
wml no1 alwarys be accurate, e.g . the valuation of time or 
an accident. 

The costs and benen1s of any project, such as the 
buiUding of a ro·ad or a runway. wOI be spread ov,er a 
l·ong period of t~me_, so it wrn be ddficu,t to compar,e the 
interests of 1pres,ent and future g1eneration:s. 

Future costs and benefits wm need to be converted irrto 
present vatues through d~scouming, but 1h~s ms quite a 
compl,ex process. 

It ~s recog1n,sed that a project wiU have spmover effects, 
but jt 1may be d~ffkult to es1a.bHsh \iVhat these are aind 
how far 11hey extend. 

Cost -benefjt ana~sis 1may produce a dedsion mn favour 
of a parUcular project, but 1i1 m,ay $tiH be rejected 
because of p oUt~car dle dsi1ons. 

Now test yourself 

1 Explain whac is mean·c by ·cost­
benefit analysis'. 

Answer on p. 146 
Tested 

R"vision activity 
Contrast the main advantages and 
disadvantages of using cost-benefit 
analysis to decide whether an 
investment project should go ahead. 
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Law of diminishing marginal utility 

'UcUicy' refers rco ·che sat:isfaccion ·chat is derrved from the c,onsumpcion of a 
parci·cular produce. Marginal utilit y ls t he additi1onal satisfa,ctio:n t:hat ls gafned 
from consuming an addittonal1 unit of a product, whereas to tal utility is t he total 

satlsfaction obtained from the consumpt1on of a g~ven number of un1ts of a 
pa rt re u lar product. 

The law of diminishing ma rginal utility states that the ,consum ption of 
successive units of .a product will eventually lead to a falrl in marg,inal utility -
tha·t is,. as a person consumes more units of a product, the satisfaction provlded 
by each un ~t w if I be p regress rvelo/ re ss and less. 

There rs a rel'ationshJp between the law ,of djminishiing marginal utility and the 
derivation of an 1ndiv1idual1 demand schedule and curve. ~f the marginal utll'ity 
of consuming an extra icem of a product fal .ls continually, a c,onsumer wiill be 
unwi l,ling to pay as much fo r each .successive unlt consumed. This exphafns why a 
demand curve ts downward s~opir,g from left to right. 

Now test yourself 

1 What i·s meant by 'the law (or principle) of diminishing marginal utilityJ? 

Answer on p. 146 

marginal utility = the additional' 
uti liity or satisfaction obtained from 

the consumption of an extra unit of a 
product 

law of diminishing marginal utility:. 
the principle tha1 t he marginal utility· of 
consuming su cce ssi ve un1ts of the sa.me 
product ·wiill fall 

i Tested 

lll~,....-------------------------------------------.•i&4i~1~iA1·1l ___ t 
The equl..,marglnal principle shows the refationship becween che matgina:I 
urr:lit:y obta1ined from t:he con sum pt[on of different: produces and rhe prrcss paid 
for those product s. It can be represented in t he following way: 

M'Ua. MUi:, MUC 
-- - - --

Pa Pb P, 

To maximise thei:r utlility or sattsfact1on, it is assumed that consumers wi11 
consume up to the point shown above - that 1s, the extra satisfactton, in 
re~ac[on co 1the money spent, on che lase unic of produce A wrn equal the excra 
satisfaction, fn rel:ation to the rn,oney spent:, on t he :last un1t of product Band 
so on. 

Now test yourself 

2 State the equi•marginal principle. 

Answer on p. 146 

equi~margina l p r inciple: a consumer 

wi1II maximise total sa,tisfaction by 
equating, the utility or sat isfaction per 

unit of m oney spent on the margiinal 
1unit of each product con-s·umed 

Tested 

Law of diminishing marginal utility G 



~ijfi~~----------------------------------t•Cd!UIGIH!iD·l(~~Jt 
The law o·f diminishing marginall ut:i1licy is based on a number ,of assu1m1ptlons, 
and mf these assumpt ions do not apply, t here are dear Hm[rar:ions t:o the t:h@ory. 
The assumptions include the following: 

• the fdea of utmty or satisfaction that a ,consumer ga1ns from the 
consumpcion of partJcular tte1ms of a product - but this assumes that 
satisfaction can be e.as11y measured 

• the [dea thac consumers behave in a rat ional way - buc is chts always the 
case? 

• the fdea thar consumers have lrmfted fncomes - but: it 1s possible that 
incomes may rise s1gniffcantlly over a period of time 

• the idea chat consumers aim to 1maximrse the1r total utility - but is this 
aJways going co be the case? 

• the idea that prices are conscan·c - but 1it ·may be the ·Case ·chat the prices of 
product:s are con·t inuaUy changlng 

• t:he fdea chat consumer tastes and preferen,ces re'ma~n conscant - bu·t chis 
1may not ailways be the case 

Paradox of value 

Certain products that are vital to our surv1va( such ·as water, are not as 
expensive as products that are less crucial, such as diam,onds. This is known 
as t he paradox of value. The explanation of t: his paradox can be seen in 
terms of marginal utHity and total' uti!Hty. Peopile wil l consume water up to the 
po1nt where marg,inal util1ty is zero and total utl lity is high, whereas people will 
demand diamonds where marginal ut il tty rs high, lb ut cotai ucrnty ijs low. 

paradox of value: the fact that certal1n products that are essent!iar to survi,va,1, 
e .g, water, are cheaper than products that are 1less i,mportzmt to surv1vail. e .g. 

diamonds 

A major assu1mpr1on that unde.rpi,ns 1margi·na·I utHity theory 'is that consumers 
can always be expecced to act rationa.lly. Rat:ionat behaviour essentiial'ly means 
the ·following: 

• llndividua~s will take decisions co max~mlse therr own ut:rlity or sa·cisfa.ccfon. 
• lndfviduats have access t:o all che informacion that ·chey need co make a. 

dedsfon at zero cost. 
• ,Ind ividuals take decisions that are based on a very careful compadson of the 

benefits and costs to achieve the opt~mum outcome. 
• Decisions wi l.l be· taken by 1individua.ls based on changes at the margf n. 
• The preferences of individuars and their attitude to rfsk are assumed to 

be fixed. 

Behavioural economics, on the other hand, stresses that the behaviour of 
indivldual·s may differ greatly fron1 these assumptions - in other words; jt is 
often irrat1onal rather than rational1• 

Behaviour.al economics attempts to explla~n benavfour that may appear as 
'irrat ional'. l't is not I im,ited to economics, but also br.ings in concepts and 
theories from sociology and psycho1,ogy. 

total uti'I ity: the tot a I amount of 
sat1isfaction obtafned from the purchase 
ot a number of units of .a product 

Revision activity 
- - ---- -- - - -

Outline che rnai n uses and I imitations 
of marginal utility theory. 

Revised 

Expert tip 

Candidates need to show they 
understand why diamonds are more 
expensive than water, i II u strati ng the 
concept of 'paradox of value'. 

r • r r n 1r,i1 "" "n 1" , r n " " ' ,9" "," " 1rn "" ' 11 1" " 11 " 1r11 " " ' , """ " i , 1r t1 n, 11111" " " n 1rn, • 

Revision activity 

( 

Outline what is meant by 'the paradox 
of value;. 

behavioural ec.onom·ics: an approach 
to decision making whkh argues that 
the behaviour of individuals is often 
based on ideas that do not correspond 
to the traditional view o,f rational 
economic behaviour 

Expert tip 
. , U II i. ,.,. , t ,, l , lol II U ••• • i , ,I, H , 1 ,111 , l lo I, I , ,I" 011,111 HI, u,~ 

Candidates need to show they 
understand that behavioural 
economics sU,ggests that individuals 
may cake decisions for reasons other 
than what traditional economics has 
scressed is rational. 

~, "h ol , , ,. ,I 10- .. ",, lo h , I• •I ,I I •" , , , t lo lo, h 1 1 ol •• "" ,,lo.,,. l o ol ol 10- .. " 1 ,, _. 1 lo h ol ol 1, I, o "" 01 II ' 
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1lt ~s assum,ed that hr1divid.uals take optimal dee isions based on the i1nform,ation 

that rs av.aMable to them, but behavioural econom1sts suggest that there may be 
so much 1riformac1ion avaflable chat: indlv,idual:s ofcen cake t:he same decision chat 
they aJwa:ys have - chac ~s, t:hey ofcen base decis1ons on past ~xp~rience. In thls 
sense., fndfvfdual1s are tcreatures of hab[t~ and are strongly influenced by brands 
and the uses made of branding in marketing. The indrviduatJs ability, and fndeed 
willingness. co act in a ratior1al manner 1s tberefore restricted in cercai,n ways. 

Revision activity 

Outline how behavioural economists 
have argued that decision making is 
not always based on ·traditional ideas of 
rationality. 

Indifference curves and budget lines 

~~------------------------------------------------------------11181~1if~i¥1il~L__..J. 

Budget lines show the possfble com,bfnations of two pirodu.,cts that a 

consumer ·is able to purchase wjth a given !nc,om,e and fixed prkes. Each of the 
comb~nacions would cost che same total amount. Any poiint al,ong the line will 
sho,w the maxi,mlsatlon of consumpt: fon at che glven rncome ~vel. 

IFrgure 1 shows the combination of products A and B chat can be purchased by 
a consum.er, assum ing that the income of the .consumer and the prices of the 
prod uccs rema~ n fixed. 

budget line : a line showing aH the possible cam binations of two products t hat 

a co nsu m ear wou Id be a b l'e to purchase with f ixed :p r.ices and a given inc.o me; 
so.metimes known as a consumption possib ility line 

Now test yourself 
- -- - - -

3 What does a budget linre show? 

Answer on p. 146 

-

Product A 

Product B 

Figure 1 A budget line 

Tested 

Indifference curves show the possible co.m,binations o.f two produ.cts between ,,-­
ind iffe re nee curve: a curve showing 
a 11 the possf b I e· com bi,natl ons of two 
products between wh Leh an indi1vi du a I 
c,onsum,er is indifferent 

which a consumer rs 1ndifferenc. They slope downmrds from lefc to ri·g'hc and 
are convex co t:he or~gln. The s1ope of an indifference curve shows the margrnal 
rate of subscltution: that is, t he number of one good t hat an lndivldual is 
prepared to· give up in o rder to obtain additional items of the other good. 

Product A 

I 

Product B 

Figure 2 An indifference curve 

Indifference curves and budget lines @ 



Price effect 
A price effect refers to a change in the consumption of a product as a result of 
a change in its price. 

A change ln the prlce ·Of a product can actually brrng about two effects: an 
income effect and a substitut1on effect. 

lncomg effect 
An lnco,me effect refers to the situat1ion Where a change in the price of a 
product brings about a change 1n real income. Ah:hough c.11ere ls no change in 
nominal fncome, a rlse or fall fn the price of a product wrn have a real incom e 

effect - a person wrll be able to buy more or less of a productJ and other 
products, as a result of the change in price of th·e product. 

Substitution effect 
The second effect of a change in the price of a produce relates. to che ucrli·ty or 
sat1sfaccion obtained from che consumption o·F r'he produce. A substitution 
effect tn:eans that a ratjonal: consumer will! substltute in favour of a product 
wh~ch has now become retatfvely cheaper; this means that the substitution 
effe.ct is a·lways negacive. 

Expert tip 
•...•.•.. . .. •• • • , ........ , ..... . .. . , .................... , .••...•. , . ........... .. ........... .. .......... , •. , .....• , ....... ......................... , • •... . , ........... , . .... .. ,! 

It· is important to remember that, whereas the substitution effect is always 
negative for al I goods, the income effect can be positive or negative and this is 
what de-rermi nes wherher a good is. a normal good or an inferior good. 
lltllllllllflllllllllllllllllllllllllllllllltllllfllllltllllllllUUIIIUUlllllltllllllllflllllllllllllllllllllllllllllllltlllllllltltllllllllltllltlUUlllllltllllllllfllllllllllllllll l tlllllllllllll l 
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price effect; t he effect on the 
cons1umption of a product which occurs 
as a result of a price change 

income effect the· effect on 
consumption of a ·Chang·e in real 
1income which occurs as a1 result of a 
price eh a1n g e 

su bst ituti on effett: the effect of a nise 
or fa,1.1 i1n the p nice of a product on the 
uti l,ity or satisfacti on o btained from each 
'Unit of money spen,t on that product; as 
a resu,l,t of 1h e price change, e:xpe ndiitu re 
can be rea1rra nged to maximise the uti1 ity 
or satisf a cti,on gained 

Revision activity 

Distinguish between the income effect 
and substitution effect of a change in 
the prke of a product. 

Types of cost, revenue and profit, and 
short-run and long-run production 

Fixed and variabl,e factors of production 
In the shore-run period of t he producti.on process; at 1least one factor of 
product1on or resource input wiill remain fixed . For example, it will! be difficult 
co change ch9 num,ber of mach h1es Jn a. factory ~n th9 shorr run . 

It wm be possrbre, however, to change the quantity of variable factors of 
product1on rn the shore ru.n. For exa·mple, 1t: will be relatively easy to buy in more 
component pares and raw matertals in t he short run. 

The production function shov,1s the re·larlonship between inputs and output over 
a given t ime per1od. lc tndicates how a given leve,I of output is produced as a result 
of using the varrous factors of production, invo:lved in 1che producclon process. 

fixed factors of production: resource inputs that exist in the short run when 
the quantity of t he factors us,ed cannot be changed, ·e.g. cap~ta l ·equi:pment 

variabJe factors of production: resource inputs that ca.n be vairied in the short 

run. when at least o-ne factor of production is f ixed. e.g . raw matedal:s 

production function: the ratio of inputs to outpl!Jt over a g1iven time period; it 
shows t he resources needed to produce a maxi,mu·m level of output, assuming 
that the ln puts are- u sedi effi dent ly 

Expert tip 
r It is d ifficu It to be precise about just 

how long a period of time the ~short 
run' is; it is simply defined as a period 
of t ime when at lease one factor of 
production i·s fixed. 

111 If II ltcll 11111111111 II II 1111111 It It II II If 11 111 U 11 1111 II II 11111•1111111111111 II 111 11111111 U II II II I r~ 

Revision activity 
-----

Consider why it is important to 
distinguish between the short run and 
t he Jong run in prod uccion. 
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Total product., av@rage product and marginal product 
It is important ·co distinguish between these three different ·cypes of product. Total 
product ls the coca1I oucpuc resulting from the usi2 .of the facrors in the produccion 
process. Average product is the output per unit of the variablle factor, such as 
the output per wor-ker per period of time. This ls also k1nown as productfvity. 
Marginal pr·oduct refers ·co the .addltiona~ or extra oucpu·c that 1s produced as a 
resulc of emp:loying one more variable raccor, such as one more worker. 

total product: the tota1 ourtput produced by the factors of production 

average product: the output per unit of the variable factor. e.g. output per 
worker per p eriiod of time; a:lso referred to as productivity 

marginal product: the additional, output that is produced from, employing. 
anoth·er unit of a variab~e factor. e.g. the extra output from employing an 
addi1tiona,I worker 

Law of diminishing returns or law of variable proportions 
In the shore run, ·che produccfon process involves the combir,acion of f1xed 
and variab1le faccors. Additional unirs of a variablte factor .. such as labour, could 
be e1mployed and combined with a fixed factor of productlon_ such as capital 
equipment. The law of diminishing returns states that, although the total 
output (or coca!, product) is still increasfng, it: will increas,e ar a d1m1nishing 
race~ Thfs ,s because che extra outpu~ r~su.lci1ng from t:he employment: of rhe 
add1tionat worker# wi ll eventually diminish. The law of drminishing returns ls also 
known as the Jaw of variable proportions. 

Expert tip 

It is important to remember that the law of diminishing returns is a concept 
used in analysing the shore run, when one factor of production .. e.g. capital, 
remains fixed. 

Shape of short-run average cost (SRAC) curve 
Flgure 3 shows a number of shon-run average cost curves. Each of these is 
U-shaped and shows the relationship between output and cost on the bas1is 
that capital ,1s fixed ~in che shore run. lf a firm wishes to change output, ic wil I 
have t:o change che amount: of che var1labl@ facco,r be~ng used, such as labour. 
The position of the average cost curves in the short run will! therefore depend 
on the quantity of capttall bef ng used in t he production process - in other 
words, there is a shore-run average cost curve for each leve·I of output. such as 
SRAC1 and S RAC4• 

Expert tip 
1 1 •1111111111111111111111llllllllllllllllllllltllllllllllllllllllll I 

Questions on the different types of 
product ea n often feature in multiple, 
choice questions in Papers 1 and 3, 
so it is important that you are able to 
distinguish dearty between them. 

Now test yourself 

\. 

~ 

4 Explain what is meant by 'average 
produce'. 

Answer on p .. 146 
Tested 

law of diminishing returns; as 
additional units of a vaniable factor, 
such as tabour, are added to a fixed 
factor. such as capitallj the additiona,1 
outp·ut (or margina,~ product) of the 
va ri a b:le factor w i Iii evenitua I ly diminish; 

a I so known as the law of va ria bl.e 
proportions 

fixed c.osts~ the costs of production 
that remain constant at all levels of 
output, includi,ng zero production; e.g. 
rent and 1nterest payments 

variable costs: the costs of 
production that vary w,ith changes in 
output. i.e. the co,st is zero if nothin,g 
1is produced; e.g. the cost of raw 
·materiads and component parts 

ave rage cost: the tot a I cost of 
employ~ng. all. the factor inputs divided 

by the number ,of unirts produced; a,lso 
kn own as average rot ail cost (A TC) 

average fixed cost: the total fixed 
cost of production d iv1ded by the 
number of un~ts produced 

ave rage va ria bi e cost: the tota.l 
varlable cost of production divi1ded by 
the number of uni,ts ,produced 

Types of cost, revenue and profit, and short-run and long-run production G 



01 02 Q.3 04 Output 

Figure 3 Shore.run cost curves Wi'th different levels of capital input 

~-------------------------------------------~•G314191,@14·Dil..._JJ 
The lorig-run production function takes into account the fact that, in the long 
run, a.II factors of production are variable. 

~--------------------------------------------------~•'=t1M1&1U141!1·1 

Shape of long-run average cost (LRAC) curve 
just as the short-run average cosc curve is U-shapect it 1s the same with the 1long­
run average cost curve. Thfs can be seen fn Ffgure 4. As output: increases, there 
is inftia!lly a decrease in the average cost of production and this is shovvn by the 
faliling part of the LRAC ourve. The curve rea,ches its m,iini1mum point at Q* and 
then stares to r1se agai1n, ~ndicating an increase in the average costs of product1on. 

Costs 

Economies 
of sca'le 

Oiseconomres 
of s:c:ale 

O* Output 

Figure 4 Long-run average cost curve, showing economies and dis.economies O'f scale 

The level of output where the tRAC is f irst at its lovvest point is known as the 
minimum efficient scale. 

minimum effident scale: the l'ovvest 
~ eve I of output wlh ere average cost is .at 
the minimum 

~-------------------------------------------------------------CIIIII·•----• 
Returns to scale descrf:be che ralin:ronsh~p between a flrmjs l~el of oucpuc and 
the quantity of inputs needed to produce ft. 

Economies of scale 
tn Figure 4, the lRAC curve is fa lling up to a point when it is at its minimum. 
These decreasing average costs of production resultlng from an increase 'in 
output are known as economies of scale. It ~s possiblle ·co djstingu1sh between 
1nt:erna1, and excernal .economiies of sca,le. 

Internal economies of scale 
IDecreas~ng average costs of production can corme about as a result of a firm 
becoming farger. There are various exampl1es ,of these Internal economies of 
scale,. as can be seen iri Table t 
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returns 10 sea le: the rel a,tlo nsh i p 
lb etween 'the I eve1I of output produced 
lby a f.irm and tlie quantity of inputs 
requi red to produce that output 

e co nom ies of s ca'le: where output 
can be increased using proportion3tely 
fewer in:puts; also known as increasing, 
tetu rns to scale 

int-ernal economies of scale: the 
advantag,es of a firm growing i,n size in 
the form of a reduction i·n the averag,e 
cost of production1 



Ta.bi e 1 Internal economies of scale 

IFinandalr 

Purchasjng 

Managerial 

Technka~ 

M arketirn gi 

Risk b·earin g 

l-airger firms may be abh~ to benefit from neg'otiating a 
foan at a lower rate of ~nteres1 than a sma1Uer firm1 largely 
because fmnantia,11 institu1aons. r-egard them as less of a1 risk. 

lairger ·ffrms are often ab!·e to take aidvantag,e of thei1r size 
by neg1oti1ating 'favourable terms with suppl1iers as a resuh 
of bu l1k buy in g. 

---

As a firm 1incr,ea1ses i1n s~2e, i1s empioym.en1 of manag eirs 
does not usuia Uy need 1o grow .at the same rart.e, and so 
"the cost of manaigement per uni1: of ourtpurt js ~Hcefy' to faU. 
It ~s a,lso 1h e case that ~ arg er flrms can em pi oy sp eci aUst 
managers and this is I Uc:e !y to in creaise the effi de ncy of a 
firrn. 

Economies of increased or large dimensions can 
com,e about rno-re easily in a1 iarg,e firm, redudng costs of 
productjon., e.g. if a finm doubies the s~ze oi conita,ners that 
it uses., it is not likelly to lead to a doubling of the cost. 

A larger firm may be better able to negoti1ate a fower ratei 
e .g. in relat•on to buying advertssing time on teilevis1on. 

A larger firm js likely to be m,ore diversified, spread~ng 
r~sks a,cross a wider range of ma,rkets . This enables average 
costs to be r-educed . For exampJe, diversd,ication wUI lead 
10 more stable a1nd predktabte demand, aind thjs means 
that a fJrm wm not need to keep as mudh stock as before. 
redudng the costs of stookJ1oldFn91. 

External onom1es of scale 
The fal l in the average costs of production of a firm can also be the result of 
external, rather than purely internal; factors. Examples of external economies 
of scale are included ln Tabl:e 2. 

Table 2 External economies of scale 

Concentration 

Spedalised labour 

Knowledge 

If a, number of f~rm1s are Jocated i1n a partkular aire-a1, this 
may ,encourage the deve~opment of spedaUst andHary or 
support ffrm5 1n the ar,ea that supply component parts to 
the f~rms, redudng1 the average costs of 1production. 

A pool of spedalised skmed labour may be avaUable· in a 
partk:ullar a1rea, which alU ffrms in that industry in the· area 
can beneftt from . 

IF~rms ~nan ~ndustry 1may benefjt from, speoia~tst research 
or marketing a.genci,es, arnd so lbe able to reduce 1he costs 
of acqu1irjng1 and us;ng this tnfor1mation. 

Constant returns to scale 
Constant returns to scale indi1cace a srcuation where average .costs remain 
the same even· as che outpuc produced tncreases. In this srrua.cion, a ftrm wil l 
add factors of production ~n the sarme proporcfon so that there are constant 
additions to total' ou.tput. 

r 
constant returns to s c_a,le: where ave ra g,e costs rem a 1 n the same as. the I eve I of 
out,put i:ncreases 

' 

financial economies: a reducti.on in 
ave rage cost as a resu It of a I arg er firm 
being able, for example, to inegotia,te 

:more favourab'le borrowing teirms ·on 
a l:oan 

technical economies: a reduction 
in average cost a,s a result of the 
a p pi i c,atton of advanced tech no I ogy in 
a firm, which bt'\ings .about a greater 
degiree of effi d ency 

risk~bearing economies~ by 
diversi:fying, into different markets, 
the overall pattern of demand is more 
predictable and so a firm1 can save on 
costs, e.g. by redu ci :ng the a mo,u nt of 
stocks heid in reserve 

economies o:f large dimensions: a 
reduction in aiverage cost as a resu It of 
using larger factors of producti,on, e·.g. 
~a,rger corrtainers In the trransportati,on 

process 

diversification: where a firm decides 
to operate in a number of markets to 
spread risk 

Revision activity 

Distinguish between the various types 
of internal economies of scale. 

e xte r.na I economies of seal e: when 
costs of production fa 11 because of 
deve I opm ents o uts·ide a pa rt icul a r firm 

Expert tip 

Whereas internal economies of scale 
involve a movem~n t down a long•run 
a....erage cost curve, external economies 
of s.ca le involve a downward shift of 
the whole long-run average cost 1cu rve. 

• 11 111111 1 111111111111111111111111111111111 1 11111111 11 1111111 11 1111 111111 11 11111 11111111 1 1111111111111 

Expert tip 

CandJdates need to dem onsrrate they 
clearly understand the distinction 
between internal economje.s of scalel 
which relate to a particular firm Ji and 
external ,economies of scale, which 
relate to a much wider aspect. such as 
a whole industry. 

Revision activity 

Consider whe-cher the area in wh id, 
you I ive~ or an are-a with which you are 
familiar, has any particular external 
economies of s,c-ale to a firm located in 
that area. 

Types of cost, revenue and profit, and short-run and long-run production @ 



Diseconomies of scale 
In F1gure 4, the ~ong-run average cost curve, after in1t1al ly falnng, begins t:o rise as 
output ls rn.creased beyond Q*. Thfs 1indicates that there are diseconomtes of 
scale. As with economles of scale,, it is possibh~ to d!scinguish between lncernal 
and externaI disec.ono.m·ies of sca1le. 

Internal diseconomies f seal 
Increasing average costs of production can come about as a firm grows too 
iarge. There are various exa1mpl·es of these Internal d.lseconomles of scalet as 
shown fn Table 3. 

Table 3 Internal diseconomies of scale 

Commun~cadon 

MotNa'don 

Management 

There m1ay be poore·r communjcat1ion in a large firmi 
whkh adversety affects ·effidency. 

There 1may be lower lev,els ·Oi motwat~on in a, large fi1fTI"l1, 
wrth some employees feel•ng1 at1ienated. ThJs maiy lead to 
a greater UkeUhood of ~ndustrial d.-sputes. 
Prob!ems of poor comimunkation and low levels of 
moti1varti1on can llead to dffficu:lrtJi.es in managing a firm 
eff.ectw,e ty. 
larger firms m1ay become less f~ ex~ ble, maid ng i1t more 
difficuh to res.pond to changing market condl1ions. 

External dis.economies o sea.le 
The rise fn che average costs of produccion ·o·f a firm can aliso be the result 
of extern a I, rac her c,h an purely i m:er n a I, fac ro rs. l=xam p I es of externa I 
diseconomles of scale are i.nduded in Table 4. 

Table 4 External diseconom ies of scale 

Competi1Uon for ~ np ut s 

Congestion 

The inaeas,e ~n the si1ze of firms~ .and i1nde-ed the 
whole ;ndustry, can lead t,o greater ·competjt,on 
for a hmited nUJmber of productive jnputs and. as 
a resu~t. the cost of these inpuits may ~ncreatSe. for 
examplle1 there could be an increase in the cost of' 
Jabour or land. 

tf a number of firms tend 10 be I oca~·ed j n a 
pairtkular area, thiis can ~ead to greater congesbon, 
redudng the eff~dency aind ,effect~veness of the 
transport system and l,eading to an increa,s)e ~n costs. 

Marginal cos.t and average cost 

d isec:onomies of scal.e~ where the 
same· proportional increase in productive 
fa et ors g 1ves rise to decreasing 
add:iti ons to tota 1I output; also known as 
decreasing returns to seal e 

internal dh;economies of scale: the 

disadvantages of a firm grow1ng in srze, 
resuN:i1n g in a 11 i n·crease· in the ave rage 
cost of production 

Revision activity 
Consider pos..si ble reasons why a firm 
should not grow too large. 

externa I d ise c.on o m ies of sea le: when 
costs of p:roduction ·rise because of 
developments o utsrd e a part icuila r f f rm 

Now te.st yourself 

S Explain the difference between an 
internal economy of scale and an 
external diseconomy of scale. 

Answer on p. 146 
Tested 
---

Revised 

ilt 1s 1m porcanc to d1st1nguish dearly berweeri average cost and marginal cost. 
Average cosc ·is the total cosc of producing soimet'hing driviided by t:11e nu.mber ·Of l 
un fts that are bef ng produced. Marginal cost f s the add[ tio n to the total cost of 

marginal cost the additional cost of 
producing an extra unit of a product 

producing one additional un~t and can be calculated by divf-ding the change in 
tota,I cosi by eh e· c 1h ange in output. 

iln dragrams. the marginal cost curve wil l a,lways cross the average ,cost cur,1e at 
the latter's lowest poj,nt. When rmarg,inal cost is l1@ss than average cost_ av@rag@ 
cost willl be faHing; when marg1nal cost is more than ave:rage cost, average cost 
wii'I I be ri s rng. 

Now test yourself 
----------

6 Distingui·sh between marginal cost 
and average cosc. 

Answer on p. 146 
Tested 

- - -- -
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~~----------------------------------C•il(§ILl@lil·l(_-_I_. 
llc ~s 1mporcanc co dis'cinguish between the different forms O'f revenue. ,Margin al 
revenue refers co the addh: fonal rev~nuE? received when one rmore unlt of a 
product is sold. Average revenue indi:cates the total revenue obtained from 
selfing a produ,ct divided by the number of un1its so1d. Total revenue refers to 
the money received frorm the sales or a produce. 

marginal revenue: the extra revenue obtaiined from the sale of an additional 
unit of a product 

average revenue~ the t otal ra,enue obtained from sal,es divided by the number 

of units sold 

total revenue; the total amount of income received from sa~es of a product 
calcul·ated as the nu,mber of units sold m,ultip:lied by the price of each ,unit 

Elasticity and marginal,. average and total revenue 
Ffgure S shows the relationship between pr~ce elasticity of demand and marginal 
revenue; average revenue and total revenue for a dovvnward-sfoping demand 
curve. li'f the demand curve is perfecdy elasctc, chen marginal revenue ~s equal 
co prjce. If, however, t here is a downward-sloping demand curv~ it means t har: 
rmarglnal revenue fs less than prfce. This is because price has to be reduced 
for aH products to se ll just one more product. Average revenue is in fact the 
downward .. s!oping demand curve. Toca'I revenue is rising when demand is elascrc. 
ac lts maxrmu'm, when ·chere is un~ta,ry el1ascic dem,and, and fa l!Jrig when dem,and 
is in elastrc. 

Pric.e 
A 

Q Quantity 

Figure 5 Elasticity and total revenue 

~---------------------------------------------------------------------4•m&m·~11,1111-mfL~J~ 
k ~s generalliy assumed that the m,ain objective of a firm ~s to maximise its profit. 
Profit 1,s defined .a.s the dffference becween che total revenue received by a 
f irm and the t:ot;,I costs fnvolved i1n producing w hat ts sold - in other words, 
1it is equa,I to total revenue minus totall costs. Pro1flt maximisation is achileved 
where 1marginal cost i·s equal to margina'I revenue. 

il'c is ~mport:anc, however, co. d lsringuish becwe~n normal profit and abnormal 
pr,oflt. 

Normal profit 
Normal profit refers to the amount of profit that needs to be made by a Ar,m 
to scay 1n a parctcular market. It: fs actually fnduded in the average ,cosc curve of 
a firm. 

Abnormal or supernormal profit 
A firm may, however; wish to m,ake a profit that is above normal profit. Thls leve~ 
of profit over and above normal profit is knO\Nn as abnormal (or supernorma:I) 
profit 

Economist·s and accountant·s definitions of profit 
The economist's defin,itJ.on of normal profit ijnC'ludes w1th1in rt a race of return 
chat: is inesded for che firm t:.o remafn ,In chac pan:rcular m·arket or •ndust:ry. An 
accountant, however, takes a d'ifferent view,. pointing out that this assumed rate 
of return cannot be formaUy and expiiclt:ly identified in the accounts of a firm. 

An acc,ountam: 1is concerned w~ch the actual figures that are produced by a 
firm as a result of its various tradfng actlvitles. An econom1st, o n the other 

profit: the difference between total 
rev en u,e and -tot a I costs 

profit maximisation~ the sit uat ion 
where ma,rg in.a~ cost is equal1 to 
ma rg,i n a I revenue 

norm a I p refit the I eve I of profit that 
a. firm, requiires to keep operating 1in the 

'industry 

a b no rma I prof it: the l:evel of p rofrt 
over and above norm al prof it; a I so 
known a,s supernormal profit 

breakeven point the 1evel of output 
at whJch a fiir1m i1s making neither a loss 
nor a1 prof it 

Expert tip 
- ----- -- -

Candidates need to be able co clearly 
distinguish between normal profit and 
abnormal/supernormal profit. 

• " 10 It ,I," I, o, ,j , I J, It U , H ,I ( , ,. • • , 1 1 , U, HU , I I, O," , I h, I, •I ol ,I I, i," I ,, ,j I. lo I I ol I , , 0 I " , I , I lo 1 

Types of cost, revenue and profit, and short-run and long-run production e 



hand, is prepared to buUd into the1r assumptions t hat a firm wil l need to n1ake 
a certajn profit that is ;ust enough co keep it in its present line of busrn.ess. For 
an accoun,:an~ che face chat: ic is lm,possfble co, say prec~sely whac t he size of chis 
normal profit needs to be 1s sufficient for such a f igure not be included in any 
accountfng data. 

Now test yourself -

7 Disringuish berween normal profit and abnormal (or supernormal) profit. 

Answer on p. 146 

Different market structures 
ilt ~s important to distinguish between the d1ifferent types of 1market structure 
that can occur in an economy. There are four main markec structures: 
• perfect coimpet:ition 
• ' monopoHstic competition 

• oligopo,ly 
• monopoly 

Expert tip 
lllllllltllllllllltltll ll lllllllllJllllllllllllllllllll:11111111111 1, 

Candidate-s need to be aware of 
the fact tha.t an economist and an 
accountant will consider profit from 
different points of view. 

. . 
• II II II II I It II II II II II II II I II II II II II It II It I II II II II II tl II II I II fl II II II It II I II II II II II II II II I It II II I~ 

, Tested 

~-------------------------------------------------------IH4fikil • 
The market structure ·Of perfect ,competition is based on a number of 
assumptions, whi1ch include the following: 
e, There are many buyers and seHers. 
• The buyers and sellers are price takers - that ls, they just have to accept the 

pri·ce that: prevat~s in rhe markec and are unable co i:nfluence le 1n any way. 
• There r.s perfec1c !know1ledge a.mor1g producers and consumers, so the buyers 

and sel'lers know which products are for sale and at what price. 
• The product is homogeneous, so t here is no possi1bmty of product 

differen(iation. 
• There are no harriers to entry or ,exit, so firms can enter or leave the 

industry in the long run, if they so wish. 
• There ~s perfect factor mobility in the long run. 
• There are no ·cransport cost:s. 
• Aill producers have access to che sarme ·cechrnology. 
• Each1 firm1 fac.es a perfectly e!lasc~c demand curve ·for its produce (aJchough 

the demand ,curve for rhe whoh2 rndu.srry i,s downward slopi11g from left: to 
right). 

• Firms aim to maxfmise profits. 
e, Only normal proAt can be earned in the long run. 

11n rhe shore run, a firm could make a.bnorma11/supernorma11 profits, norma'I 
profits or subnormal profits (that fs, losses). If it were unable to cover lts short­
run average variable cost~ .it would need to ex,t from the market. 

Figure 6 shows the equHibrrum situation of a firm in perfect competit,ion chat is 
maki:ng abnonmal/supernormal1 proflts. The profft maxi1misation posltion,. where 
M:C equaJs MR,. fs at output Q but at th,is point the prk@ irS shown by P and 
the average cost by AC. At thts point, AR ~s greater t han AC and thts exp!aiins 
the exiscence of abnormal/supernormal profits in the shore run, shown by the 
shaded area. 

,perfect conipeti,tion: a market or 
1industry cons~stin.g of rmany virtuallly 
riden,ti cal fkm s which al I, accept the 
market p r1i G@ in th@ industry 

battiets to exit and entry: varirous 
o bstad es that 1m ake it very diffi cu,lt. 
or imposs,ible, for new fiirms. to exit 
or enter an i nd ust ry, e.g . t ech ni ea I 
economJes of scale 

Price 

AC 

0 Output per period 

Figure 6 The firm in shorr--run supply 
equilibrium 
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iln t he 11arig run) if a firm makes abnorma.Vsupernorma~ profits, new firms wil l be 
attracted Into the industry. lit how.ever. a Arm makes subnormal profits (that is, 
where AC is greater than AR)I it wiill decide to leave the 1induscry. As a resulc of 
such changes, only norma'I profics w•l'I be made by t:he. firms in t:he [ndust:ry in 
the long run. 

Fi1gure 7 shows the equiliibrium situacion of nrms in perfect competition tn the 
,ong nun. AR 1is equal co AC at a prilce of P* and a. quant:lcy of ,Q* and so only 
norm a I profits are made. 

Perfect competition rs very much a theoretical model of the behaviour of firms. 
based on a inum ber of assum,ptions. It: has che,refore been crit:fclsed for berng 
unr~aHstic, buc iris srill useful as a modell of econam:ic behaviour. 

Expert tip 

It would be easy for candidates to dismiss the theory of perfect competition for 
being unrealistic, but the theory is important in providing a benchmark against 
which to consider other theories of market structures. i 

: 

'Price MC 

AC 

Output 

Figure 7 Long.run eq ui Ii bri um under 
perfect competition 

Revision activity 
-- ---

How use·fu I do you think the market 
structure of perfect competition is? 

• •• U •• 111 U" H UUh ... 01111 .. ,,11111 llh HH 11.tl Ht.l• H IIOUUUIHUU llll h U , 01111 .. II ......... 01111,,u Ill H Uh U U ••• U •• •• H ......... It ••UIIUIIIUUhUll li ,l l oU lo II UH HU 111 lo,lll II IIU ., • .1.' 

Now test yourself Test ,ed 

8 Distinguish between the profits n1ade in the short run and in rhe long run in perfect competition. 

Answer on p .. 146 

~~-------------------------------------------------... ~m,m;1~,1i&l·ll[~--1, 
The general term 'imperfect competfti,onJ refers to m,0nopol1sdc c:ompetftron, 
oligopoly and monopoly. 

Monopolistic competition 
The market structure of monopoUstlc competition is based on a number of 
assumptions, wh~ch i1nclude t he follow~ng: 

• The re a re a I arge number of firms. 
• Produces are dtfferenttated ·- chey are not ho·mogeneous. 
• Each firm faces a. demand curve that is downward sloping from Jefc to r1ght. 

• Demand for a product: is relac[vel1y pr~ce elastic, but not perFecdy elascrc. 
• Great use 1is made of advertising brand irmages co build up brand lloyal 1cy. 
• There are no barriers co entry and exit, so firms. can encer or leave ·ch,e 

industry in the lor1g run, if they so wish. 

• Firms aim to maximise proflcs. 
• Only normal profits can be earr1ed ln t he long run. 

\ 

\ 

imperfect competition: a market 
which lacks some" or all. of the feat1:.n:es 
of p erf.ect comp et it ion 

monopolistic cornpetition: a, market 
or industry where there is competitiion 
betweem a large number of f irm,s. which 
produce products that a.r·e simrilair but 
d i,fferenti ated. usu a II y th ro u:gh the use 
of brand images 

lln the shore run, a Arm could m.ake abnormal/supernormal profi~, normal Price 

profits or subnormal profits. As there are few barriers co encry or exi·c, ch~s wUI 
enab:le firms to leave or enter the i:ndustry in response to t hese profits. 

flgure 8 shows the equililbrium sftuation of a firm rn monop0Hst1c 
competit ion chat is making abnormal/supernormal profits. The profit: 
1maxim1sarion posiclon, where MC equals MR,, is at: outpL.11.: Q and prrce P. AR rs 
above AC and so the firrm is making abnormal profits, shown by the shaded 
area. 

11n che l.ong run, if a firm makes abnormail/supernormat proAt:s, new fi rms will 
be attracted fnto the rndusny. If, however)' a firm makes subno rmal profits -
that is, where AC is greater than Alt ft will dedde to leave the industry. As a 
resuh: of such ohanges, only norma~ profits wil1 be made by che firms in the 
industry in ·che long run. 

Q Output 

Figure 8 Short•run equilibrium under 
monopolistic competition 
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Frgure 9 shows the equil'lbri um sit uation of firms in monopollsti·c cO'mpetition in f. 

the long run. AR (or D) is equal to AC at a price of Panda quantity of Q~ and so 
onl1y normal profics are made. 

Monopolist fc ·cormpetftion ~s generally regarded as a more real~stic model of 
the behaviour of firms because rt is often t he case that there is a great deal1 of 
competition between firms that are se lling products that are simi,larl but not 
identical. 

Oligopoly 
The market structure of oHg·opoly ls based on a number of assun-1ptions, whrch 
indude the fo'ltowing; 
• There are a s·mall .number of firmis. (,If there are on ly two firms, it i,s ca lled a 

duopoly.) 

• There are dfifferentiated products. 
• Great use ls made of .advertising brand images to buird up brand ·loyalty. 
• Barriers to entry make it dirfficult for new .entrants to enter the 1ma:nket. 

• Firms can make abnormal/supernormal pro·flts in the long run, as well as the 
short .run. 

• There could be a mixture of price makers and price takers. 
• The ffrims are interdependent. 
• There could be a degree of collusron between fir1ms opE?racrng i1n a carte'! 

(see bel1ow). 
• There i·s a krnked demand curve. 
• There is a great deal of pr~ce stabflity/rig,idity, 

There a.re usually on ly a few large firms in an oligopol:fst:ic mark'2c struccure - in 
other words, t he concentration ratio of t he ·largesc firms ls usuaJly very high. 

o ligopoly: a market or ,industry in which there are a few targe f i·rms com,petir~g 
with ea eh other 

concentration ratio·: the percentage of a :market controlled by a g,iven number 
of firms_ e.g. the ftve largest f irms i1n an1 industry might control 8,0% o'f the 
output of the indust1ry 

An imporcant: d iscinct:ive feature of ollgopo~y is che exfstence of a kinked 
demand curve. This results from t he fact that firms in an ol1igop0Jist1c ,market 
structure try to antidpate the reacttons of rival firm,s to their actions. 

le is assum,ed chac if an oligopoliscrc firm increases lcs price, o·cher firms in t:he 
1market willl not fo!Hovv and so demand above the kink is e~astic. llt can also be 

assumed that if an oHgopol istic firm reduces its prrce, other firm,s fn the market 
wfll foUow a:nd so demand below the kfnk is inelastic. 

F~gure 10 shows the equili,brium, situation of ollgopolistrc Arms. The profit 
maxf,misatlon position; where M'C equals MR is at output ,Q* and prrce P,.,.. Above 
the kink (Le. to t he left of Q'II), demand is elastfc: below the kink (f.e. to the right 
of {t'), demand is tnela.scic. ~t should be noted that che marginal .revenue Une is 
d1sconti:nuous, shown by ·the dot:t:ed li'ne b@tween MC1 and MC0. 

-----------

Now test yourself 

9 Explain what is meant by a ~kinked demand curve' in oligopoly. 

Answer on p. 146 

MC 

p 

D(AR) 

Q* Output 

Figure 9 Long-run equilibrium under 
monopolistic competition 

Expert tip 
- -

In some quescions which r:equire 
candidates to compare monopolistic 
competition and monopoty, ic is not 
aJways clear when a candidate is 
referring to mon opol isri c co mpetirion 
and when they are referring. to 
monopoly. It is important that 
candidates clearly indicate which 
market st ru ctu re. they ate referring to 
throu1hout their answer. 

Revision activity 

Distinguish between the market 
structures of perfect corn petition and 
mo n opal istic co mpet it ion. 

Price 

D(AR) 

Q* Quantity 

Figur-e 1 o The kinked demand curve 

Tested 
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Another important distinctive feature of olrgopoly 1is ·chat Arms may sometimes 
act together~ chat is, there mfght be coUuslon between two or more firm1s, 
such as eh rough price agreements, giviing rise ro che exiscence of a cartel. 

OHgopo]y can sometimes also glve rise to predatory pricing. This is where 
a firm charges a prke that is ~ower than those of co1mpetitors in a deliberate 
attempr co force other f1rms out of the industry. 

Olrgopoly is generally regard~d as a reasonably reallstlc model of the behaviour 
of firms, but it is more cOimplex than the other market models because there are 
many ways in which firms 1n such a market may interact with each other. 

Monopoly 
The market struccure of monopoly is based on a number of assumptions,. 
which i ndude che following: 
• There [s one firm in an i1ndustry - chat is, Just one sfngl1e seiler. 
• LegaHy, a 1monopoly can also be defined In terims of a per,centage of market 

share - for example, in the UK this 1s 25%. 

• The monopol'y is a price maker. 
• There are no substttutes for the product. 
• Barriers to entry make it virtually impossible for new Arms to enter the 

market. 
• Abnormal'/supernormal profits can exist in both the short run and ·the 

long run. 
e, The den1:and for the firm1s product is also t:he market or industry demand, 

so the de·mand curve is downward sloprng from teft to right. 

• Marginal revenue is always less than average revenue. 

pri'ce agreement: w here fiirms tn an 
oligopolistk 1marke1: agree to fix prices 
lb etween them selves 

cartel: where a n'Umber of fl-rms agree 
to c-oHude. i.e. work together. such as 
by :limriting output to keep prices higher 
than wo u1ld be· the ease if there were 
corn pet Jt,ion between them 

predatory pricing: where a market 
lleader reduces prices 1in a deliberate 
attempt to force other fLrms out of a 
1market 

Revision activi~y-

I 

Outline the main characteristics of 
oligopoly. 

monopoly; a market or industry where 
there is. a single firm which controts the 
sup pJy of the produ c:t 

• The firm a~ms to maximise profits. 
Price 

A particular feature of monopoly is high barriers to exit and encry, whfch 
1makf21t very difficult for new Firms to ex1t or ~ncer an industry. 1For example, 
where a firm [s b·@nefi.tilng frorn technical ·@Conom!es of scale, rt may be 
dffficult for a new firm to enter the indllstry because its average costs of 
product~on wHI be much h,igher. Another reason might be because a fir1m 
already has legal control of producci.on of a produce through a pacenc. An 
examprle of a barrier to exit: Is where a firm has a.lready i1nvested heavi1ly in 

capital equ~pment and would be reluctant just to ·write off' this expenditure 

AC 

Output 
Frgure 11 shows che equilibri1um situation of a monopoHstic rirm. Tlhe profic 
maxlmlsation posit::fon, where MC is equall to MR, is at price P* and quantity 
Q·. Abnormal/supernormal profits a.re being made,. but because of the 
existence of barriers to entry, it ls impossib:le for new firms to enter the 1mar:ket. 
As a result, these profits can exis,c ~n the long run as wel1I as the shore run. 

Figure 11 Profit maximisation and monopoly 

A mionopoly is genera.'lly regarded as a market structure that has disadvantages 
for the consumer,. bu.t this need not a'lways be the case, as in the case of a 
natura I mo n opo1y. 

Natural monopoly 
A natural monopoly exists where a single supplier has a very signif~cant 
cost advantage as a resu'lt of being in a :monopoJy sltuacion. llf there were 
competit,ion, with other producers in the market, the costs of productfon wo·uld 
actual'ly ~ncrease. In such a s1tuation, the monopo,ly can be described as natural 
'because it: avotds the extra costs cil1a·c would come about as ·che result o·f a 
duplicatfon of resou~ces. 

tit may well be the case in a natura1I monopoty that one firm1 will have suffident 
ec,onom·ies of scale to sacisfy market demand more effi.cien'Clry than tW·O or more 
f:inms. 

natural mono.poly: a situatron where 
average cost w~II be 1low,er with just 
one pirovid·er, avoiding the wa,steful 
du p lk.ati on of resources 
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Expert tip 
nu11111111 11 1:111111111111111111111111n111111111111111111111111111111n111111111:11111111111111111111111111111111n111111111111111nr1 , 1111111111111111 1 11111111111111 1 

In exam inat ion quest ions on mono poly, especial! y those which require 
candidates to discuss or evaluate a monopoly market, it is important to include 
both the potential advantages and the possible disadvantages of monopoly 
before coming to a conclusion. 

Revision activity 

Do you think that a monopoly is always 
bad? Explain your reasoni n,g. 

~~-----------------------------------------------------,•18.~1iti14~·~•L~· 
Table 5 summarises the 'ma1n disti:nguishing features of the four types of market 
scruccure. 

Table 5 Different market structures 

Many Dom,inaited ~y a few One 

Nio1 re s1rri cted No1 res1dcted Some barn ers to entry H1 glh barriers to entry 

None Some Some P rmce maker. subj e,ct to the 
dermand ourve 

Homo g:eneous Differentiated Varied No dose substitutes 

C auUflowers Fast~food outlets Cars PC o,perat,n 91 systems 

Travel ag,ents Mob~le phones local warter supply 

~---------------------------4•mA1@11,mt1id•~J• 
The idea of contestable markets fs based o n a number of assumptions, 
including the fo,llowi,ng: 

• There a re no barriers to entry; entry in to an industry is re latively easy. 
• Firms already in the market contin uaily face the threat of conri petit iort 

• This pu'cs pressure on the firrm,s to be efficient. 
• Abnormal profits are made fn the short run, but only normal profits are 

made 1,n che long run. 
• There are degrees of con:tes·cabi lity; a perfeccly con,cescab1le market 

wrn have no sunk c,osts - costs eh.at a firm paid when it entered che 
ma rket, and which are non-recoverable when i't leaves, such as research 
and development. 

The key feacur~ of a com:est:ab'IE? matk~c ls 'Chat: because 1ic is relat:~vel'y 
easy fo r a new fln111 to enter a market_ the e:xJstfng firms in t he market are 
continual1ly influenced by the threat of the poss1b1le entry of such fir:ms, 
1makh1g them behave as 1f t hese potenttal firms were actuall y already 
opt?ra:cing tn crhe markec. 

Now test yourself 

1 o What is meant by a · contestable market'? 

Answer on p. 146 

co·ntestab le market: a situation 
where it may be rela11.:ively easy for new 
entrants to enter a market or industry; 
the ,effect of this is that ex,isting fir,ms in 
an industry face the threat of new f,irms 
comin.g, into the industry and increasing 
the degree of co m p-etitio n 

sunk costs: costs wh i eh we re pai'd 
when a f irm entered a ma,rket and are 
non-recoverable when it lea,ves, e.g. for 
research and d'evelo1pmen,t 

Expert tip 
- ~--~ 

It is important that candidates clearly 
understand that in a contestable 
market, it is not so much the entry 
of new firms into a market that is 
im po rcanr but the threat of such entry . 

... ....................................................................................... .. ......... 

Tested 

~--------------------------------------------------------·D31fihli41·1·LJI 
The concentratfon rat io, which has already been referred to 1rn the context of 
oHgopoly, shO\hts the percentage of a partrcu'lar market that 1s accounted for by 
a certain nu,mber of firm.s. For example, it 1may weU be that f:our or five firms in a 
pan:tcu:lar ~nduscry have an 80% share of a market: becween chem. 
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Growth and survival of f irms 

~1~~------------------------------------------------11iffj~lll$l·I~ ............. • 
Desp~te the potential advantages of econom1es of scale,. smal"I firm:s cont[nue to 
exist in many ,economies. The reasons for therr contfnu.ed survival lndude the 
f0Haw1ng: 

• The size of che market fs small. 
• The flrm 1may be ~n a very spedtic n 1che market. 
• The firm ls provfding custom,ers w1th a service that requires personal 

attention. 
• The firm may have oniy just started and so fs rel!at~ve'ly small at present. 
• The owners of the firm prefer it to remain small I. 
• Small fir,ms may irece1ve specific financial support from government. 
• Small fir1ms may be more flextble in responding to changes in demand. 
• Small firms may be more innovative and pJoneerfng. 
• The small firm may not be able to grow because of d1fficuilties 1n raising the 

necessary finance. 
• In. some ~industries, there has been an lncrease in 1:he process of 1contraccing 

out1 and small firms 1may benefit from thfs. 
• A s:malll fJrm may be more efffdent - for examplre_ its ~abour relat1ons and 

leve~s of motivation 1may be better than rn a large firm. 

~ ~--------------------------------------------------------~11i~i~1~1A1·••---• 
Internal and external growth 
The internal growth of a firm c,omes about as a result of a firm increasing in size 
through producl:ng and selliing more products; the excent of th is gr,owth can be 
1m~asured by volume of sales, sales rev@nue (curnov~r), t:he numb~r of employees, 
market share and the size of profits. 

The external1 growth of a firm ,comes about as a result of a mergerf cakeover or 
acqufsit:ron w'here cwo or more fiir,ms comblne c,ogether - a process known as 
Integration. A merger is where firms comb1ne as a resutc of mutual agreement,. 
whereas a takeover or acquis1t ion usuall'y involves some form of hostHe bid by 
one firm for another. 

Reasons for growth of firms 
The reasons for che growch of flrms include the following: 

• to take adva.n·cage of possible economies of sca~e, leading co a decrease in che 
coses of production of a ffrm 

• to be stronger and therefore safer from a hos·cile takeover or merger proposal. 
(in the case of a firm, becom ing larger through tnterna.l growth) 

• to take advantage of opportunities to gain fr-o.m a larger market share, su.ch 
as through greater profitability 

• a poss,i bie desire of owners and/or managers to expand 

,.,,_, 
Horizontal integration 
Q,ne form of excernall grow·ch is horizontal Integration. This ls where cwo or 
.mor~ firms ac the same stage of che producciorl proc~ss jol,n t:og@t:h9r, such as 
two banks or two car man uracturing com1panfes. 

l 
integration: the process whereby two 
or more firms cume together through a 
takeover, merger or acquisition 

horizontal integration: where f irms 
at the same stage of production merge 
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Vertical integration 
Another form of .external growth is vertical lntegrat•on. This is where two 

or more firms ac different stages of the production process joi,n together. ~f 
thts ls going back to an earlier stage in t he producti.on process, such as a tyre­

producing country taking over rubber plantati:ons. this is known: as bar.kward 
vertical integration. l1f it is gofng forward to .a later stage in the produccron 
process, such as a car producer taking over a ,chain o:fi pecrol stations and garages 
to act as d1stributors of the vehicles, this is known as forward v.ertical jntegration. 

Diversification and conglomerate integration 
Both horizonta.l and vertical integration (whether backward or forward) involve 
mergers of firms operating in the same market. In contrast, conglomerate 
Integration is where two or more firms join together even though rchey a:re 
operating in em:irely d1fferent: markecs ·chat do not have any retationshlp with 
each other. Although this may appear ill ogical~ it has the benefit of spreadlng 
risks f n different markets through t he process of dlverslficaUon. For exam1ple, 
the brewing co,mpany Guinness divers·ified rn·co pubHshing. producrng the 
Guinness Book of Records am,ong other cities. 

Expert tip 
- - -- -

; 

In examination questions on integracion., candidates often wrire abour 
horizontal and vertical integration only, making no reference at al I to 
congJomerate int-egfation. Candidates should consider all three types of 
integration in their answers. Conglomerate integration has the advantage of 
offering diversification, and this spreading of risks in different markets can be of 
fundamental importance to a large number of firms. . 

I II U fl tl 111 fl 1111111111111 It 11111111 It I 1111 1111 II 1111 t II II 1111 II 111111111 It If II II U.11111 II fl 1111111 fl II II 11111111111 II 1111 II II 11111ItIIII111111111111111 It If I tl II It 1111 II flt 1111 tl tl 1111111II11111111111• I ., .. 

Mergers and cartels 
!Integration can come about as a result of a merger of two or more firms. Such 
1mergers can give r~se to horizom:al, vertical or ,cong.lo,merat:e integration. 

Carte~s have already been referred to in the context of o~igopoly. This irs a 
situation where a group of firms do not merge, but agree to limit: output to keep 
prices higher chan they wou'.ld ocherwlse be if 1there was compeci,cion becween 
che fi rms. 

\. 

ve rt ica I integration; w h·ere a firm 
joi,ns wrth another flrm at an earliier 
stage of t he production process 

(backward vertica l integrati·on) ,or a 
11ater stage of the p,roduction process 
(forward vert1cal integration) 

conglomerate integration: a merger 
b etvJeen, iii rms wh i eh a re op er ati n g i,n 
completely different markets rather 
than in different stages of the same 
1market 

d iversification: where a f irm decides 
to operate in a number of markets to 
spread risk 

No·w test yourself 

11 Di·sringuish between backward and 
forward vertical integration. 

Answer on p. 146 
----~ -

Tested 

Revision activity 

Distinguish between the different 
types of integration thac can exist in an 
economy. 

merger! where two or more firms 
come tog.ether under one ma nag em e nt 

Differing objectives of a f irm 

~-------------------------------------------------------144iB¥1 
Profit maximisacion has traditionally been regarded as the ,ma1n ob}ectfve of 
a ffrm,. Th~ disrincc[ot1 b~t:ween no.rmal and abnormal profit: has a.1lready been 
referred to tn th is unirt. The relation between el,asticity and revenue was referred 

corn Unit 2. 

~•Jl~~----------------------------------------------,•~4141'1t1i#i·ilL__J. 
It is neces.sary, however, t:o consider that a firm may have other objectives. These 
are set Ollt fnr Table 6. 
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Ta.bi e 6 Other objectives of a firm 

Model I Explanation 

SaUsfioing Where there ,s a djst•nctjon between ownership 
andl cointrot managers may just want to deal in an 
appropr1iate manner with aU of the stakeho~ders 
~nvo~ved ~n a firm, so that aU stakeh~~ders are 
satisfied. 11n such a situation, satisfactory proi1ts, 
rather than maxirm1um profits, rm,ay be the a,irm. 

Rewnue 1maximisa,t1on Tihis ,s likely to be the objective where the salairies 
of rmana gers. a r·e U nke d t,o revenue ratherr than to 
profits. 

Sales m a~i mi s ati10 n In thks situa1t~on, manag@rs .aim to maxim r se the 
vo1lum1e ,of sales rather than the revenue re-suhing 
from such sales. 

Growth maXlimisation This r,efers to a1 situat~on where m,anag·ers amm1 to 
~ncrease· the size of the firm because ih~s wm make 
mt less vulnerable to a taikeover or merger and rt is 
possible that saiar,es of managers. ma1y be liinkedl to 
the s~:ze of a frnr1. 

Surv~va~ An obj,e-ctive of a f\irrn .. particularly in 'the first few 
years of 1its existence_, may simp~ be· to survive. This 
j s esp e Cfal ty the case in those rna rk:ets where fj rms do 
no1 tend 10 survw·e for very llong. 

Strategk obJective A firm may establish its objectives wtthin a broad 
s-irategtc approachr, such as iln relatjon to tcorporate 
so cia~ responsib Uity' and the ajm to op·erate with out 
causing any environmenta1i prob~ems. Game 1theory 
arlso offers scope for f1 rms 10 be have in a1 strateg~ c way. 

Now test yourself 

12 Identify other possible objectives of a firm apart from profit maximisation. 

Answer on p. 146 

satisfking: when the objective of a 
~irm i,s to produce a ,level of profits 
tlhat is satisfactory to stakehoJders. e.g. 
shareholders and managers 

revenue maximisation: when the 
obJective of a fir:m Is to maxi:mise the 
total revenue, rather than the profits of 
a firm1 

sales maxi mi satio n! when the 
obj,ect~ve .of a firm is to maximise the 
volum1e of sal.es 

Expert tip 

In examination questions on the 
objectives o·f a firm, candidates need 
to remember not to write exclusive1y 
on profit maximisation, but also to 
consider other possible objectives of 
a firm. 

Revision activity 

Research a firm with which you a re 
familiar. Outline its main objectives. 

Tested 

~~1-------------------------------------------------4•mBm@11lm.ft-!4·111(L~J• 
The dist1nctfon between the ownership and the control of a fir1m has akeady 
been referred to and it is lmportant t,o take into account the divorce of 
owne.rs l1fp from cont:r.oL The shareholders may own a firm, but they wrll not be 
~n day-to-day control of rt. 

This gives rise to the principal-agent problem. The principal, is the owner 
and he or she will hire an agent - ·chat is, a 1manager - co run ·che firm on an 
everyday basis. ThE? problem is rhac t:he agent may not run ·che firm in exaccly 
the way that the prlndpal would Jike For exampte, the princtpa:11 may have the 
objective of profit maximisat~on but the agenc may have the objective of sa11ary 
maxim,lsat~on. 

Oltgopo,y has akeady been referred to in t his unit and the kinked demand curve 
is an example of how the behaviour of frrms ,can be analysed when there fs no 
collusion between chem. 

The prisoner's dilemma (s a game theory idea, based on the sttuation of two 
prtsoners who must dedde whether to confess, withouc knowing whether the 
other wm confess or noc, and where a confessl.on carries the poss~bl:Hcy of a \ 

·pri·ndpal-agem problem= the 
problem that c.an occur as a result of 
the· different obj,ectives o,f an owner 
(i.e. the principal.) and a manager (i.e. 
the agent) 

pri'soner's dilemma:~ situation where 
two prisoners must decide whether to 
confess, wirt:11 out ~n ow1i,ng whether the 
other w i U confess or not 
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!lighter punishment. This is si1m1lar to ain economic siituation where two firms 
exist in a market- that i,s,. there is a duopo,ly. 

The two p1layer pay-off matrix ~s another example of a behavloural a1nalys1is 
approach to the dec~s1ion making of a f irm. The actual' outcomre willl depend on 
whether two firms can trust each other. A Nash equiUbrium occurs in ga·me 
theory when no particular f1rm can timprove its posicioin, given the strategy 
of the oth@r firms. It ts an equrlibri um posrc~on because no one fi:rmr has an 
incentive to change'" 

~~-----------------------------------------,·~¥141i1k1i·111•-~--
llt is 1mportanc to d1stinguish between a firm and an industry. A firm is a 
d1stlncc organisation that i,s owned separately ·Arom any or::her organisation. In 
a firm, an ~ncrepreneur wm brfng tog@cher faccors of produccfon ln ,ord9r t:o 
produce partlc ular products. An industry, on the other hand, involves a number 
of firms which produce broadly sirnHar products. 

Expert tip 

Candidates often confuse the terms "firm' and "industry'" making it difficult 
sometimes for examiners co follow the logic of a candidate"s answer. It is 
important that you dearly under'Sitand the difference between 'one fi'rm' and •a 
number of firms opera.ting in an industry or market' . 

•••• 11111u,, ,i ........... 1111 .. ,i , Ii , ll,l, 111111 , ,,1111 , li,l,IIHhiol,,,i,,i,I,,, ,,,1111 .. ,1,li,11, I, ................... . . IO ,1111 .. ,i , li,111 1,,illllH,i,,i,li,h lo llll,, , 11 ,i,l i , I,""' 11 lludollo I, "' 

Price d iscrimination 
Prl,ce discrimination occurs when different prices are charged to dffferent: 
cuscom.ers. Th ~s ca:n happen where t here are different price elastioit1es of 
demar,d and where th·@ di:fferences in pr1ce are not a reflection of differe11ces 1n 
the costs of production. 

Pnce dfscrim fl natfon is poss1b.le in a sft:uat:jon of monopoly w here t:h~ firm 1s 
abl.e to keep different markets separate.. This separation could invo1lve different 
geograph ica1I reg1ons, different t imes of the day o,r different .ages. 

Expert tip 

A common error in examination ans.wer-s on this part of the syllabus is to 
assume that differences in price exist because of differences in cost. The key 
poinr to emphasise in answers to questions about price discrimination is that 
the price differences do not reflect differences in con. 

Limit pricing 
Limit pricing refers to a situation where a price is se1ected bellow the profit­
maxim,isjng price. A f1rm 1may decide to price i1n this way to discourage new firms 
from entering an induscry. Thls w~III help to protect the competiti1ve position of 
che firm char: adopcs t:h 1s priicfng sc:racegy. 

Price leadership 
Th is can happen in an oligopoly market structure where there is inf.orrnal or 
taciit coillusioni between fir,ms i1n the market. In this situatio n, firms fn the market 
wi ll fol low the price leadership of one 'firm. The aim ls to maximlse the pro.fits 
of al I the 'firms by behaving as if chey w.ere a monopolise - chat is, a si:ngle 
seller. A.s stated above, thts agreement on price or output: gives rise to a: ea.reel 
arrangement. 

firm ~ a pa rt.icu1lar aind di sti·n et 
organisation that 1is owned s epa rate:ly 
from any other organi:satfon 

industry: a coJ!l-ection of fi rms 
produci,ng similar products 

Revision activity 
Distinguish between a finn and an 
industry. 

price discri-mination; the pr-ocess of 
charging. different prices jn different 
1markets where there are differences i,n 
trhe price ·elastidt ies or demamd 

Now test yourse·lf 

13 What is meant by •price 
discrimination'? 

A nswer on p. 146 
Tested 
---

lirntt pricing~ the selection o·f a price 
that is be low the profit~ m,axi m isi n g 
1pnice 
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Mutual interdependence 
Another characterlst1c of firms in, an oligopoly market scruccure is mut:ua:11 
interdependence. Flrms in oligopoly take fm:o account expectations about the 
behaviour of other firms rn the market and it is this which gives rise to the 
kinked demand curve, a unique character~stic of oligopoly. This consideration of 
the behaviour of other firms in a market i,s an imporcan·c feature of game theoiy. 

~~--------------------------------------------------~•G:l{Qlilbl41·ll~_J· 
The conduct of firms can also be corn.pared in re~at ion to whethe r they rely on 
pricing policies or non-price pol'tcies. In most ·ma~kets, firms compete in terms 
of pr:ice .. buc tn monopolistic co,mpetition and oltgopoly there 1s a great dea~ of 
non-price competltl,on - rather than using changes in price ·co compete, the 
f1 rms use other ways to ,corn pete with each other. 

Non-price corn pet~tion tnvo1lves any form of competi:tfve activity, other than 
clhanges hn prlce, and can include che foUowing: 
• adverclsing and product: promotion 
. , brand~ng and che creat:ion/maintenance o,f brand and customer loyalcy 

• sales promocions - for example, t:hrough such specral offers as BOGO·F 
C buy one, get one fre.e') 

• d ist r1button - for exampleJ contro lling the d1striburion of products to 
particular retail outlets 

• distfnct~ve/exc1us1ve packaging 
• diffe rences in quality or design 

Now test yourself 

14 Identify three examples of non .. 
price corn petition. 

Answer on p. 146 
-

Tested 

~~iiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiii-t•DRIMIAltil·ll_l_-_l_. 

Table 7 summarises ·che maln drfferences between firms in che four different 
rnarket structures. 

Table 7 The main differiences between the market structures 

Various in Productive effl dency 1in Very feN barn e rs to 
the .short run; the ~ong irun; aHocativ,e entry or exit 
n orma I ln the efficiency in both the 
long run sho:rt run and th,e long run 
Varmous jn Neith,er productive No lb a rrieirs to entry 
the sho,rt run; efficiency nor aUocat~ve or exn: 
n orma I in the· ,effic; en cy is achJ,eve·d 
long run 

Superno rmat in Neither productive So,me barriers to 
the long run ,effo:ien cy nor an ocat,ve entry 

effidency is Hkely 

Supernormal1 iin Productive ef fide ncy ls High I eve·~ of barni,ers 
the long nun most uni ~kel1y; al lo catiive to entry 

eff,dency wU i not ocour 

Price competition No coUus•on 
between fhms 

Price comp etrt• on No coHusion 
and no n-pn ce between firms 
com peti1ti on 

Price compeUtion CoUusion 
and non-price between fitms 
competttlon 

Prii:e compet~Uon On~y one firm 

Differing objectives of a firm G 



Policies to achieve efficient resource 
allocation and correct market failure 

iii----------------,Wfii·I 
rlndi rect taxes and subsldres can be used to achieve the efficient alJocat fon 

of resources and to cofrect market failure. For example, indirect taxes can be 
employed to discourage the consumption of demerit goods" such as atcohol 
and cobacco, and subsidies ,can be used 1:0 encourage 1:he consumpcion of 
merir go-ods, such as educatjon and hea.lthcare. Unit 3 covered the impacr and 
inddence of 1ndirect taxes and subsidies. 

I @¥•--• 
NationaHsation and privatisation were covered fn Unit i Nationansat:ion involves 
the creatfon ofa monopo:ly. This is a sicua·cion where there rsJust one fir,m in an 
industry and this firm can contro l the supply of a product [11 t he market:. The t:opk: 
of ·monopoly is discussed elsewhere ln Unft 7 of the A Level sylllabus; in this unit it 
is 1mportant to see how monopoly is another possible example of 1market fa1ilure. 

Monopoly po,wer is regarded as a marker imperfection because che .equi ltbrium 
prfce is tikely to be higher and t he equltlbrium quantity lower than would be 
the case in perfect compet~tion. Unilike the situation in perfect competition/ 
the abnorm,al prof:its are not ,co:mpeted away in the 1long ru.n because there are 
sign ificanc barrfers to entryr wh ich make it very difficult, i'f not: impossible, for 
new fiirim,s to en cer t: he market. 

x .. ineffidency: a situation w here 
average cost is not a,t its lowest point 
lbeca use mo n op 0 1ly power has given rise 
to ineffidency 

A particutar form of rneffidency that can exist in monopoly fs when a firm1s 
average case curve Is not at rcs m,tnim1um level; 1monopoly power can mean 
chat the lack of competft fon reduces che level of efflcriency, so chat unlt 
costs of production are not m,nimtsed. Thi,s form of irieffk[ency is known as 

x .. 1neffl,ctency. A partrcutar example o.f su.ch a market imperfection rs the 
ex iste nee of deadwelgh t I asses. 

Now test yourself 

1 Explain what is. meant by 'X· inefficiency'. 

Answer on p. 146 
Tested 

GIT'l'fflffltt1m~--------------------------~·a«111«1114.11 __ • 
A deadwelght loss occurs when there is a ·monopoly s~tuation leading to a 
h~gher price and a lower quantity compared to the situation that would ex~st 
in a perfeccly ,compeci,t:tve ma~kec. In chis sen5,e, a consumer is worse off and so 
there is said co be ii welfare l'Oss. 
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deadwei·ght loss! the reduction in 
consumer surip:lus when a monopoly 
produrer reduces ou1tput and ra·ises 
pr1c,e compared to what the s.ituation 
would be in perfect competition; there i,s 
therefore a. weff a re I oss to the consumer 



This can be seen in i:-ig1ure 1- which compares the situation of perfect 
competition with chat of monopoly. In perfecc competit~on, the equilibrium 
price will be Ppc and the equ1Hbrium quancit:y will be Qpc· The consumer surplus 
w 1,11 be AP pcf. 

It hovveve~ che market becomes one with just one firm - that is, a m,onopol:y -
the equilibrium price wrl l now be at Pm and the equilibrium1 quancicy wl l!I now be 
ar Qm. The. pr~ce wjil'I therefore b~ hlgh@:r and cihe quan1:rcy lower than was t:h~ cas~ 
in perfect cO'mpet1tion. The consumer surplus is now much less, shO\IVn by the 
triangle APmB, This creates a loss to society shown by the triangle Ba; this is the 
deadweight foss. 

Price 

D=AR 

Output 

Figure 1 Comparing perfect competition and monopoly 

-

Prohibitions and licences 

Another approach to rhe correction of market failure is the use of prohibition 
and licences ~n an econo,my. 

A prohibition refers to a ban on certain products beJng supplli@d in an 
econ,om1y - a product subject to prohibition would be rmade illegal and 
consumers would 'be banned from the co,nsumptlon of 1t. 

A Ucence is where suppliers are given penT111ss[on by a government to produce 
or se ll something. The use of a Ucence gfves the government some degree of 
controt because it can lrim1t the number ,of lfcences that it issues. 

Now test yourself 

\ 

2 What i:S meanc by a 'deadweight 
IOS'S

11 

A nswer on p. 146 
Tested 

Revised 

prohib.itio n ~ the banning of a certain 

product in an economy 

I ice nee: where permission to produce 
or selll Js g1iven by a g.overnment to a 
supplier, but this permiss1ion is restricted 
~n some way 

~,......------------------------------------------------------,•i«~~~i%i·1IL__J. 
A pollution permit" or cradable perm1t as it can also be called,. rs a parricul1ar 
examp~e of a licence that can be issued by a government. The permit al~ows a 
rirm to pollute che environ,ment ,in some way, but onl1y up to a certain 'level. Thi's 
~evel will be l·ess chan che pollution that is taki.ng place when che permit is first 
11ssued. The alm is chat: over tim~ a number of permi·cs wfl I be ~ssued, @ach one 
allowing a lower level of poHutlon than the previous one. It ·may not be poss1bl.e 
to el,mirnate the pol lut~ori completellyj but issuing poll ut~on permits shou:ld bring 
the level of pollution down over a period of tfme. 

po 11 ut ion perm it: a parti cu lair type 
of li'cence that is given to a firm with 
the intenti,on of reducing the level of 
pol'l,ution created over a peniod of time 

~----------------------------------------------------------~11:m~Alilhlil·l,~ J· 
A property right is rhe rlght of an owner of an economic good to declde 
how such a good is to be used. Market failure can occur in an economy 
because of che absence of clear property rtghts. Thfs could apply; for example, 
to certain .open spaces where there are common or <Communit~ noc prlva.te, 
property r~ghrs. 

p·rope,rty right; the right of the owner 
of a 900d to, decide how it s,hou.l d be 
,used 
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iln such situat'ions, a government could decide to extend property rfghts through 
the encouragement of a voluntary agreement. It however, such a voluntary 
agreement was not successful, a government could, for example, introdu.ce a 
syscem of pol lut:ion permlts ·co d~a.l wlch che markec failure. 

~--------------------------------------------------------------4•m4141ilt~l·I--~· 
Market fa ilure can be caused by inadequate informatlon. A government 
could therefore aim to· ~ncrease the ava11abilfty of appropriate information to 
consumers ,in, order co try to influence therr economi1c behaviour. 

Jt is assumed that consurners will1 always aim to maxfmfse their utility or 
satisfaction; but they wil I on ly be able to achieve this objective 1f they are in 
possession or che necessary information. If th~s 1nformatlon is not avaifableJ ft is 
unlikely t:hac ·rhey wlll be able co make ractona.l decis~ons. 

Information failure rs a major cause of market raHure and so a government wil l 
need ·co take measures to improve the accuracy and availabi,lity of information 
that consumers ne~d. This will help them make rati·onal1 decisions and ensure 
that scarce resources are aUocated as efficient1ly as possibfe. For exampte, a 
governrnent could ai1m to make peop~e as well informed as possible about t he 
potent ial advantages of the consumption of merit g,oods; such as educati'On and 
healthcare. le cou1d also aim to make people as well informed as poss1bl·e about: 
the potentfal disadvantages of de,mertt goods, such as al,cohO:I and tobacco. 
A particular example of SLKh an approach in relation to the consumption of 
demerit goods 1s 'nu.dgeJ theory. 

Behaviour.a~ eco-no.mlcs has already been referred to rn Unit 7. This 1s che ~dea 
that consumers do not atways act in what could be regarded as a rat ional, 

rmanner. Behavioural, insights into economic decisi:on making stress the 
imporcance of understanding che accuaJ behavfour of people in an economy,. jn 
contrast: co che rrad1it:ional approach which emphasises t:he i1mporcanc12 of acr.ing 
rat lonal11y. 

Nudge theory is an examplte of thi:s behavioural insight into economic 
behaviour. The cheo,ry is based on the idea. that t lhe behavjour of consu·mers can 
be 'nudged1 ln a partfcu,lar way. An example of t his would be fn discouraging t:he 
consumption of demerit goods. 

Medfcall evidence rs very dear about: the damage ·chat tobacco can cause and yec 
·m,iH1ons of people carry on consumtng cobacco. A goVE?.rnment: could dscide t:o 
'nudge~ peop:le away fron1 the smoking ofth1s harmful product. This cou ld take 
the form of a m1oderate 'nudge', such as a government health warning which 
states thac ~smoking can damage your heal.th'. 'l'f t ihijs moderate 'nudge' did not 
app~ar co be working as E?ffeccivelry as had been hoped, a goverinmenc could 
make the wording of the warning stronger_ such as by changing 1t to js·moking 

can !kfll '. 

Alcohol consumptro11 1s another approprlate examp'le for the appHcatfon ,of 
'nudge' theory. Medical evidence is dear about the health dangers of excessive 
alcohol consu.mptionJ and so a government could decide to try to discourage 
the consumption of alcohol through warnings; such as 'drink sensiblt . In some 
countries,. a government may decide to launch a rDri·nk Awareness1 campaign 
wlch rhe intenr ion of makfng as many people as possible aware of the posstbl@ 
dangers of excess1ive atcohol consumption. 
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information fai'lure! where people 
11aGk the full i11formatlon that would 
al low them to ,make 'the best decisions 
about consu,mption 

nudge theory: an attempt by a 

government to alter the economic 
behaviour of people tn some 
particular way 



~~~. -------------------------------------•Cl#~l~B«l41·1--~_-i_. 
Un~t 3 in the AS sy llabus considers a number of ways that a government could 
~ncervene [n a markec, such as through taxes and subsidies. Anocher way chat a 
government could int:ervene ]s through regulatlons. 

A regulation refers to a law or ru:le that car, be used by a government to reduce 
the excent of market faflure in an economy. There are many examples of such 
regula:cion in different countries. 

1ln some count r 1esJ for exam pie, a government may establish regulat roi, s to 
control monopolies. If a firm has too muc'h monopoly power in a market,. 
1t can be referred co a commissi:on (a body t hat can :look into a monopoly 
situation), 'Whfch can 1nvesr~gate whether eh@ monopoly i,s act:fng agaJinst the 
public ~nterest. Pr,oposed rn,ergers or acqu.isiitions m~ght a~so be referred to such 
a regu 1latory body whenever it is thoughc that they mfght be against the pub He 
interest, lrimitfng the degree of choice 'for consumers. 

Regulations could also exist in relation to consumer protection. In many 
countries, regulacions have been passed which give cen:ain righcs to consumers. 
For example, one regulation could cover the description of a product t'hac is 
berng s.old ro ensur@ chat: consu,mers are properly tnform,ed. A regularory body 
wHI usually extst to ensure that such regulatrons aire adhered to,. 

lln some countr,ies, regula'Cioris cou,ld be used ro protect the environmenr, 
such as eh rough concro~s on tihe level1 ,of poillu'c1on. Regulatory bodies could 
be gfven the power to fl n-e those who are irespons~bl'e for the pollutlon of the 
environ rn ent. 

Regulations also .exist in1 many countries to concrof the tran,spon:ation systems. 
There wi'II be a regularory body co enforce chese regulations. 

regulations: a variety of l'ega,I and 
other r,uJes which apply to fi rm,s in 
different d re:u msta 11ces 

~~-----------------------------------------------------------,•i®i@~h~i#i·I· _ __.. 
!Deregulation was referred to in Unit 3 and privatisat,ion was referred to earlier 1in 
this unit. 

Deregulation ,nvol,ves a reduction in the number of regul,atfons that ex1st in 
an economy. The alm i1s to a'ilow a greater degree of competition to exist ~n 
a market than woutd otherwjse be the case. Wtth greater competition, there 
shou ld be an increase in the ~evel of eff,iciency and chis should contribute co a 
reduc:r~on 1in market fai'lure. 

de r-e gu latio n: a rred u et ion i, n the 
number of regu lations., rules and laws 
that operate in an i nd u strry or ,econ om,y 

1%M·· • 
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Equity and policies towards income 
and wealth redistribution 

--
Efficiency 
One objeccfve of governmenc microeconomic po,licy ts t:he achievement of 
efft1clenc·y. This invoilves che achiE?vemenc of bot:h produa~ve and aUocatf,ve 
efficiency. The attainment of such effidency wou.ld ensure that the scarce 

resources in an economy were al.located in the best possfble way. 

Equity 
Another obJeccive of government mtcroeconomic policy is the acni,evement 
of equicy. Thls can be seen 1n cerm,s of governmenc policies aimed at bringing 
:abour: a falrer and 1more equitab'le dlstribution of income and wealth. 

efficiency: the use of scare:e resources 
1in the most economical' or opt~mal way 

equity: the idea of fairness or Justi·ce, 
e.g. in rel a1:i on to the d ist ri huti on of 
'income and wealth in an ·economy 

~--------------------------------------------------------~@t:&l@lj!ij!~!.41~-i. 
if left co free~m.arket forces, there is always a chance that prices w1ill, fluctuate 
widely tin 'Ch·ose marke'cs w1here eh ere can be great variations in supply over a 
per~od of time. Thls ls especially the case with agricul·cural ,markets. 

1l1n such a s~tuationJ a government could intervene i:hrough what is called a 
buffer stock scheme. When supply is very h ~gh, the government puriehases 
some of t:h~ scock and stops ~c from en cerring ch.e m arkec; t:he E?ffecc of 
th~s ls to prevent the price going too low. When supply ls very l,ow, the 
government releases some of this stoc~; the effect of this is to prevent the 
price going coo high. 

price stabilisation: where a government ~ntervenes to rpurdhase stods of a 
product when s upp'IY is high and to sel I stocks of a produ et when suipp,ly is low 

buffer stock; a stock of a com,m,odity which 1is held bad~ from the 1marke1: 
in times of hi g,h production and released onto the market in ti,m es of tow 

product ion 

Revision activity 

Outline the main advantages and 
disadvantages of a government 
intervening in an economy co influence, 
the prices of particular products. 

~j!!!!!!!!!!!!--------------------------------------------------~•uBa~1J1UiA~·lt~J· 
Sometimes a government wi ll prov1de universal benefits to people.t whlch do 
not take into account peopfe.rs individual level of need. But a government could 
also decide to prioritise the provision of benefits to those people who are less 
we. II -off through means .. tested benefUs. An ~xamp1le of a means-tesc@d ben~ic 
~s tax credits, which are paid to those people who have eh ildren or who have a 
job that pays a very low wage. 

G Cambridge International AS and A Level Economics Revision Guide 

universal benefits: benefrits that are 

provided to ev,eryone ·who fS enti'cied to 
them with.out taking. into account the 
income of those· peop'.l,e 

means .. tested benefits: ben.efi:ts that 

are provided to those peop 1:e entitled 
to them after taking into account their 

~ncome and, therefore, their need for 
tihe be n efrts 

tax credits:· a form of benefit that is 
paid to people on low inc0imes to boost 

thek incom,e and rai,se their standard 
of living 



~~----------------------------------------------------i•ldl@IH!iim·llf_==Jt 

A pocential problem with means-cesced benefits 1s chat, as people recefve money 
in the form of benefits, they may no longer be ent:it l1@d co as much support as 
before. Th:1s gives r,ise to what has been termed the poverty trap1

• 

poverty trap: th,e sirtu ati,on where a 
person receives benefits, which increase 
thefr income but mean that the person 
is no long er e nt i't:~e(j t o recei,ve as much 
as was the case before 

~~------------------------------------------------------~«Giil·:;I!lil4141·l{~J· 
A government could decide to 1intervene 111 a market to bring about a more 
equitable distr~but:ton of income and wealth through the use of transfer 
payments. This means chat revenue recelved from1 caxatfon is used to g1ve 
financial support to peopler such as in the fo rm of pensions. 

Transfer payments were covered in Unii'c 3. The·se paymencs can be regarded as 
won:lhwh ile becaus~ chey in1volve money being r~ceived by chose in sociecy who 
are less well' off. 

trans-ier payment~ a form of payimen,t 
to those in soci,ety who a re less 
vvel I off, pa id for ourt of the revenue 
received from taxation 

~~------------------------------------------------~•'=tl§lilkl~!.,I~~. 
Progressive taxes were covered in Un1t 3. Many economies make use of 
progresS4vQ caxaci;on to achieve t he macroeconiom,1c objective O'f a fairer and 
more equitable dlstribut,ion of lncnme. A progressive income tax, for example, 
wHI not only take more from, a person as their income rises, but al1so a h1gher 
proport1on of tha·c income. 

~,-..------------------------------------------·•11i{~i11~i#m·I~~-• 
A government: may dacide to rm:ervene ln an economy co cry co b rilng abouc a 
more equitable d~stributio:n of wealth, as weU as rncome. fxamples of taxes ·chat 

can achieve this objective are ~n heritance tax and capital gatns tax. 

~~iiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiii~•D@l411!M!#D· l(~~Jt 

11ncome tax has already been refetred co as a way ,of redisrribur111g income 
because an income tax rs likely to be progress1ve. 

A negative Income tax ·car, also be used to redistrfbute income. This h1vo,lves 
people on low incomes receiving money from a g-overnmenc ins.cead of payi,ng 
in com,e ra.x to it:. 

negative in.come tax: the payment of ,money to those peop~e on [ow inco,mes 
instead of taking part of their income from them t hrough inco,me tax 

Revision activity 

Research how one courury of your choice attempts to bring about a more 
equitable distribution of wealth and income. 

Expert tip 
IIIIIIIIIIIIIIIIIIIIIIIIIIIUIIUIIIIIIIIIIIIIUIIIIIIIIIIIIIIIIIII 0 

Candidates sometimes confuse an 
inc-ome tax and a negative income 
tax in their examination ansvvers. An 
income tax i nvo Ives taking money from 
people, whereas a negative income tax 
involves giving. money co people. 
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Cim(----------------------C•l;i:..lilt"[IJ!·il ........... 
A number of polrdes have been considered whi,ch could be used w~th the 
objecr1ive o,f bninging about a redlstribut1on of 1ncome and wea~th i:n an 
@cono,my. It: is necessa1ryt noweveir~ co consfder how that: distr,ibrn::ion cam be 
1measured. 

Lorenz curve 
The Lorenz curve is a graphical representation which shows the extent of 
inequality in the distn1bution of 1ncome in an economy. The more unequal the 
d~scribution of lnco,me rn an econom~ the more divergent the Lorenz curve wfll 
be from the dlagonal lin@ of cocal @qual:fty. 

Gini coefficient 
A Ginl coeffjcient is .a way of m:easuring the extent of inequal ity in the 
distribution of income tn an economy. le is m.easured as the ratio of the 
area becween che diagonal line of total .equaHty and the Lorenz curve to the 
t:ctal area under t:he diagonal The bigger ch!s area, the more unequa'I is the 
djstribution of lncome. 

in this way, the Gtni coefficient measures the extent co which the d1stribution 
of income in an economy diverges from, the posicror, of cot:a'I equalfcy. The 1,ower 
t:h@ va:ilue of t:ne coefflcrent, the more even is che distr~but1on of ·inco,me. The 
h1gh@r the vailue of the coefficient; the less even ~s the df:stributiori of income. 

lnter·generational equity 

lnter ... generattonal equity refers to the 'fairness in the distribution of ~ncome 
of differenc gener~rcrons of peopl:e over a period of i:rme. ;1,c ls concerned with che 
extent to whk h income distribution today can affect future generat1ons. 

Labour market forces and 
government intervention 

( 

lloren.z curve: a way of showing the 
degr,ee of inequal'ity in the distribution 
of income in, an economy 

G ini coefficient a stati1sti·cal 
1me.asurement of 1!he degree o,f 
1inequaHty of income in an economy 

Revised 

-------------,-. 

inter-generational equity: the degree 
to which differences 1n income in an 
,economy can infl uenc,e the incomes of 
generations of people in the f uture 

~~---------------------------------------C•rlt~1q1u1@!·l(_-_I_. 
Factors affecting demand for labour 
Labour is not demarided for its own sakeJ but for what it can contribute to the 
productJon process. This ijs known as derived demand. 

The demand far labour is closely ~inked to the marginal physical pr-0duct 
of labour. This refers to the additi·onal output produced if a firm 1ncreases the 
f ab o,ur 1 n put by one unit. 

Fiirms are interesced not only in the extra output that ~s produced by ieinnploy1ing 
one more unit of labourJ but also :in the revenue obtained from, se!ling the 
additional output that has been produced. The marginal revenue product of 
llaloour is obc:alned by multiplying the marginal physica,I product of labour by ·c:he 
margina1 revenue received by a firm. 
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derjved dernand: where the demand 

by employers for labour is re1lated to the 
dema·nd for the p.,rod,uct that the labour 
lhellps to produce, i.e. labour i,s not 
demanded for Its own sake, but for its 
contribution to the p rodu cti on precess 

marg ina I physic.a I product: the amount 
of extra output tn at ~s produced if a firm 
Jncreases its i,nput ,of labour by one unit 

·marg,inal revenue produ.rt; the 
extra reve n,ue obtained by a fi "1m as 
,it increases 1its. o utput by using an 

additional 1:.mit of labour 



Darivation of an individual firm's demand for labour using 
marginal revenue product theory 
Figure 2 shows the profit~,maxi1m,is1ng pos[tion where che marg~nal cost of labour 
(MCL) equals the marglnal rev~nue product of labolir (MRP't_) at a wage of W* 
and a quantity of 1Q*'. 

Marginal 
revenue 
product 

~ L· w· ~-~~~~~--.--~---~~~--

Q* Quantity 
of labour 

Figure 2 The labour input dedsion of a profit,.maximising firm 
under perfect corn petition 

Factors affecting supply of labour 
In !=igure 2, le fs assumed ct:uic che firm is in a. perfectly compecicive market for 
~abour and so cannot influence the prfce - that is, the wage - of labour. The 
firm therefore regards l'abour supply as perfeccl:y el1astic; as shown by M'CL. 

!For t!he tndusny as a whole~ iho,w@V~r, che suppl.y curve of labour wfl l be upward 
sloping from left to r1ght because more peop1le wiH make themselves ava.Hable 
for vvork when the wage is increased. 

For an 1ndividual worker, an increase in wages may persuade that worker to wo:rk 
fewer hours tn order tO' enjoy more leisure ttme. This situ.atlon gives rise to a 
backward-bending supply curve for a particular rndivfdual, as shown in Figure 3,. U'p 
co a wage of W~ che worker decides co worlk more hours as t:he wage increases, 
bur as the wage increases above W*, they may decide to work fevver hours. 
Wage 

rate 

W* 

Q"' Hours 
of labour 

Figure 3 A backward-bending individual labour supply curve 

Net advantages 
The backward~bending supply curve of a parctcular worker refleccs che 
imporcance of che pecuniary advantages of work ·co chac employee - che 
reward or benefit t hat ls pard to them in t he for,m of money. 

Of course,, there are also non..-pecunlary reasons why peopie work~ that rsl 
reasons ot:her than a frnancJal reward. 

The ba!lance loecween che pecuniary and t1he non~pecunra 1ry advantages of 
empJoymenc ts kn own as t:he net advantages. 

Now test yo1urselt 

4 Discinguish berween pecuniary and non·pecunia.ry advancases of employment. 

Answer on p .. 146 

Now test yourself 

3 Explain what is meant by the term 
1derived demand'. 

Answer on p. 146 
Tested 

( pe c.u n ia ry advantages: the 
advantages of emp!oymem: that are 
1in the form of finandai re\Nairds or 
benefits 

non-p,ecu n ia ry advantages: the 
ad vantages of em p 11oym e nt, other than 
the money that ,is gained, such as the 
job sati sfa et ion gained from a pa rti cu la r 
form of employment 

net advantages: the overal l 
advantages of emp!oymemj taki:ng into 
a c:co unt both the pecuniary and the 
ino n .. pe cun i airy a dva nta g e-s 

- -

Tested 
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Longsrun supply of labour 
There are a number of factors that ·can influence the l1ong-run suppily of labour 
and chese lncJude che fo llowing: 

• the slze of the population of a country 
• the l'abour participation rate 
• the tax and benefits leve·1s 
• the excent of i1mmigratlon and em1gration 

Competitive forces in product and factor markets 
Equll:1.brfum rn a 1abour market is just: like equWbrium i,n any ot:her markec - it 
is achieved where dEilm,and is equal to supply. Th is can be seen fn Figure 4 where 
the downward-sloping demand curve for 1labour and the upward~sloplng supply 
curve of labour intersecc at a wage of W* and a quantity of~-
Wage · 

ratl!! 

W* 

Q* Quantity 
of labour 

Figure 4 Laoour n1arket equilibrium 

Transfer earnings and economic rent 
Transfer earnings refer to those earnings that are the minimum that would be 
1necessary to keep a factor of producti·on in a partkular use. 

Economic r·ent is thE? addrcr.onal payment chat a worker receiv~s above che 
transfer earnfngs. This cari be seen in F:igure 5.r whe:re an emplby.ee recefves a 
wage of W*. S·ome of th1s wage is i:n the form of transfer earnings (shown by 
o,BAQ*) and som·e of it 1s in the fo,r1m of econo.mrc rent (shown by BAWlfl). 

Wage 
rate 

W"" 

8 

0 Q* 

Suppf1y 

Quant.ity 
of labour 

Rgure 5 Transfer earnings and economic rent 

The am,ount of econom .. ic rent that a worker is able to obtain i:s li.m[ted by the 
fact chat there is not: uslia11y a high 1evel! of mobility of labour: 1n fact, in many 
11abour market:sJ: there rs a high degree of immobility 0if labour. 

There can sometimes be differences ,in wages in an industry 1in different parts of 
a country. This is because, a,lthough chere 1mighc be an officfaUy agreed wage rate 
in an industry chat is supposed to apply across a whole ,country, specific demand 

r---
transfer earnings.! the mini,mum 
payment required to keep a factor of 
iProduction in its present u,se 

economic rent: the extra p aym,ent 
1rec,e ived lby a 'factor of prod u et ion 
above what wou:ld be needed to keep 
it in 1its present use 

Expert tip 

A common error in examinations is 
to confuse where economic rent and 
transje,r earn,ngs should be shown in 
the diagram., as they are often labelled 
the wrong way round. It i·s important 
that candidates include appropriate 
diagrams V'Jherever possible in their 
examination a nswer.s, but the diagrams 
need to be accurately drawn and 
correctly labelled. 
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and supply circumstances mean that the actual earnings of some workers in 
som,e parts of the country are higher. This situation 1s known as wage drift. 

mobility of labour. the degree to wni,ch labou,r fiinds it easy to move from 
one job t o another (occupationat mobiHty} and/or from one location to another 

(geogra,phica1I mobiility) 

immobility of labour. the degree of occupational immobiltty and geographical 
i,mmobHrty of labour which makes a, labour market less ttex:ibl~ tha:n it wourd 
otherw,ise be 

wage drift: a situation w here the averagie level of wag,es ,in an industry tends to 
rise faster than the supposed wage rates 

Now test yourse·lf 

5 Distinguish between transfer 
earnings and eco n omk rent. 

Answer on p. 146 
Tested 

~-~~~~~~~~~~~~~~~•C,1(41GIHl41·1(==J• 
A l'iabour market may not necessarf·ly operare as a perfect: market:. For exam.pi~ 
the workers may be members of a trade union arid trade unions may therefore 
have an influence on the process of wage determinai:ion. l1t is a,lso possible ·chat a 
govern1ment may decide co intervene in the process. ~t may also be che case chat 
ch9re exlsts a single employer of faibourr, known as a monopsoriy. 

Influence of trade unions on wage determination 
llt: may b@ the case that workers beJong to .a trade union which is Involved fn 
collective barg,dnlng w1ith em.ployers on behalf of the workers. A trade un1ion 
,may Jnslst on the exiscence of a closed shop to increase its bargainfng power 
w,ith employers. 

The trade union can reduce the supply of 1labour - for exampte, by 
pressuris~ng the government and/or emplloyers 1nto making entry into part~cular 
emp~oymenc more difficult - and ch is wril l have an effect on wages. This can 
be seen 1in Figure 6. W ithout a trade union, ,:he equiHbrium pos1tlon will be 
wage W- and quantity Q*. However, if a trade union n1akes it rnore difficuk for 

people to enter employment in that particular industry, supply w1il l sh·ift horn S 
to s,,, the wage wfill now be higher, at w,, and t he quantity of labour willl now be 
lnwer, ac Q1• 

Wage 
rate 

W1 
s 

W* 1-.....,.----~--~---Average 
wage 

Demand 

01 O'* Quantity 
of labour 

Figure 6 A trade union restricts the supply of labour 

Influence of government on wage determination 
1n a free marke~ there would be no government interventror\ but governments 
do intervene In ec,onom,ies, including ~n Jabou.r markets. For example,. a 
governm,ent m1ght dedde to· im:roduce a 1mi·nii,mum, wage to prevent employees 
befng pa.Jd be.low a cen:aln level. 

The effect of this can be seen tn Fig1ure 7. Without government fntervent[on, 
the equiHbrlum would be at a wage of W,. and a quantity of Q•, an equmbrium 
decermfned by the irntersection of de.mand and supply. A government mlghc 
decide, however, that t he wage of W* is too low and so mlght inte rvene in the 

I 

' 

trade u,nion: an organjsation of 
workers w hJch. ,js ,i nvol'ved in co lllective 
Iba rga tn in g with e,m p l1oyers to· a eh 1 eve 
certa i·n objectives, e.g. improvemients Jn 
pay and working c::ond itfons 

collective bargaining: the process 

of negotiation between trade union 
representatives of the workers and 
t he,i r employers on such issues as 

remuneration (Jpay1men,t) and working 
con d ltl10 ns 

closed shop: a requirement that aH 
employees in a specific workplace 
b el:o ng to a parti cu la r trade uni on 
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1market by iit1troduclng a national m1ini1mum wage. This wi lll be set above W* 
at a wage of Wmin · The advantage of this is that those employed wm galn a 
higher wage,, buc che disadvantage is chac fewer workers wll I be employed 
(Qmin rat:her r:han Q*). 

Wage rat• 

Minimum wage 
Wm1n i---'--- --~---------f 

Om1n o~ 
Demand (MRPt_) 

Quantity 
of labour 

Figure 7 The effect of a minimum wage on a firm in 
a perfecrly competitive labour market 

Monopsony 
In terms of wags determination .. it has been assumed so far that the ·industry 

demand curve is ;made up of a number ,of firms in an 1indu.stry. It could be the 
case, however, that: there is just: one firm tn the markec co empl,oy a factor of 
production. Such a firm Is known as a monopsony. 

1ln a ,competi,ci,ve market, there will be many firms fn an ~ndustry and so each firm 
,m,usc a,ccept: the prevalling marker wage. If a fiirm ls a monopsonist,, however, 
the SJituation wH I be different. Th,ls can be see,n in Figure 8. If the m,arl<et was a 
com,petitlve one, the equil'ibrium poslt,ion would be where demand fs equal t:o 

supply; t his would be at wage W* and quantity Q*. A m,onopsonJsti however, 
would be at an equi'llbrium posftion where rnarglna1 cost was equal 1:0 demand; 
this w,ould lead to a lower wage of Wm and a lower quan,city of 1Qm. 

Wage rate, 
cost of 
labour 

W* 

Q Q'* m 

Figures A monopsony buyer of labour 

Demand (MRft) 

Quantity 
of labour 

Revision activity 

Find out to what extenc government 
and trade· unions influence wages in 
your country. 

Expert tip 
llllllllllltlllllllllllllllHIIII.JIIIIIIIIIIIIIIIH•IIIIIIIIIIIIII I 

A common error in examination 
answers on eh is part of the syllabus 
is to show the minim um wage 
below where supply and demand 
intersect rather than above this point. 
Candidates sh ou Id understand that 
there would be no point in having a 
minimum wage below what the wage 
in the economy would have been 
without any form of intervention. 

m on opso ny: a sing le buyer of a 
product or of a factor of production 
such as labour 

Government failure in microeconomic 
intervention 

Un[t 3 in the AS sy llabus and thi,s. toprc have ~nd[cated a nu 1mber of dlfferent 

ways in which a government can intervene to reduce che extent o,f ,market 
fai lure. The effectiveness of gove,m'ment po~ides, however, wi ll, depend on a 
number of facc,ors, ,includrng the followrng: 
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• ,information - a government's pollcy wi ll be effecti1ve onl:y if the government 

has al ,I the necessary 1nformation, but this i'snt a1ways posslb1e: for example, 
it ts not easy 'CO p~ace a monecary value on a negative exrcernal1ty, such as 
pollut:ion 

• inc~m::ives - a governmenc may d~dd@ t:o use a progressrve 1ncom@ cax 
to bring about a more equitable dfsntbut,ion of incotnE; but if the top rate 
of tax is very high, there may be a dtsincentive for the higher paid IO work 
as much; some workers may even decide to leave the counuy and seek 
em.p,loym,~nt: elsewhere 

11c is possible to ,consider a situation of government failure where a govern1ment 
intervenes to correct markec far 11ure but, as a resul,c of do1ng so,. ,creates other 
d~s1c,orcions or rmperfecc1ons 1n ·che :market:. 

government failure: a situ atlon where 
governmient intervention to correct 
market fa!i-lure doe·s not actually improve 
the l'evel o,f economic ett,cienc:y; such 
i nte rventi'o n may even reduce the 
efiici ency of the a I l!ocati an of sea rce 
,resources in the economy 

Government failure in microeconomic intervention e 



Economic growth, economic 
development and sustainability 

Economic growth 

Economic growth is defined as the ~ncrease in national outpU'c of a country 
over a period of time. It: is usually m,easured i'in terms of a change in gross 
domestfc product. It: ts imporcant to dJstingufsh bet::w,een two types of growr'h 
~n national, output: actual growth and potential growth. 

( 
economic growth:· an increase in, the national output of an economy over a 
period of tim·e, usualliy m.easured through changes 1in gross do·mestic product 

Revised 

N,ow test yourself · 

1 Define the term ·economic growth~. 

Answer on p. 147 
Tested 

~~-------------------------------------------------C•3341'1Hli41·11_~-• 
Whereas @conomfc growth is concerned with increases in t:he natlonal ou.tput 
of a countr~ as measured by changes in gross dome5tic product, economic 
development rs a broader concept that puts the emphasis on the quality of 1,fe 
of people in differerrc counrries. 

Expert tip 

It is important to make sure that you demonstrate in the examination that 
you. understand the difference between economic growth and economic 
development, stressing that development is a wider proc-es.s. 

No,w test yourself Tested 

2 Distinguish between economic growth and economic dewlopment. 

Answer on p. 147 

economic development a broad 
p ers p ecti ve that goes b eyorrd increases 
in nationa:1 output to take into ac,cou1,nt 
factors that influence the qual1ity of life 
of people 1in particular countrJes 

~~-------------------------------------------------------------t•IUl+l0lftl·l•L~J~ 
Sustalnablllty refers to the abflity to use exirsting resou.rces to satJsfy the 
meeds of the present generation w1tihout compromisi·ng the ability ,of fucure 
generations to sa:cisfy their needs. 

r 
sustainability: the capacity to endure: it ~s the poten,tial for the long-term 
maintenance of vveU-befn g in an eco nnm i c environment so that the interests of 
fu,tu re, as well as present, ge nerat i on·s are taken f u Uy i1nto accou rit 
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Expert tip 
nu1111111111 1:1 11 111111111111111111111n1111111111111111111 11 111111111n111111111:1 1111 11 1111 111111 1 111111 11 111111n1 11 111111111111nr1,11111111111111 11 111111111 11 1111 1 

Sustainability is an important concept in economics, recognising the' 
importance of the needs of future generations and not just those of che present 
generation. Candidates should include a consideration of sustainability in any 
answer to a question on the use and conservation of resources. 

~' •• •• " •• ' •• " " ' ' " " "' ' " ' ! ' ' " " " " ' " '• " '' •• '' 'I • •• '' '' '' '' • ! 1 ' ' '' '' '• '' '' •• •• • '' •• ,, " " " " ' " " " ' ! •• " 'I • ' ' " " '• " " ' '• I" " •• '' '' ' , , I' '' • ~ , • '' '• '' ' '' '' '• '' •• '' " ' '• •• " " " " • ' ' ' I •' • ' " " " " I -9 

No·w test yourself 

3 What is meant by che term 'sustainability•? 

Answer on p. 147 

Tested 
----

Revision activity 

Explain what is meanr by 'suscaina bil iry'. 

..... ------------------~4n31~•1r111~.!lf~ l. 
Econo,mi,c growrh in an economy can come about by using rh~ ex]st:ing factors 
of production more effectively, such as by reducing the number of peop~e 
unemployed. This can be shown by a m,ovement from, wjthin a country's 
product1on poss1bHity curve or fironcfer to a position on the curve or frontier. 
Th rs rs lknovvn as actual growth 1n t:he nacional oucpur of an economy. 

lit is also possfble for the produ.ction possibility curve or front1er to shift 
outwards. This would be due to an increase in the quantity of the factors 
of production avai:lab:le in an economy and/or an increase in the quality of 
those faaors. Th~s ls lk:niown as potential growth ir, the nationa 1I output of an 

economy. 

Th is distf nction betw,een act:ua1I growch and pocent:lal growch of nat]onal output 
can be seen in Flgure 1. The movement: from X, wJrhfn the production possi.ibflfry 
curve, tot on PPc;,. shows actual growth. The movement from Y to Zl on PP'C2, 

shows potentia·I gravvth. 

c:·onsumer 
goods 

0 
X 

F~re 1 Production possibility curves 

Now test yourself 

a 1a, Capital 
goods 

4 Di·scinguish between actual growth and po'tencial gr-owth. 

Answer on p. 147 

Tested 

actual growth in national output: .a 
1mov@ment from wli:h;n th@ product1on 
possi,bilit-y frontier of an economy· to a 
position on the frontier, resulting from 
the better uti~isation, of the existing 
factors of production 

potential growth in national 
output~ a shif1 outwards of 'the 
production possi,biitity frontier. resufti,ng 

from a g,reater quantity and/or qua I i1ty 
of factors of production ,in an economy 

Expert tip 

It is impor cant to make sure that you 
understand t h i.5 distinction between 
actual growth and potential growth, 
and the di sti net ion between a 
movement from in side a production 
possibi I ity curve to a position on a 
production possibility curve and an 
actual shift outwards. of the whole 
curve. 
n n n1 11n1• 11uun 11 1 u nn11nn " "'"" " " " ""'"'' " " nuuu 1unhn n n11 u 1n11uh u • 
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~~------------------------------------------------------------..... ~•DRl~lilkl@D·l(~~J· 
The equrllbrLum lever of irncome in an economy may inot necessar~ly be ac the 
fiull employm1ent tlevel of income. An Inflationary gap shows a situatlon where 
equilibrium income ts greater than the fulJ employment equi1libriLrm - that isJ 
aggregate demand in an economy is greater than aggregate supply. 

A deflationary gap shows a siituat:ion where eqL!rlfbrlum income ls less than the 
fu.11 emp1loyment equJfibrium - that is; aggregate demand in an economy is less 
than aggregate supply. 

Both o.f rh.ese terms, ~nflarfronary gap and deAationa,ry gap, can al,so be referred 
co as an output gap. 

inflationary gap: .a situation where 
the leve1 of ag:gregate demand in an 
economy is greater than the aggreg,ate 
supply at full emp,loyment cau1siing a 
rise in the genera l level of pr:ices in the 
economy 

def latio nary gap: a s1tuat1i on ·where 
the l1evel of a g g, re gate demand i n an 
economy is less t:han the a g gn:!gate 
supply at full employment, cauising 

unemployment ini the· economy 

output gap; the diff ere nee between 
the actual output a:nd the potenti,al 
output of an economy 

----------------------------... flrlHI. 
The business or trade ,cycEe refers to the fluctuati,ons 1n outpuc and 
employment whlch rake place ln an econnmy over a period of C'ime. The 
cycle vari·es in length and its seriousness,. but 1t tends ro mJrror the process of 
econo,m 1 c growth. 

The cycle involves four scages fn a sequence: 
• boom 
• recess,ion 

• sfump 
• recovery 

Now test yourself 

5 Explain what is meant by a 1trade/business cycle'. 

Answer on p. 147 

\ 

trade (business) eye.le: the 
fluctuatmons in the natlonal output of 
a country, iinvol vi n g a succession of 
stages or phases - boom. recession, 
slump .and recovery 

Tested 

~----------------------------~11:m{AINIAlilill~-• 
Economic growth in an econom1y can be brought about by a number of factors, 
including the fo llowing: 

• an increase in the number of workers 
• an improvement in the qual1lty of labour - for exampre, the acqursition of 

new skills leading to a higher level' of productivity 
• a greater commitment to research and development; in ·cerm,s of both 

1nvention (the discovery of new produces and new methods of produccton) 
and rnnovacion (che brrnging of d1ese rnvi,m:iorls co the marketplace) 

• an rmprovemenc ~n the scat:e of technology 

• 1nvest:ment: i1n capi1t:a l scock 
• a move tO\iVards more capitall-intenslve produccfon 
• increased mobll:ity and f lexi1bi lity of factors of productron 
• a more efficient aHocatlon of resources 
• development of new markets for exports 

• a reduction in taxes on company profits to al1low firms more funds to 

finance in vest r11 1ent 
• an upturn in the trade (or business) cyde 

Expert tip 

DonJ,t "forget that economic growth is 
concerned not only with the quantity 
of the factors of production used 
in the pro due tion process, but al so 
with the qualfty of these economic 
resources. ! 

.. . .. ............... ,,,,,, ,,,,,,,,,,,n ••••••• ••,-•••••1 000000 ,,,, , ., .... ,,1°• ••""' ' "''''''''1 1••••• •1 
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~----------------------------------------------4•1dl4li1f!114·Dl(~~J· 
1lt: is clear that: ecnnom ic growth can have ben@flcs for a country. buc rt: is also 
h11portant to take into account that there Gi n be costs of growth. The costs and 
benefits of economic growth can be seen in Tabte 1. 

Table 1 The benefits and costcS of economic growth 

• Economic growth wm lead to an increase jn the standard 
of hv~ng of a country, rerutting from1 the greater number of 
goods and servkes produced in the economy_ 

• An economy thait ~s growjng shows tha1t thre economy ris 
doJng weU; thjs grea1ter confmdence· i1n future econommc 
prospects can en.courage investment. 

• Th ere can some1i mes be a shot ~ ay from1 consum·er g10 ods 
'to .cap~tai goods in order to brin,g about ec,onomk growth; 
this will be good in the long run, but not necessad~y hl the 
short run. 

• Econo,mic growth 1s Hkely to l·ead to a decrease in ~he· ievei 
of unemployment in the country, although th~s wi1I~ depend 
on the extent to which the extra output is produced 
through labour-intensive or capita l- intensive methods 
of productj on. 

• Economk growtli may lead to a dep1e1~on of natural 
resources and damca ge 10 the env,ronime nt in tEmm1s of 
var~ous forms of poUuUon; tt ~s Jn thi1s sense that a high rate 
of economic growth js som,edmes said to be unsusta•nabie. 

• The benefits. of eco,nom1,c: growth may not always be 
shared evenly among d~fferent peop~e in the coun1ry. 

• An 1incr,ease in outpu1:, much o.f whidh is exported to 
other countries, may ~ead to the reduc"don, o,r possjbJy the 
eUmjnanon, of a deildt ~n 1he bafance of payments. 

• There may be a reducti,on in the quaU1y of life jn the 
country, e.g. working hours may be longer, r,eduaing the 
amount of letsu re time. 

labour-intensive production: a process of ,production with a relatively high 
proportion of labour inputs. compared to other jnpu:ts 

capital .. intens ive producti'on: a process of productlon with a relatively high 
proportion of capita I ,i1n puts, compared to other inputs 

Use and conservation of resources 
The contrast betw·een the potentfal benefits and costs of economi·c growth 
can a'lso be seen in relation to the use or conservation of .resources. The use 
of resources can contr~but:e slgn ificant:ly to econom,ic g,f'O\\VchJ but: it needs co 
be rem,embered chat many natural resources .are Anit:e 1n supply - 'Chey wi ll 
eventuaily run out. 

Th is is why lt rs scrongly argued in .many economies chat there sho·uld be 
conservacion of resources. It ls stressed that chf,s is a rmore sustainable approach, 
taking into account the needs not on ly of the present generation_ but also of 
future gen erat rons. 

National income statistics 

Expert tip 
......................... ..... ...... ............................... . 

If an examination question asks for a 
discussion of the concept of economic 
growth, you should remember to 
indude a con:si de ration of both the 
benefits and the costs of growth for an 
economy. 

Revision activity 

Consider whet her it is possible for 
a country co have too high a rate of 
economic growth. 

\ . 
i 

. 

i 
. ~ 

~~-----------------------------------------------C•ltMl'litli§IJIIIL~J~ 
National Income stat1ist1cs actua l!¥ rnvolve a variety of different stacistks. 
Nacional income i:s ofcen used as a generic rerm1 buc che staristjcs can rake ·ch:ree 
d~fferent forms - gross domestlc productJ gross national product and net 
nationa~ product. 

Gross domestic product 
Gross domestic product (GDP) refers to al'I that is produced w~thin the 
geographical boundari.es of a particul1ar country. It: does not matcer whecher the 
product1v~ assets ar~ own@d l'Ocal11y or fore 1ign own~d. Ther@ are three dlffGr@nt 
ways of measudng the valu@ of a country's GDP - the output method; the 
income method and the expenditure method. However,. all. the different 

national income:: a general term, for 
the total income of an economy over a 
partk ular period of t ,i,me 

National income statistics e 



1methods w~II produce the same Figure because they al~ measure the f low of 
income in an econo,my over a partkLtlar period of ti,me. 

Net domestic pr,oduct is ob·ciidned by deduct:rng depreciation or cap1cal 
consumptinn from GDP. 

Gross national product 
Gross national product (GN,P) is catcu'lated by addtng net property Income 
from abroad t,o the figure for gross domes-cic product. N:et property income 
fro,m abroad takes fm:o account che t:ocail rncereS-c payments, prof1r:s and 
d~v1dends, both com,Jng ~ntot and 1eav1ngl a country. Generailly, t:he figure for nee 
property income from abroad tends to be positive for devel:oped countries and 
negatlve for devet·opin,g countries. 

gross national product: the gross domestic product of a country plus net 
property income from a.broad 

net property income from abroad: the interest and pro'fits on foreign 
investments - the· total interest, profi,ts and dividends received by the residents 
of one couintry on their foreign investments.., minus the total interest, profits and 
div,idends pa.id to foreign residents on thelr ~nvestments in this panicular country 

Net national product 
Net national product ls calculated by deducting -rhe val.ue of capftal 
depredation from the gross national product. As with net do,mestic product, 
this is done to take i,nto account the money thac will need to be spent on 
replacing machinery and equipment that has worn ourc during the course of 
eh~ year. 

National debt (.government or public sector debt) 
The national debt refers to the total of all debt char has been accumulated 
over a period of ti'me by the government or the pubfic sector of a country. 

National income statistics as measures of econ,omic 
-row· t·h a d l!v1· -. , sta d.ards g _ _ . _ _ _ n _ _ 1 ng _ _ _ n . _ _ _ _ 

National i1 ncome statlstics are used as measures of economic growth and lilving 

standards. 

Gross dnmestic product is the va'lue of everychfng that has been produced in a 
particular economy over a glven period of time, usually a year. It ~s therefore the 
1maln statisti,c used in many countries .as a measure of econom1c growth. 

Gross naciona1I product gives a dear indicaclon of the cotal spending power in a 
parcfcular economy over a g1ven period of'tlme.i: usuallly a year. rt ~s therefore the 

ma1n stat~stic used in many countr1es as a measure of the standard of !living. 

Now test yourself 

6 Distinguish between gross. domestic product and gross national product. 

7 Explain what is meant by 'depreciation'. 

Answers on p. 147 

gross domestic product: the total 
value of a'l'I that has been produced 
over a given period of time wthin the 

geog ra phi ea I bo u nda rJ es. of a ·OO u ntry 
n@t do mes tic p rodu et:. the gross 
domestic product of a coUintry m,inus 
d ep reci ati on or ea p [1:a I consumption 

depreciation (of capital): the amount 

of capi,tal that fs needed to rep'lace 
equipment that has worn out over a year ,_ 

net national product: the grass 
na,tional product of a country m~nus 
dep,reciatlon or capita,I consumption 

,national debt: the total of a:11 debt 
accumulated by a government 

---

Revised 

Tested 
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GDP deflator 
ilt lhas atready been pointed out that: it is impon:anc 1:0 dfs1:ingu~sh becween 
nom1na1I value and reaJ va1lue. If a country is experlencing inflation, the value of 
its GDP w'illl rlse, but this increase could be due soleiy to the rise rn prices - i1n 

other wordsJ there may not have been a real increase iri value ~f the effect of 
infila·cion ,is e~lminared from the figures. Th1s rs a liimitation of any data that is 
ex pressed at current prices. 

at cu rrent prices: data which are 
ex,p ressed in terms of the- prices of a 
particular year, i.e. they have not been 
corrected to take account of infl·ation 

at constant prices; data which have 
been adjusted to 'take into account the 
effects of infl'ation 

Economists usuany produce national1 fncom,e statistics a.t ,constant prices, so 
that changes ,in, real output can be identified rather than changes in value that 
are purely due to che inflacion that: exists ~n a country. 

G DP def lator: a ratio of p r~ce ,i,nd ices 
that is used ·in nati:onal income statistrc:s 
to rem,ove ,tjhe effect of price eh anges:, 
so that the f•g ures ea n be seen as 
representing real changes in output 

The GDP denator is a pri,ce index that is used to ,convert the figures i1nto 
real, GDP. It .measures the prices of products produced in a ,country and not 
che pr1ces of products consumed. It therefore includes the va:lue not Jusc of 
consum.~r products but a .. lso of the cap~tal used 1n che product~on of the 
products. It includes the pr1ces of exports, but not the pr1ces of im.ports. 

Expert tip 
, t f , f , , I , I U i , , " , I ,I l o I," II H , I," , t , I , 0 I , , f H i , 111, H ,f HI , f," H o I t fo 0 , , I , f l o I ,", , I ,I , i 0 , , f " I , I , , I, " UH•• •' , I lo I ,If, .o UH h , f Hi , I U I, ., , f Ii" ,I fi , , I " f, ,i if I, " •• Now test yourse·lt 

ft is important that you demonstrate a c I ear understanding of the difference 
between a r~al change in che value of a country's output, afrer taking into 

8 Expla.i n the purpose of the GDP 
deflator. 

account the effects of inflation., and a change in the value of a country's output 
that is purety due to inflation in that econ orny. Answer on p. 147 

Tested 

Comparison of economic growth rates 
The main method used to com,pare economic growch rates over ·cime and 
becween councrles is changes i11 r@a1I GDP: There are, hON~e~ a number of 
potential problems 1n us~ng real GDP data, as Table 2 indicates. 

distribution of incom.e: the degree 
to which income in a country is evenly 
d ist ri.buted 

Table 2 Problems in using real GOP to compare living standards 

The h~dden, ~nformal or 
underground economy 

The level of Uteracy 

Non-marketed goods and 
servkes 

The diftJoultJes oi measurirng 
grovefin ment s pendtn g 

Sustainaeb Uity 

Unequa~ d istribut io n of 
income and wealth 

The ptoducts produced 

The contras1 be1ween jncreases 
~n consumer goods and increases 
iin caprta~ goods 

These tenms refer to econ amic a,ctivlty that rs net tJe-da red aind so wm not be i nduded in 
the official GDP data, e.g. 4t may be meg,al. 

The li1teracy ll'ate can vary a grea1 deal between countr•es and those countries with a 
1relat,ve~y tow ra11e af fiteracy may not produce very accurate da1ta. 

The GDP data ar,e hkeiy to be reasonably accurate when the vast majorirty of econo:mk 
output is record!ed through market transa,ct•ons. but in many economies there '5 a lot of 
econom;c act~~ty that is not rnatketed. i.e. there irs 1no pnce attached. 

11n some corurntries, n: can be d~ff1icult to m1easure .spending by the governm,en1 because 
1it js not a~ways easy to varue the output cri something 1ha1 ~s not so!d i1n a market, e.g. 
defence. 

A country may have a reJadve~ high rate of economic growth1 but th1s wm not necessarHy 
be regrarded as good if the needs of future g,eneraitions aire not suffidently ta,ken jnto 
arccount, ~.e. ~f the .g1rowth ~s not sustai1nab~e because· na,turra1 resources are depll,eted and 
ain unacceptablle level of poUutmon ~s created. 

Reall GDP can be divided by a country's popu~ati1on to g~ve an ~ndication of the ave1rag1e 
standard oi hving, but 1h~ averag1e m,ay be mislead•ng if there is an unequal d~stribution 
of the ·GDP. 

An h1crease 1n a country's reall GDP may ~ndicate economic growth and a rise in Hvingi 
standards, bu-1 this wrn not necessarify be the cas,e, e.g. ri a substantial proport~on of the 
increase in GDP i1s the resu~1 of an jncrease in weapons. 

A rise fr1J hvingi standards wi1U come about as a result of an •ncrease 1i11 consumer goods 
aivaOabfe, but in the short run there may be an ~ncreaise 1n ·the product~on oi ca1pita~ goods 
which wmU ,even,tjuallty he~p to make d11~s pos·sible. 

- --- - -- -- - - - --- - - -
The quantity and qualjty of 
output 

GDP statistics 1m,easure the quantirty of a coun1iry's output, but they do not take 1into 
account 1he qual11ty of that output. 

National income statistics 8 



-
The effect of exchange rate 
changes 

When comparjng standards of Hvjng be1wee·n peoplle tin drfferent countne.s, ~t is necessary 
to take· 4nto account the effect of changes ~n the exchange rates beiween countriesr 
which would otherwise d •sto,rt any compar~son; economists achieve th i1s 1h rough 'the use 
of purchassng power padUes. 

Working hours and working 
con dliiti ons 

The GDP data record the quan1ity of outpu1 produced in dkfferent countries, but they do 
not take ~nto account the way tin whmch that output js produced, e.g. a1 country's output 
1may have increased substant~a,Uy, but only at a cost of a s1lgomicant •increase ~n working 
hours and a1 deteriorat~on jn work~ng co1ndjtions. 

PoUtical freedom A,tt, ough not d iire ctly am e co nomj c factor, ~t could be argued that po!•t~ca! freedoms and 
civil/human rights allso need to be taken jnto account when assessing the quaUty of ~ife ~n 
different parts of the world. 

Classification of countries 

C•fi ~ l . ,--,•114ii~1ift.U1-·•'L-J. 
As stated above; differences fn real ,GDP are the most est.abllshed way of 
comparing standards of ljving fn different countrjes, but they are not the only 
1method used ·c,o make such compar~sons. O·ther approaches have been used, 
many of which c01mbfne both monetairy and non-m.onetary eJements, and these 
jnclude the foHowing composite measures: 
• Net Econom1l,c Welfare (NEW), also known as Measu.rable Economic 

Welfare (MEW) - ch·is approach includes such elemencs as lelsure hours, 
crime rates and lewl's of pol1lution. 

• Human Development Ind.ex - this cak~s lnt:o account: r12al gross natlo-nall 
income per head (at purchasrng power pari1t~es in US.$), lrfe expectancy and 
years of schooling. 

• Human Poverty Index - this measures 1:ongev,ity, adult Hteracy and 
deprivat ion; fn 2010, it was ,replaced by the Multfdimensiona 1I Poverty Index. 

• Multldlmenslonal Poverty Index - llike che Human Povercy index, 
which it has r@plac.ed, chi.s focusSis on t:he @xcent: of deprivation in different 
countrfes. 

The MuJt1idimensional! Povercy Index uses cen indicators in chree categorles, or 
d~mensions as they are ca lled, as Tab1e 3 indicac~s. 

Net Economic Welfare (or Measurable Economic. W19lfare)~ a broader 
m,easure of econ,omic welfaire tha.n rea.l GDP per capita; it takes into account 
such a,spects as the value of childcare and looking after the sick and elderly, any 
depl1etion of natural resources and changes in the· natural environment 

Human Development Index: a composite measure that combines 'life 
ex,pecta1ncy, average· 'income ~n the form of gross national incom,e per capita 
{PPP US$), and years of schooling 

Human Poverty tndex; this was developed by the United Nations to 

complle.ment the Huma,n Development ~ndex; it puts more focus on the extent of 
depr~vation in di1ffer,ent countri,es 

Multidimensional Pove.rty Index: this replac,ed the Hum am Poverty Index in 
2010 and is made up of three dimensions and ten indicators; lfk.e its predecessor. 
it focuses on the extent af deprivation ~n different countries 

Expert tip 

cand.idares should note that i ns.cead 
of the usual measure of income, 
i.e. GDP per capita, the Human 
Development Index was revised in 
201 o and now uses gross national 
income per capita. 

... , .... ... : .. . .... : ..... ........... ........................... : ............. : ....... : ................ .. 
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Table 3 The MultidimensionaJ Poverty Index 

l.1 •1-.-.~ .. -.; .... ~~-ill.' 
- •• - a .,•, -•-'-'••• r l.~lir.l(~"I U J~;;; 

- -

Health • Chilld mortaHty 
• Nutritii on 

Education • Years of sdhooHngi 
• ChUd school attendance 

Uving standards • El·ectridty 
• S.an~atj on 
• Drj nk~n g w at err 
• Type of floor 
• Type of cooking fue~ 
• Ownership of ass et s 

Econo·miscs fn th.e past have rended to focus on the concept of standard of Hivlng. 
especlalily when, GDP per capita was the main measure. There has, however, been 
greater use of the concept of q uality of Ufe in recent years, reflectfrng the use 
of these composite measures. The concept of quality of :life is a broader concept 
than standard of living and cakes lnto account a wider range of cl'iiteria. 

- - - -

Expert tip 
........ .... .. ..... ........ .... . .. . ... .. ...... .. . .... .. .. .... .. .... . .... .... .... ... : · ·· "" " "" " " ' " " " ""'""" ' "'"""" "' "'"' "' "' "'"' "" "'""' ' """" "" " 1-

Candidates need to be clear a bout whac is, and what is noc, i ncl u.ded in ·these 
various corn posite measures. For example, the quality of drinking water 
is not included in the Human Development Index,. but is included in the 
Multi dimensional Poverty Index. 

Revision activity 
Cons;der some of the main reasons why it is difficult to compare the standard 
o'f I ivi ng and the q ual icy of I ife in different countries. 

-- -- --- --

Expert tip 
- -

In examination q uestio n,s on the 
comparison of I ivi ng standards and 
economic development in d ifferent 
countries,. it wou Id be helpful if 
ea ndidates brought as many of che 
various indicators as possible i nt:o their 
answers. 
" "" "' " " """ " "" " '" """" " "" ' " """"'"""'""""" " " " ' " "" """ " .. " ' " I 

No·w test yourself 

9 Name the ten indicators of the 
Mui tidi men siona I Poverty Index. 

Answer on p. 147 
Tested 

qua I ity o f I ife~ a wider co nee pt t han 

the standard of l1iving to corn pare I i1vin g· 
conditions in d tffereht countries; It 
co u Id take 1i nto a ccou m such criteria as 
1:he number of doo,ors per thousa·nd 
of populat ion .. t he· quaHty of drinking1 
water and the average si,z·e of sd, ool 
classes 

~~--------------------------------------------------------------,•~¥i411t1i1Aa·lt~-'· 
The Kuznets curve shows that as an economy devefops over tlme, economtc 
inequality Arsr increases and t hen decreases. This idea was first put forward by 
the eco.no1m r st Simon Kuznets in the 1950s. 

Ff.gure 2 shows the Ku.znecs cu rve wid,. t:he Gjni coefficient: on che v~rcrcal axis 
and the level of developm1ent o n the horizorntal axis. The CUTV·e shows that, to 
begin with,. inequality increases; but over a period o.f Ume; as a cou1ntry develops; 
che degree of inequality beg1ins to decrease. 

Gini 

D~velopment 

Figure 2 The Kuznets curve 

l<uznets curve: a curve which shows 
that as an economy develops4 economic 
inequaHty f irst increases and ther, 
decreases 

Classification of countries @ 



Characteristics of developed,. developing and emerging 
(BRICS) economies 
:It ~s possib 1le to use a number of indJ.cators to c,ompare che characteris·cics of 
developed, developing and emerging (BRICS) economies. These are shown in 

Table 4. 

Table 4 lndic:ators co compare developed., developing and emerging {BRJCS) economies 

Econom,c 

Monetc1uy 

N on-mone1ary 

Demographi1c 

l:xpert tip 

Dt:fferences in the balance of t lhe econom,c structure, i.e. the proportion of output produced ln the 
primary, ·s.eco,ndary and tertiary sectors oi production 

I D(fferen. c,es in the ~evei of fncome. usuallly measured by GDP per cap~ta: coun1ries can be div~ded ~nto high 
~co,me, middle inco,me and fow rnco,me 

Diifferences ,n s,oc~all factors, e.g. the percentage of GDP spent on educati1on and heafth, the rate of adult 
Hteracy, the nu1mber oi doctors per thousand of popu~at~on, the number of hosp,tal beds p-err thousand of 
popu~at~on and 1he qual~ty of water 

Drfferences in terms of populatjon growth rates, birth rates, death rates, f·er1~hty rates, arverage age and life 
expectancy 

It is important that you demonstrate in the examination an understanding 
BRI CS/BRJCs·: a re·ference to the 

countriies of Brazii'I, Russia, lndi1a and 
Chlna,; South Africa is now usually 
1induded 

of the fact that tea.tu res of different countries tend to be rather general and 
that ·there may be exceptions For example, there are some very rich people in 
economically developing countries and some very poor people in economically 
developed countries. 

0 II II H II t II II 111111 ''II I It I! II II 1111 II I II I II H n II 11 t It II II II II HU 1111111 It II II II 111 IS" II U II 111 II 11111! II 111 • t It It It II It 1' I H PI It'' It It II• •1 It 11 U 1111111111111 It H ,t II t It II II II 1111111 II H II II 11111• ' 

Characteristics of economically developing economies 
Economicallly develop1ng economies have a number of key ,characteristics. 
Table 5 summarises some of these. 

Table 5 Characteristics of econom icaJly developing economies 

There w.iU typicalty be a rela11ive,y high rate of popufation g1rowth1 resuh1ing from the difference 
between the birth rate a,nd the death rate, i.e. the natura I increase in a country's popu~atron; 
tn•s 1means that1 ~n many deveioping count1nies1 the s;i2:e -of the population is well above the 
optimum population. 

There ·1s l1~ke~y to be a relativ,ely high proport•on of young peopl·e. creatingr a1 high dependency raUo. 
i.e. a high pr.,oport•on of peopl.e who are reliant on om.ers in an economy. such as pensroners. 

Income level1s tend to be tower 'than ~in econo,mical[y developed coµntrmes, and there is usualty a 
great de a, of ~neq ualtty ~ n the di1stribuUon of tt)at ~ n come. 

In many econom,cally devej,opiing1 c,oun1r~es. there ~s ~ relartively farg1e propordo,n of workers 
emip~oyed jn ~he pnma1ry or extractive sector and a r,edative1y low proport~on of workers emplloyed in 
the tertiary or s erv~ces sector. 

In many economka1Hy developi1ng co-untri·es, there aire sodat c-u1ftura1I and reHgjouis reasons wh,y 
a1 smaller proportion of women work compared with the situation in econnmmcaHy develloped 
countries. 

Many ·econommcaUy developEng countries depend on the· ·exportat1ion of prima,ry products and these 
often ,experienc,e graateir prijce variations 'than ~s th.e case with ma.nufa,ctu red goods, creat~1ng greate·r 
jnstabmty. 

The proportion of peopl·e who Uve in rural areas tends t,o be higher in econom~ca~ly develqping 
co,untries tha1n in economical~ deveJoped coun1r;es1 and VI/here ~here has been rural-urban 
migration. this can put pr·essure on resources ~n the urban areas. 

Many deve~oping countries have become dependent on economicaUy deve~oped countries, and the 
ro~e of mu~trrnational corporatfons has been s~gnifkan1 in this; although ibhey bring ·emiploy,me·n't to 
the e conom ica Uy d!eve loping cou ntr~ es, much of the profit ma de ~s repatr1i ated to the home country 

Many deve·~oping .countries have a high l,evel of e.x1ernal dleb1 and debt repaym,ent rs a rmajoir 
burden; ~n some countries, 1he debt ls over 100°/o of the gross nat1ona1I product. 

Many economkaUy deve~opin gr cou ntn es have greater soda! pro,blem~ than js the case l ni 

ec,onomi,cally deve!oped countdes, as can be seen through such indiicators as life expectancy __ llrteiracy 
rate, the number of doctors per thousand of the popu~atioo and access to good~quaUty water. 
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birth rate; the average number of live bkths per thousand of popu11ation of a 
country in a give,n time pertod1 u1suaUy a, year 

death rate: the number of people per thousand of populati-on in a country who 
die i rn a given t i1m·e per,i od, ·usu a lily· a year 

natural increase: a natuira l' increase in the population of a country i-s 

determ'ined by the crude birth rate m,lnus the crude death rate of a, population. 

i .·e. 11t ~ s the d iffen: nee between the nu m, ber of Iii ve births a,n d the number of 
deaths in a country during a year 

optimum populatio n: t he number of peoplle i1n a count ry that w i'III produce 
the hig:hest per ca,pita economic ret,urn. g iven the ful l utHisation of tne resources 
avaHab'le 

m igrat ion: the movement of peop·le from one area to anothe.r1 either w ithin a 

country or between countries 

Now test yourself 

10 Explain1 with the use of examples, 
what is meant by' demographic 
i ndicarors of economic 
development. 

11 Explain what is. meant by an 
'op-timum' population. 

Answers on p. 147 
- - -

Tested 

Revision activity 

How useful is it to divide countries 
into economically developed and 
eco nom ica Hy developing categories? 

Employment and unemployment 
·-•mnmlJl!l!!!!!!!!-----------------•U§#M·I_.........,_. 

The labour force refers to all, the people in a country who are emp1oyed or 
who are ~ookinQ for work. ft therefore consists of both the e.m,p1oyed peop[e and 
the people who are unemployed. The bes,: way o·f defining it is as che nu,m b-er of , 
p e op I e ~n a co uncry who are ava~ I able for work. 

The size of a country's labour force depends on a number of factors~ 1nclucliing 
the following: 
• the total s1ize of the pop ul,ation 
• the birth rate 
• the dea·c h ra t:e 
• t:h e schoo I leav1 ng age 
• the number of peopl.e who· stay i,n fuU-·cime educatiron after leaving school 
• the recirement age 
• t:h9 avallabflity and value of we,lrare b~n9fics to chos9 who do not havff a job 

• t:h9 availabi'lity and cost of chHdcar~ 
• t:h e atclt udes fn rh e soc re cy to women wo rl< ing 
• the state of t he t?conomy 

Working population 

I ab o ur fo rce: the n u:m be r of people 
who are availabte for work in a cou·n.try 

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

Expert tip 
. ......... ....... ··-· .... .. .......... ··-· .. .... .. ·-·· ··-· ·-· .. .. .. .. . . .. 

candidates often seem to believe that 
the term •labour forcef only applies to 
those people who are employed, i.e. co 
thos~ people who actually have a job. 
However, it actually refers not only to 
those people who have a job, but also 
to those who are unemployed. 

· • ·1111111111.111111111111111111 a 111111111n1111111 a 1111111111111 1111 11111111111111111111111111111111 • 

Now test yourself 

12 Define the term .,.labour force'. 

Answer on p. 147 
Tested 

A nother way of expressing the num,ber of people in a country who are. available 
to work fs to refer to the working populatlon. 

r 

There will ,dways be some peopl.e who are coo young co work, or who stay on 
in educatlon beyond the school 'leavfng ag~ or who .are too ol:d, or who are too 
d1isab.led. All chese peop,le de1erm1ne the dependency ratio of a country. 

Revision activity 

Find out as much as you can about the labour for-ce and the dependency ratio 
in your country. 

Participation rate 
The labour partlclp,atlon rate is an 1ndication of the people in a country who 
are either in work or officially reg1stered as unemployed. ~t g,ives an indJcatton of 
cha excen:c: co whrch the populac~on of a. councry rs ec-on-om.icaUy a.ccive. 

working population: the peop,le in a 
country who are working or who are 
act1ive'ly seeking work 

depe nde ncy ratio: t he number of 
peop 1le in a country who are unab·le to 
work djvided by the number who are· 
abl1e to work 

part icipation rate: the proportion 

of the pop u la,ti on which is ·either in 
e·mpl'oyment or officially regtstered as 
unemployed 

Employment and unemployment @ 



~~----------------------------------------------------~·,e~{..;pj11u~,~·l~~--
Labour productivity is t he measurement: of che effic[ency ofi labour in cerms of 
the output per worker per per1od of time, such as 1 hour. 1 day or 1 week. 

The produccivity of workers ca 1n vary for a number of reasons, incfuding 
differences 1n: 
• education 

• craining 
• skills 
• exper1ence 

• technlcal know1ledge 
• level of capftal ava~·lable 
• working methods and practlces 

•I motivatlon 

Expert tip 

It is important to distinguish between productivity a.nd production. Candidates 
often confuse these two terms. Produccion refers to total output from 
resources, whereas productf11ity refers to the efficiency of an input into the 
production process, such as labour. 

Unemployment refers to the situation wh1ch ,occurs when peopl.e are ab le and 
wl'll1ing 1CO work .. but are una,ble to find emp~oymenc. 

The re is some de bate as to what actually constitutes a situation of full 
employment in an economy, but is general~y taken to be a s1ituation where 
everyone who wants a job has a job, with che exception of chose who are 
frictior1a1Jy unemployed (see Table 6). In m.any economlesj it is abouc 4- 5% of the 
working populatfon. 

The natural rate of unemployment stresses the link between ·che levell 
of L1nempl1oymern: and the race of infhacio,n in an economy. 11c is tha:c leve~ of 
unemployment which contrfbutes towards a rate of jnflation that rs non­
acceleratjng. It ~s essentially an equiHbrlu:m, situation where the aggregate 
demand for ilabour is equal co t he aggregate supply of labour at the currenc 
wage rate; as a result .of ch is situation of equili1brium .. there is no upwaro p.ressure 
on t he l.evel1 of priices in che economy. 

une:mployment: w her,e a n.umher of people 1in an economy are able and wiltingi 
to work but are unable to ga1in employment 

fu·II employment:- the leve l of employment where everyone who is able and 
wUling to work ha.s a job., with the except1iO·ri1 of those who aire fri·ct~onaUy 
unempJoyed 

Revision activity 
Does a situation of full employment mean tha.t everyone in a country who 
wan t-s a job has a job? 

labour pro d,u et ivity: prod u cttv1ity 

measures the !l,evel
1 

of efficiency in the 
use ·Of resources: labour productivity 
therefore measures the efficiency 
of la1bour in terms of the output per 
person per period of t i1me 

Now test yourself 

13 Explain what is mean c by 'labour 
productivity. 

Answer on p. 147 
Tested 

Revision activity 
Choose one type of production in _your 
country. Outline the different ways in 
which the productivity of the workers 
in chis industry could be improved. 

i..--------_.,,4,~11a1ta'-·'lr- 1• 

.nat u ra I rate of unemployment: 
the n,on-accelerating1 1inf1at~on 
ra1:e of unemploy·ment (NAIRU) o r 

equiHb1r i,u m unemployment the rate 
of unernp~oyment in an economy 
which will prevent the rate of inflation, 
inaeastng 

Now test yourself 

14 What is meant by fthe natural rate 
of u nemp loyment·1 

Answer on p. 147 
Tested 

8 Cambridge International AS and A Level Economics Revision Guide 



~---------------------------------------IR41Ri .................... ~ 
Unemploy1ment in an economy can be caused by a number of factors and chis 
gives rise co a variety of differen·c types of unemployment:. These can be seen1 in 
Table 6. 

Table 6 Causes and different types of unemployment 
r7:E'::. ------;~. ---- • ~.-.:_ _ ., ~ , -· ~:c.u1 It::: :=~-=- ,_., -~ 
1Y]11j •1~·u .111:n I I r~ 1111 •1 (•l",. 11 •~• I if. ., ll~"-llP:.l 111•1 I L• • 1 t".lr. u IL.""\~ ·- :~ - ,. . ............... -:-• 

S1ructura~ Workers lose· 1heir jobs. as a result of the chang~ng conditions of demand i1n an economy; this 
c:reates a change in 'the country's economic structure_ and the dedining 1ndustnes wm not need 
1o employ a,s many IP e op le, caiusing a I os s -of jobs. - ~~~~~~~-~~~-

Reg~onal 

Cyd~cal (or demand 
defidency) 

f-ri ction a~ 

Somi&t~mes these· decUning ~ndustries ar,e concentrated ~n particular are·as of a coun1ry and this 
can contrlburte-"to regional unemp~oyment; this is espedaHy the case where workers ~ack the 
sldUs and traiin~ng 10 mov,e from one job to another. 

Wher,e:~15 structurai un empl oyime nt tends to be concentrated ~n particular i ndustn es, cyclka1I 
unemplloymerrt tends to be more widespr,ead in an economy; this i1s because rt 1is associated 
with 1:he trade cyde and per~ods of economk downturn. When the level of aggregate demand 
i~ an economy is low, this can lead to a r-ecess~on; def1ned as two sua:esswe quarters oi 
negative growth. 

At any one moment in an economy, soime people wm be between jobs, Le. they have lett one 
job and aire wait~og to start another; 1hJs type O·f une1mp~oyment ref11ects dynamk dhange in an 
economy, with some sectors expaind~ng whWe others are decUnring. ~t ~s possiblle to dts11inguish 
between three different types of frictional unemployment: 
• search unempJoyiment, where peop~e are prepared to ke-ep look1ng for the best poss~ble job 

raither tJhan ti.:lilce the first one offered 
• casual! unemplloyment, where c,erta1in types of work are not regulatr and so at any one t~me 

some people wdll lbe out of wo1rk, e .g. ~n the acting profess~on 
• seasonal unemployment, where· people are out of wo·Mk when 1it is 'out of season', e.g. in the 

1ourjsm or a1grirulture lndustries 
~~~~...-.+-~~~~~-

Tech no! o gicai 

Real wagie (or dasskaO 

Dtsguised 

Now test yourself 

A situat~on where people iose· their jobs because there· has been a mov,e away from !abour­
i1nt-ensive towards cap•tal~in1ens•ve productiion, i.e. machinery and equipment can be used 
instead of workers. 

Thjs is where people are out of work because real wages Fn an economy a.re too high. e.g. 
because of the power of trade unions. 

This is where· t here are people who do not have a Job, but who are not registered for 
un-emp!o)'lmerrt benefits; they a1re not ~1nduded in ttie: da1imant count of the number of 
unemployed people hi a country. 

This describes those who ar-e out of work but who have refused to taike a job which i,s 
available, perhaps becaus-e 1hey are wamtingi to be oft,ered a better-pamd job; 'the existence of 
unempto)llment benef1ts means that some peop~e are rather selective tn decid1ng \Nhich job to 
accep1. 

1 rested 

15 Distinguish between structural and cyclical unemployment. 

Answer on p. 147 

Revision activity 

Distinguish between the different caus.es of unemployment. 

Une1mplotment has a num,ber of consequences, fndudJng the fo llowing: 

• Econom1c resources are said to be scarce, and so any unemployment is a 
waste of scarce resources: an econom1y wi-11 be underperforminig and the level 
of national ou.cput produced wi ll be lower than would otherwise have been 
the case. 

Employment and unemployment @ 



• · A government will lose out on potential tax revenue, in terms of both direct 
t:axes, such as incO'm1e tax, and !ndfrecc ·caxes, such as goods and services cax. 

• A government wit'I also find ics fiscail siruar1on worsened1 not only becaus-~ 
of the likely reduction in revenue from, taxation, but also because of the 
money that wm need to be paid out in the form of benefits to those who 
are unemployed and the ,cost of training that a government m·ight need 
co provide in order co make unemployed people 1more employabile in the 
future. 

• Higher levels of unemp~oym,ent can be associ1ated wfth a number of social 

problems, su.ch as an 1ncrease in the cr~me rate of a country. 

Expert tip 
""""""'"""""""IIIIII I UIIIIIIIIUIIIIIIUl:1 111111nn1, 

Make sure that you read a question 
on unemploymen1: carefully, to 
ensure that you do not confuse the 
causes of u nemp loymen·c with the 
consequences. 

Revision activity 

Why is unemployment regarded as 
such a serious economic problem? 

~ilii~--------------------------------,ftu~i41GiU1i·11M ___ • 
il·c is ,imporc.a.m: t:o dis·c1nguish bet:w~en ·che number of peo:p1I~ who a.r9 
unemployed in a country and the unemployment rate. The unemployment 
rat-e refers to the total number of people who are unemployed rn a country 
div1ded by the 1abour force. 

Economists are interested in discovering patterns and trends jn the rate of 
unemployment iri a country ,over a period of time. It is useful to establish 
whether the trend rs upward or downward: rf rt 1s upward the government wm 
need co devJse appropriate policies co try co ,reduce ·che race. 

Expert tip 

Candidates need to distinguish between the number of people who are 
unemployed in an economy and the rate of-unemployment in che economy. In 
the first case, it will be a number, in the second case, it will be a percentage. 

•• • • ••" • • • " •• •• •• •1 • " • • •• ••" ••" •"" ••" •• •• •• • •• •• •• •• •• •• • •• , , ,, •• •• •• P, •• •• •• •• ••" • • • ••"" •• •• •• • •• • • • • •• "" •"" •• " •• " •• • , , ••" •• •• •• •• • •1 •• •• •• •• • 1, • • •• •• •• •• •• • • •" r • ••" •• " • • • · ~ ' 

Difficulties involv,ed in measuring un1employme·nt 

There is no one agreed mechod of ,measuring unemployment. This is significant 
b~causi2 different ways of m.~asur~ng unemployment can giVi djfferent resul!t:s. 
Most countries use one of the t:wo followijng methods. 

Claimant count 
The claimant count is one method of ,measuri·ng unernpl1oyment in a country. 
Thrs is where the number of peop~e who officially register as une,mployed ·is 
counted; chey register so chat they are eJigib·le co Cilaim, any benefits (known 
as transfer payments) t:hat the st:at:e may provide for those peopl.e who are 
unem played. 

Labour force survey 
An alternat~ve way ,o.f 1measu.ring the number of people who are unempl·oyed 
in a country is to take the daimant count and then add to· it those people who 
are able and wilHng co work, but who have nO'c offic~ally regiscered. themselves as 
unemployed. This is known as a labour force survey. 

E.xpert tip 

It is important that candidates can demonstrate that they understand there are 
two different ways to measure the number of unemployed people in an economy. 
One is the dai mane count and one is the labour force survey. Countries usually 
use one or the other, althou,gh some countries use both methods. 

unemployment •rate: the· number 
of unemployed peopte divided by the 
labour force 

Revision ,adivity 

Find out about the pattern of 
unemployment in your country. Is the 
trend in recent years going up or down7' 

Revised 

claimant count: the number of ;people 
who officially register as unemployed 

labour fo·rce survey~ this 1i ncludes ·not 
only those who are officially registered 
as unemployed, burt also those who 
a.re avaHable for work but who d·o not 
qualffy for any benefit given by the 
state 
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Now test yourself 1 Tested 

16 Distinguish between the two different methods of measuring the number of people unemployed in a country. 

Answer on p .. 147 

There are a n,urmber of different policies that can be used to correct 
unemployment 1n an economy. 

Fiscal policy 
Fiscal polfcyJ used co correcc une,mploy,ment, wi~I invo1lve the reduccion ,of 
taxatlon, borh dlrecr and fndlrect:, to increase the level! of consumption. Taxes. on 
companres can also be reduced to encourage greater investment. Government 

expenditure can a,lso be 1ncreased. A reduction in taxat~on and/or an 1ncrease 
Jn government expenditure wrll increase the level of aggregate demand in an 
economy and diis is 'likely t:o reduce the level o,f unemp,loyment. 

Monetary policy 
Another possible approach to the correction of unemployment rs through 
the use of monetary poHcy. 1lnterest rates could be lowered and/or the 
rmoney supply 1ncreased to encourage spending fn an economy. If the ,cost 
of borrowing rs reduced, thrs will' encourage peop1le co spend m,ore and save 
less. A'lso, if lnterest rates in an -economy are lowered thrrs is ltke1ly to lead to a 
fa ll in the exchange rate; if this happens, it wil!I make a countrts exports more 
price compettt~ve in lnternational marke(s and this could lead to an increase 
in demand for the'm and 'therefore an increase in che demand for 1abour co 
produce chem, assuming that the demand for ·chem is prlce el,astic 

Supply-side policy 
W hereas fiscal poHcy and monetary policy operate to 1:nAuence the ,level of 
aggregate demand in an economy, it i,s also possible to correct the level of 
unemployment in an economy eh rough i::he use of supply-side policy. Any 
p0Hc1es that could heJp markets co work rmore efficiently would be like,ly to 
increase the number of workers e,mployed. For example, policies to make the 
labour market more fiexible, such as restricti'Ol1S on trade unrons, would be like,ly 
to lead t,o greater employment. Train1ng and retraining schemes wou:ld hel1p to 
1ma.ke vvorkers ,more employable. 

The circular flow of income 
The circular flo,w of Income refers to the flow of ~ncome around an economy. 
At any one 1:ime,. there wrn be a number of Injections into the economy and a 
number of withdrawals. ,or leakages out of the econo,my. 

circular flow of income: the flow· of income around an economy, ,involving a 
mtxtuire of injections and withdrawa1s or l,eakages 

injection: spendi1ng which adds to the circular ·flow of income; this can come 
frorn investment~ government -expenditure and exports 

leakage (or withdrawal); money which leaks out of the cjrcular flow of 
income-; this can be as a1 result of savi1ngs, taxation and money spent on imports 

Expert tip 
J 

C-and idates need to ensure that they t 
understand, and ea n refer to, the 
different injections into, and the 
various leakages/withdrawals from. the 
circular flow of income. 

'•, ._. . . ............................ _. ... y . .... ....... . ... .......... . ................. ........... ..... .. . 
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~i-----------------------------------------------lK4!itii·I 
A basic approach is ·co consf der the clrcular flow of income 1n a closed econo:my. 

1ln a closed economy.t it is assumed that a country does not trade with any 
other countries in the world. If the circular flow o.f ~ncome is limited 1:0 the 
movement of incomes between households and firms, ic is known as a 'two~ 
s~cror eco:nomt. If govem1m9nc is chen added co eh~ cJrcular fiow, ~c be.co1mes a 
1th:ree-sector econom/. 

A miore reaUstic approach would be to consider tMe cfrcular flow of 1ncome i,n an 
open economy. 

1ln an open economy1 it ]s assumed that a country does trade with other 
countri·es in the Vt10rld. The circular flow of income, therefore, .involves four 
groups~ households, firms, the government and the goods and servlces that 
a re expo reed to, and imported from, other countries. This 1is why sue h an open 

e-conomy is kn own as a I four-sector economy'. 

The basis o.f aggregate demand in an economy is. consumption expendit ure by 
lhouseho'lds, and then the injectlons can be added to, and the wtchdrawals or 
!leakages taken from, th1s expenditure, as can be seen in Table 7. 

Table 7 The circular flow of income in a.n open, or four-sector, economy 

Investment spend~ ng by private sector f:i rms (I) 
- -- -- - - -
Government spendjng (G) 

-------

Sav~n g1s (S) 

Taxabon (D· 

dosed economy: an economy which 
does not trade with the rest of the 
world 

open economy: an economy which 
t:rades with the rest of the world 

---B!·I 

---- ----------t 
1 nco me from e':'P o rts so~ d abroad (X) lncom,e spent on imports from abroad (M) 

Now test yourse·lf 'Tested 

17 Na.m1e the three injections into~ and the three leak~es or withdrawals out of .. the circular flow of income. 

Answer on p. 147 

Revision activity 

Contrast the circular flow of income in a. two-sector (hou.seholds and firms), a 
three--sector and a fourpsecror economy. 

~------------------------------------------------------------------t•mn1t11tziam·All~-• 
The multipUer is an rmportant concept in the determination ofche l,evel 
of income in an econom.y. It: measures ·che ex-cent: co, which an increase ~nan 
injectiion fnto the circular flow of fn,come brings about a 1magnified effect on the 
11evel of tncome. An increase i:n injections.t howeve-r~ is al,so I ike1ly to have an effect 
,on the withdrawals -out of the drcular flow ,of 1ncome in an economy. ~a.eh 
successi've l:ncrease in aggregace d-e,mand wi'II therefore become progressive1ly less. 

Expert tip 

Even if a particular examination question does not make explicit reference to 
the concept of the multiplier, this doe-snot mean that it should not be included 
in answers. If a question is concerned with the determ ina:tion of the level of 
income in an economy, candid.aces should assume chat chey sho u Id refer to the 
multiplier in their answers. 
llltlllllltllltlllltlllllllllltllllllllllllllllllllllfllllll tl tllllfltltllllltltlltlllllllltltlllflttltllllllllllltlllllllltlllllllltlllllltlllllttltltlllllttlllltllllltlllltllflttllllll t lllllllltlllll .. 
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multiplier: the amount by which an 
increase ·in an injection i1nto the circuilar 
flow of 1incom@ willl bring, about an 
1i11crease of total income in an economy 



The sJze of an economy-s multip!li.er willl depend on how many sectors are 
invo'lved; as Tabie 8 shows. 

Table 8 The calculation o-f rhe size of the multiplier in an economy 

Two-s,ector economy 
{h ous elh o~ drs and firms) 

1 1 
---------- or --
marg~nai propensity to save MPS 

Three-sector ·economy ~ 1 
(househo~ds. firms and government) or 

ma1rginai pr·opensH:y to sa,ve + marg•nal r<Jte of taxa1~oo MPS+ .MRT 

1 four-sector econo1my 
{households. firms. gov,ernmen1 
and fore~gn tirade) 

1 -------------------- oir -------
marginal propensity to sav,e + marginal rate of taxa11ion + 
,marg~nall propensH:y to import 

MPS+ MRT + MPM 

Another way of expressjng the multiplier is: 

1 

ma:rginaJ propens~ty to w1chdraw 

The operation of the multipHer can be seen 1n Fijgure 3. The diagram shoVvS 
che effecc ,o.f an increase in injeccions int:o the crrcu'lar flow of income in an 
economy; thls can be seen by the vertical dfrstance between) and),. The effea 
of thjs has been to increase nationaJ income fron,, Y1 to Y2• The size of the 
·multipHer (denoted by the symbol k) can be calculated by d~vidfng the change in 
Y by eh e change 1n ) . 

Aggregate 
expenditure 

AY 
k i- -

/j.J 

w 

National 
income 

Figure 3 The effect of an increase in injections into the circular flow of income 

-------- -

Now te.st yourself 

18 Explain what is meant by the tern, 'multiplier~ 

Answer on p. 147 

- -

Tested 

~~---------------------------------------,•~;ii41'1f~t~i·;1I_~-• 
Aggregate expenditure (Af).,, or aggregate demand~ refers to t:he tota·I 
demand forJ and expend.~ture oni al l that is produced in an econom,y. It can be 
represented in the foJl,owing way~ 

AD ;;;: C + I + G + X - M 

Now test yourself 

19 How is aggregate expenditure, or aggregate demand, usually represented? 

Answer on p. 147 

aggregate expenditure: th@tot.al 
demand for, and expenditure on, g.oods 
a.nd services in an economy 

Tested 

The circular flow of income @ 



Components of AE and their determinants 
Consumption 
Consumption refers to the expendtttue by househo 1lds in an economy over a 
per~od of t ime The main influence on consumptfon ~s the level! of dfsposable 
incnme 1n an eco,nomy and ch,e consumptton funct:fon shows che refacionship 
between Income and coinsumption. 

Average and margin propensities to s ve and onsume 
The p roportlon of income that [s spent on consurnprron can be measured in 
two ways. The first way is the average propensity to consum,e. 

Th e? average propensity ·co consume refers to the average proportion of income 
that is actually spent on buying goods and services in an econo my. The 
proponion of incom,e that is not spent is saved so it is aJso, posslb'le to refer to 
the average propensity to save. 

11t is poss~bje that consumption actually exceeds income and so would need to 
be financed by using past savfngs. This ~s known as dlssavlng. 

saving is genera:Uy regarded as a good ch ing for an indi'viduat, providing t:he 
person wi1ch the opporcunicy to buy something rn che future, but i·c fs also 
possible to v~ew It in a negative way for society as a w ho le because it is a leakage 

or wtthdrawal from the drcular flow of income and so could ,contribute to a fa'II 
1n national 'income. Th1s cont:radiccion is known as die paradox. o,f thrift. 

Expert tip 

Candidates need to demonstrate they understand what is meant by th1e 
paradox of tl-,rijt. Saving is generally rep rded a,s a good eh i ng co do in 
an economy, but it is important to recognise that the~ may be possible 
disadvantages to saving, given that it constitutes a leakage or Withdrawal from 
the circular flow of income. 

The second way of measuring che proporcion o,r income thac is spent on 
consumpdon is t:h~ margjnal propensity to consume. W hereas t:h@ average 
propensjty to consum-e is concerned w1th a g1iven income, the marglnal 
propensity to consum,e is concerned w1ith a change i,n 1income and. ~n parti,cular, 
wich t:he p-roporcion of chat extra income tlhat is sperit. The proportion of 
che extra rncome chat is not spent: 1s saved and so it: rs possible CO· refer t:o the 
m argj nal propensity to save. 

Akhoutgh che main rnnuence on consumption is che 'level of disposable income 
~n an economy, chere are other possible de1:erm1ir1am:s. These include: 
• t:he distrtbut::ion of Income and wealth 

• the rac~ of ,int:erest 
• t:h~ avaitabi lity o,f credit: 
• expectat1or.s about future economic prospects 

Investment 
Investment refers to- the expenditure by flrms in an economy over a period 
of cime, such as expendi,ture on factories, machinery and equipment. There 
are many 1nfluencss on the invest ment d@dsiorns of rlrms, but the rnah1 
determinants are: 

• the rate of interest 

• changes in technojogy 
• eh e cost of ea pit al, goods 

• changes in consu 1mer demand 
• expectations about future economic prospects 
• govemmcent po'licies, such as in relacion ·co taxes and subs,idies 

r 

consumption: the spending by 
con,su,mers in an economy over a1 period 
of tin,e 

average propensity to consume: the 
proportron of fnco·me that 1is spent 

ave rag@ propensity to save: the 
pro porti,on of i1n come that is saved 

dissavi n g: a sit uat~o n that c.a n occur 
when cons um pti ori exceeds income and 
so, people have to re'ly on savings that 
have been accumul:ated iin ·the pa,st 

saving: the amount of disposable 
1incom,e that is n.ot spent on 
consumption 

pa rad ox of thrift: the contradl ctio n 
between, the potenti1al advantages and 
the potential disadvantages of savtng in 
an economy 

marginal pro,pensity to consume: 
the proportlon of an increase in ln-come 
that is spent 

marginal prope nsity to sav@: the 

proportion of an increase in income 
that is sa.ved 

Revision activity 

Consider whether saving is always a 
good thing for an individual and for an 
economy. 

investment: spending on capital 
equi:p1ment, e.g. a machine -or a piece 
of -eq uiprn·ent tha,t can be used ini the 
prod u ct'ion process 
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Government spendin 
Th is can include govern·ment spending on che wages and sa,laries of peop~e who 
work in che pubHc sector and on rinvest:meint proJeccs, such as a new road. There 
are many influences on ·che spending decls1ons of a governmen·r~ but the main 
determinants are: 

• government poHdes on particular aspects of society 
• tax rever, ue 
• demographfc changes 

Net ex orts 
The decermi1nants ,of nee exporcs can include the foflowing: 

• a councry1s GDP 

• die GDP of ocher couintrles 
• ch12 re la·clve prlces of a coun·cry-s exporcs 

• the qualtty, re'lfabrlrty and repuca·cion of a countrys exports 

• exchange race movem~ncs 

Income determination 
There are two ways to determine the l1evel of i1ncome in an economy. One way is 
by using the AE and incom,e approach. The other way is by using the withdrawal 
(leakage) and injeccion approach. 

AE-income a.p roach 
The level ·Of income .in an economy ~s determined at che point where aggregate 
expendrcure ls equal to output. This ls shown in Frgure 4 u.sing the Af- rncorne 
approach. Su.eh a diagram is aJso known as a 45-degrree d1agran1. The economy is 
in equilibrium where AE crosses the 4S~degree line; at Ye. Real GDP is shown on 
the horizontal axis (indicated by Y) and aggregate expenditure on ·che vertical 
ax,ls Ondlcaced by f). 

Aggregate . 
expenditure 

45• 

Figure 4 A 45adegree diagram 

· hdra al/inject·on a proach 

Real GDP 

Anoch.er way of showing equi1librium income 1n an economy Is chtough ,:he 
wichdrawal/lnJeccion approach. For incom,e to be ~n equtl1ibrium ~n an economy, 
the injections into the circular f low of income need to be equal to the 
withdrawals from the drcul'ar flow of income. This can be seen ln Figure 5 where 
the injections (I, iG and X) are equal ro t h.e withdrawals (S, T and M) ac the 
Ye ~evel: of 1inc0,me. 

lnjertions 
and 

withdrawals 

Ye 

W(S,M,n 

y 

Figure 5 Equilibrium using rhe withdrawal/ 
injection approach 

The circular flow of income @ 



Inflationary and deflationary gaps 
lnflationar gap 
llt is important to understand that equilibdum in an economy may not 
necessarily be at the full employment level of rncome. An tnflatlonary gap 
shows a situation where equllibrium incnme is g~acer than cihe ful l emp,l,oyment: 
equJUbrfum - that Js_ aggregate demand rir, an economy fs greater than 
aggregate s up,p I y. 

This can be seen in Flgure 6. Equ11ibrium income is a·c Ye where che 
wlchdirawals are equal t:o the lnjectrons. The fu ll empl'oyment level of 
incom e, howeve~ ls shown by YF- The vert1ical distance betw.een Wand ) 
at this point shovvs the 1nflationary gap in the economy. 

Aggregate 
@l<pend itu re 

Y1 
Figure 6 An inflationary gap 

Deflationary aa 

w 

y 

Whereas an inflationary gap shows a sfcuation where equfilibrium :incom,e is 
greater t han tlhe full employment: l,~el of ~ncorme, a deflationary gap 
shows a sftuation where equilibrium 1ncom,e is l1ess than the ful.ll employment 
equinbrium - that is. aggregate demand iri an economy is less than aggregate 
supply. 

Thfs can be seen in Figure 7. EquJlibrtum income is at Ye where the w,ith1drawals 
are equall to the injections. The ful'I @1mp:loyment !eve.I of income, however, is 
shown by Yf- The vercical, d~stance between Wand) at this pofnt shows the 
deflat:io1nary gap in the econo:my. 

Aggregate 
expenditure 

Figure 7 A deflationary gap 

w 

Deflationary 
gap 

y 

1·c shou:ld be noted chat the tE?'l'im S 'infia:cio11ary gap' and 'deflat:tona.ry gap' can 
a I so be referred to as an output gap. 

Autonomous and induced investment 
11t is ,import.ant to distinguish between two types of capital investment -
autonomous. and induced. 

Auto omou~ investment 
Autonomous Investment ref-ers t:o expendlcure on ,captca,I investment cha:c is 
rnot: che result of any changes in che r~el of nacfonal 1.ncome 1t1 an economy -
~n other words, it is indepet1de nt of any such changes. An increase or decrease 
rin autonomous investment can be shQ\1\/n in a diagram by the aggregate 
expendit ure Hne s1hifcing upwards or dowinvvards. 

inflationary gap; a situation where 
the level of aggregate demand ln an 
economy is greater than 1: he aggregate 
supply at fu, I e,mp l'oyment, ea using a 
rise In, t 1he general leveJ of prices i·n the 
,econom,y 

deflationary gap: a s·it,uat1i on where 
the l1evel of aggregate demand in an 
economy is less tha,n the ag·giregate 
sup ply at fuH e.m pi oyment_ caus1 ng 

unemplo,ym ent in the economy 

output gap; the drfference bet\Neen 

the actual output and the potentia1 
output of an economy 

Revision activity 

Distinguish between an inflationary gap 
and a deflationary gap. 

auto nomou~ investment~ cap 11'.a I 
1investment that Js not r-e~ated to 
eh an g es in the 11 evel of nat·io n al J ncom e 
jn a:n economy 
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lndu ed investment 
Whereas autonomous investm1ent refers to expenditure on capital equipment 
tha:c ~s unre·1a:ced t.o changes in income in an economy, induced Investment 
refers to such expenditure t hat 1is directly related to changes in income. For 
examp:le, a r~se rn national income wiU bring about an increase in indu.ced 
investment. J nduced investment ~s an 11mportant part of the accel1erator theory 
of investment. 

Accelerator 
The concept: o,f t:he accelerator 1s based on the lrnk between changes fn the 
level of nati,onal income in an economy and chang.es in 1induced investment. 
ilt states that fnvestment is a function of a change in national income. It also 
assumes a fix.ed capital: output rat•o. 

It ~s lmpo.rtant co undersrand that the accelerator is concerned with the 
retat[onshlp between investment and the rate of change of output - it is not 
the level of output t hat is important; but the rate of change of that output. 

accelerator: a way of ea I cu I ati n 91 the effect of a cihang e in nation a I in co me on 
investmenit in an econ,o my 

capital: output ratio: a wa.y of measuring the a,mount of capitail employed in 
the production of a given :level of output 

Expert tip 

Candidates sometimes confuse the multiplier and the accelerator; it is 
important to be able ro distinguish de.arty berween them. The multiplier shows 
the effect of a change in an injection, or in a withdrawal, on the level of national 
income in an economy; the accelerator, on the other hand, shows the effecc of a 
change in the level of national income in an economy on the induced 
investme nr. 

, .. , .............. .. .. ....... .............................. ... , ................... ......................................... .. . , ... .. .............. .... ............. ... ....... ............................. ..... .. .... .. .. .. 

induced i nvestrn e nt: capita I 
investment that i:s related to changes 
in the· ,level1 of national income in an 
economy 

Now test yourself 

20 Distinguish between autonomous 
and induced investment. 

Answer on p. 147 
Tested 

Revision activity 

Distinguish between the multiplier and 
the acc~lerator. 

The theory of money supply 

-The quantity the,ory of money shoW'S the retationsh1p between t he money 
supp'ly, t 1he general price level and the tevel ,of oucpuc in an economy. It i:s 
usual'ly expre5sed in terms of MV ~ Pi where M ls the quanclcy of moneyl V 
is the velocit y of circulati.on, P ls the general price l1evel and T ls the number 
of transactions. Vand Tare assumed to be constant over a periiod of time 
because it is un likely that there !is going to be a great deal1 of difference rn the 
velocity of circula.cfon or in the number of transactions in an economy From 
one year co the next. In this case,. Mand Pare d1 reccly l1inked. Thfs means that 
iif the money su.pp1y rises, people will have access to more funds, glving t hem 
greater purchasing power, and as a resuk of this, the general level: of prkes in the 
economy willi rise - that i,s, a s1·cuation of inflation wil I exist. 

The theory has been w idel,y d~scussed over the years, espedally in relation to 
whether it is correct to assume t hat Vand Tare constant over a period of time. 
11·c has also been criticised for befng less of a theory and m,ore of an 1denti·cy chat 
ls necessarily true - m other words, .MV represencs total spending in ain 
econom,y and PT represents the total money recefved for the goods and 
services. It is the sam·e situation, but 11,ooked at in different ways. 

·quantity theory of moniey: the idea 
it!hat, si nee MV ~ PT; and the velodty 
of circU:lation (V) and the volume of 

tra nsacti Ons ( n a re constant, ciha n g es 
in the price fevef (P) ~n an economy are 
directly proportfona1I to changes in the 

money supply (M) 

Now test yourself 
- - -

21 How is the quantity theory of 
money u ~ual ly staced? 

Answer on p. 147 
Tested 

Revision activity 

-

How useful is the quancity theory of 
money as an explanation of inflation in 
an economy? 
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~~--------------------------------------~•~d!§li!Hl§I .• ~~~~· 
The money supply refers to the tocaJ amounc o,f money in an economy at any 
one crme. Jc rs an rmportant macroeconomk varrablle. It lndudes bot:h broad 
money supply and narrow m,oney suppl1y. 

!Different countries use different definitions o'f the money supplY~ but a broad 
money supply reflects che total purohaslng power thac is avail'aiblle in an 
economy at a particullar tlme. It is often termed M4 and includes the notes and 
coins plus aH bank and buildfng society deposits. 

A narrow money supply is ·ma~n ly the cash chat: 1s avaHable in an economy 
at a partlcul1ar tf1me. It ls often termed MO and lndudes the notes and colns 
held by the genera1I public" ir, cash machines and ·in balances that the financial 
institutions have with a ·country's central bank. Th is narrow money supply is a:lso 
sometirmes known as the m 1onetary base. 

broad money supply; a measure of the stock of ,money which r·eflects the total 
potential ,purchas·ing power tn an economy 

narrow money supply: a :m,easure of the stoc~ of money in an economy which 
is mai1nly cash 

monetary bas:e~ the cash held by the general· publfc and by the banking system. 
i1nd uding the rbafances of the financial institutions with the central bank of the 
country; l·t acts as the basis f.or any expansion of bank lending In an economy 

\ 

money supply: the amount of rmoney 
available to t he genera,! public andl the 
banking system1 in an economy 

~------------------------1•,:;(#1§1§~41·1-~~• 
There are a number of different sources of money in an open economy. 

Commercial banks and credit creation 
Financial inst~tutiions are abJe to create rnewj money as a result of additional 
cash deposits. They know from experience ·chat onl1y a cerca~n proportlon 
,of custo,m.ers wm want: ·co t:ak~ out money ac any partrcular cim:e; t:h1s means 
that a large proportion of money deposlted can be l'oaned to peopile through 
.a process known as fractior1aJ reserve banking - the require1ment that such 
,institutions only need to hold a certain percentage of chetr total liabHitfes, say 
10%1 in che form1 of cash reserves. 

The ratio of new money creat@d to the initial money deposited 1s known as the 
credl t multlpi ler. 

Expert tip 

Despite financial institutions having a great deal of experience of how much to 
lend, the decision of many financial ins,titutions to lend out too mu.eh money 
was a major cause of the financial crisis in 2007- 08. This created a lack of 
confidence in financial institutions, some of which collapsed. 

Role of ths central bank 
A central bank may wish to control the ability of commercial banks to ~end 
mone}" such as t:h rough open matkec operacions. This is the process ·Of buying 
or sernng govern mE? nc securl'ci~s - chat js, bonds and/or shares thac are rssued 
by the governim,ent. rf a central bank wants to encourage bank lending, it wrll 
buy government securities. 

[ 
central bank: the main bank in a country tha1 is responsib!le for oversight of the 
banking system 

l 

credit creation: the process by whioh 
financial institutions are able to expand 
thelr l'ending by a 1multi,p~e of any 
new deposits rec,e,ived; this m ult:iple 1is 
known as the credit creation rnulrtipl~er 

,credit multiplier: the rel,at~onship 

between new money created and cash 
de posrts ma d:e 

Revision activity 

What is meant by ·credit creation'? 

@ Cambridge International AS and A Level Economics Revision Guide 



Quantitative easing 
The process of che central! bank buying government secur~t res, such as bills and 
bonds,. is known as quantitative easing. These securit ies are baughc by 1:he 
central bank, leading -co an increase in bank deposits, and this creates m·o re 

!liquidity in the system. In some countries, ~t is knowri as credit easf ng. 

Expert tip 
...... 1 ... ,1,11 . , ........ ,. , • • 1 . ... , ••••• , . ,, •• • • i. , i , l ,, h ,,,. , . ... , • • • • , ........ 1. 11 ...... 1 . ,1 ..... , .. , . , • • 1 . , ••••• ,, . , .. .. . .... , •• , ••• 1 • • •• ,.1 , , i,, .. .. , ... , •• 1, i. .... , 

Candidates should understand that quantitative easing has been used by a. 
n urn ber of coun rriesJl including rhe USA and rhe UK, ro stimulate economic 
activity in countries that have been suffering from recession since the credit 
crunch of 2007- 08. 

'•~ ' "",I , "" , i " " "" , " d"" •• "" ii " • • "•• •••• ,,,•• "" oo oo H Oo • oo oo • • ••" • • ", , ,ooh" , i " " , " Oo """" •• , oo " " i , oo oo, lo"" , 4 • • • • ,, • • • " ,i , O ,, oo •• ii " oo oo oo O, 00", oo • • " " Oo oo , , , """ , , "" oo . 

Now test yourself 

22 Explain what is. meant by 1quancitative easing,'. 

Answer on p. 147 

Government budget 
In each economy in the worlcl 1che governmenc wiill produce its accouncs in the 
form of a summary of ics rinco·me and expemdftur~. 

In any economy~ there wi ll be one of three types of budget. First, there is a 
balanced budget. 

In a balanced budget, the projected revenue, such as from. taxation, is -exactly 
equal to the government's planned expendi(ure. In th~s senser where both sides 
of t he budget are equal, iit is neutral. 

Second, t here ls a budget surplus. 

In a budget surplus; the projected revenue is greater than the planned 
expendrrure - that is, less money is spent than is recelved. In such a situation, 
the government is taking more OLfC of an economy t han it 1s putting in and 
this ls 11kely ta be a deliberate polky to reduce the level of aggregate demand 
(known as defkn;on) ~,n the economy - for exa,mple. where there is a situatfon 
of htgh ~nflat:i-on. 

Third, there rs a budget deficit. 

In a budget deficit, che piroJected revenue is 'less than the planned expenditure 
- chat is, ,more money ls spent chan is recetved. In such a sittra.cion,. che 
government is puttlng :m o re 1into an economy than it is t ak1ng out aind this is 
ltkeliy to be a deliberate policy to increase the level of aggregate demand (known 
as reflation) tni the economy - for exa,mpl~ where there ts a s1tuation of lhi,gh 
unem p·loyment. 

Deficit financing 
If a government: does hav~ a budgerc deficit:, 1c wil l ne~ct to chfnk how lt: ~s g.ofng 
to flnance that deficit. T here are likely to be three possibHities. 
• If the budget defidt is successful ln stlmulating the level of aggregate 

demand in the economy, this is l~kely to increase the revenue received from 
taxation and this wrn contr ibute tovvards financing the defic1t. 

• A country may bave had a budget surplus in recent years, and 
th E! accumullated surp1luses could be us12-d 1co contrlbu.te cowards 
financing the defidt. 

• It is posslblle t hat both of these approaches wi'II not bring fn sufficient funds 
to finance the defldt and in thts case the government wm nieed to borrovv 
money; thls will lead to an increase in the national debt . 

quant.itative easing: the process 
whereby the government of a country 

deliberately buys bonds and bills in 
order to increa,se the 1money supply i1n 
an ·economy 

Tested 

balanced budget: where projected 
rev,enue and planned government 
spending a,re equal 

budget surplus: where projected 
rev-en u e r s greater than p I a n.n ed 
exipen ditu re 

budget deficit:. where iprojected 
revenue is less than planned 
expenditure 

Now test yourself -
- -

23 Expla in what is meant by a 'budget 
deficit'. 

Answer on p. 148 
Tested 

Revision activity 
Consider why it is important for a 
government to aim at achieving a 
balanced bud,get. 

national debt: the total of a,11 debt 
acc·u,mu'lated by a government 
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Expert tip 

It is important that candidates are able to distinguish between a stack of money 
and a flow of money. A country's notional debt is as.cock of money that has 
been accumulated over many years. A bud,get deficit refers to a flow of money 
in one financial year. If a gpvernmenc is successful in reducing rhe size of a 
country's budget deficit in a particular yearl the size of the country's national 
debc may srill increa·se during the year as a result of interesc payments that. 
need to be made. 

A government may need to borrow lin order co finance a budget deflcit and lf 
money is borrowed from t:he cornmerciall banks or t:he central bank, t::h is w ill, 

have the effect of 1ncreasfng the money supply. This is because the l'iquid assets 
of the banks wil l be increased, which wfll increase thetr abiHty to lend. 

Total currency flow 
The total currency ·flow ts a part of a country's ba~ance of payments and shom 
the coraJ ~nflow and oucflow of money resulcing ·from a councry's international 
transactfons with the rest of the world . If the flow is positive, it fs likely to 
inc,ease the foreign exchange reserves of a country. Th~s net tnflow of money 
into a country wm have the effect of increasing its money supply. 

total cUrf'ency flaw: an element of the balance of payments that refers to the 
total inflow or outflow of moneywhid, results from a country's international 
t ran sacti ons with other countries 

Revision activity 

Consider why the size of a country.,s 
na·1:ional debt is important. 

--------------•1ik:la:'j1t11i1·I~--• 
The concept of the transm•ssion mechanism (al1so, known as the monetary 
cransrnission mechanism) refers to t:he cheoriciica~ proc~ss connect:Jng changes in 
the stock of money in an economy to changes in the level of iricome .and output. 
The mechanjsm shows how 1ncreased 1lending by banks leads to an ~ncrease in 
boch investmenc and consum pc ion. Thts chen .leads to an increase in che level1 of 
aggregace demand and chen flnafly co an rncrease in cne revel of productfon. This 
rlink between changes in the :money supply and changes 1n aggregate demand is 
stressed by monetarists, who bel:ieve that the link is very strong. 

transmission mechanism; the 
theoretical process which connects 
changes j:n the stock of money in an 

economy to changes 1n the leve~ of 
1i n come and outp u,t 

Keynesian and monetarist schools 
f U1.----.. ,"' ... ("@•u1;.n1r- 1• 

There are many different approaches ro how the r11acro eGonom,y functions, 
but the Keynesian and monetarist approaches, based on the work of two 
influential economists, J'ohn Maynard Keynes and Mflton Frfedman, have been 
parcicularly importanc. The differen,ces between ·che cwo approaches are many, 
but Tab,le 9 offers a sim pHfied comparf'son of these two dist1nct .approaches to 
m acroeco no m 1cs. 

Keynesian approach:. an approach to the macro economy based on the views 
of the economfst John Maynard Keynes (11883- 1946) 

monetarist approa,h: an approach ta the macro economy ba,sed on the 
views of a number of econom,ists, of which the best kinow1n 1is Mil,ton Frjedman 
(1912-2006) 
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Table 9 Keynesian and monetarist approaches 

There i.s no guarantee that an economy, tf left to 1market The controi of 1inf1ation i1s seen as th,e pnori1:y for a 
forces, wUII be able to achieve a1 fuU employrnent Jevell of GDP; government~ ~nflat~on ~s la1rg·ely seen as the result of an 
the reduct~on of une1mp~oymem is seen as the top prior~ty i1n excessiv·e gro·wth ,of the money supp~ ~nan econom1y. 
an economy. 

lrt is therefore necessary for a government to Emervene in 
an ·economy to jnflluence the !level of economic activ;ty, e.g. 
by us:ing a budget defjdt to ~ncrease the ieve, of agg11rega1e 
demand in the economy. 

tt ~s therefore necessary for a governrnent to intervene jn an 
econo,my'to controi the irate of growth of the money supply. 
Attempts by a governrrnent to reduce unemployment through 
an mncreaiSe in spendingr wrn only bring1 about a greater rate of 
wnflatron ~rn the long run. 

Marke1s, such as the labour market, do not dear ea$nly 
and are· slow to adjust: this is why an economy can be in 
an ·equUibr~ um position below fuU emp~oyment, and why a 
government needs to iinterven-e to expand demand. 

Markets deair refative-~y ea$tly and quickly, so it js apprupr~ate 
to r-e~y on marrket forces . 

On the whole, fjscai policy is a more effective approach 'to 
demand 1managem,ent irn an econo:m1y than monetary policy. 

,on the whole, mo ne'tary po! ~cy ~ s a more effective a pp roach 
to demand manage·ment mn an economy than fisca~ pohcy. 

-

Revision activity 

Discinguish between Keynesian and monetarist approaches co the management 
of an economy. 

The demand for money and interest 
rate determination 
The dem,and for money in an economy, and the decerm~nacjon of 1interest rates, 
can be analysed through the liquidity pref-erence theory. 

~------------------------------------------------1@1:~{~lillti!·ll[~J-
The Keynes1ar1 approach to the demand for money and the determinatfon of 
interest ra1;:es is based on three motlves for holding m,oney. 

liquidity preference theory; the Keynesian theory of interest rate 
determi,nation1 based on three motives for holding money- the transactions 
motive, the precautionary motive a,nd the speculative rnotiive 

F~rst, there is a transactl1ons demand for money. This 1s where money is used 
to pay for ·eve:ryday purchases. Thts ls an active balance and is 1nterest i:nelasti'c 
- ln ocher wordsl chls demand for money does noc respond t:o cha 1nges in 
11nterest: rates. 

Second, there 1is the precautionary demand for money. This is where money 
is used co pay for unexpecr.ed expenses. Like che transactions demand for 
money, ~c 1s an acttve balance and is 1nterest ~ne1astfc. 

Third, there is the speculative demand for money. Th1s ~s where money is 
used to buy governmenc bonds. Un lfke the transacc1ons and precautJonary 
demand for m,one~ it is regarded as an idle balanc·e and one that is fnt:erest 
el.astlc. An important influe11c@ on the demand for a bond ils th@ yjeld, whkh 
1is the annual income obtalned from the bond as a proportion of its current 

'-

transactions demand for· money: 
1money that i,s required to pay for 
everyday purchases; it is am active 
Iba Ila n ce and fS interest inelastic 

active balances: 1money which 
1is fkming through 'tlie eccmomy, 
underpinni·ng the trans-acti,ons arid 

precautiona1ry motives for hofding 
1money 

precautionary demand for money: 
1mon€y tha,t is required to pay for 

unexpected expenses; a is an active 
balance and is interest i'nelastk 

speculative demand for money: 
1money that is required to buy 
government bonds; it is an ld 1le balance 
and is 1i1nterest elastic 
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1market prtce. The price of government bonds and the rate of :interest wil l move 
in opposite directions because if the interest rate ls high; this wil!I reduce the 
desire co hold m·oney. on che other hand, if che 1nt:eresc race ~s. lo~ there will be 
iess of an 1ncencfve to swlcch out of mon~ tnt:o other assets. 

Another distinctive feature of speculative demand for .money, unHke the other 
two motives,. is that che demand curve is dovvnward slop1ng . . In face, at l·ow 
races of inceres't, che Uqutdity premrence {or demand) curve becom,es horizoncat 
indicatlng that a change rn the money sLtppl:y wi II have no effect oin the rate of 
interest. At this point, the demand for n1oney is perfectly elast~c. This is known 
as the llquldEty t.rap. 

A shifc of the m.orney supply t:o the ri ghc, e.g. from MS0 to MS1, would normal'ly 
llead to a lowering of the rate of interest (see Figure 8). HoweveG when there 1s a 
lliqufdity trap,. an increase in t he money supply does not affect the interest rate, 
wh~ch beyond MS 0 remains a'c r 0. 

Rate of 
interest 

r 
0 

Figure s The liquidity trap 

MS, 

Money 

id la balances: money which is 

withdrawn from the drcular flow of 
money i:n an economy. ,underpinning 
the specu1lati,ve motive for hoJding 
1money 

y ield: the ainnuai income obta:ined 
firom a bond or a share as a proporti1on 
of ·its current m,arket p r1 ce 

'liquidity trap; a situati:on at tow ra,tes 
of interest when changes in the money 
supp,ly w il I have no effect on the rate 

of interest and where the de·mand for 
·money is perfectly elasti,c 

Policies towards developing economies: 
t rade and aid 
Policies towards .econo,mical.ly deve~oping economies are essentiaily of two types: 
trade and aid. 

~ft!~l!!!!!!!!!!!!--------------------------------------------------------------------~ ·1«1.~1,mt+l41·•-----• 
One polky approach towards econom~cal11y developfng countr~es fs r:he provision 
of aid. A1d from economically developed to economical~y developing econo,mies 

can come in various forms, including grants and 'loans. Sometrmes the aid is 
bilaeeraJ, invorving Just cw,o c,ouncrtes, and sometimes ire is multilateral, involving a 
n um be r of co u n t:r i ~s and/or ag-E?.nc~ es. 

Problems with aid 
There have, how-everJ been a number of probl,ems in rel1atfon to such aid, 
contributing towards a dependent reilctt,ionship between develop1ing and 
developed economies, induding those listed be:low: 
• Some a1id has beer, used in investments whi1ch have become re·1ative1¥ 

unsuccessful. For exampl,e, some major construction projects, such as dams, 
have been critfcised for not being rn the long-term fnt:erests of partlcular 
countries. There is al,so some evidence that expendlture on aid has actual1ly 
been spent on defence projects. 
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• Some of the aid has been 'tied' :in som.e way - r:hat is, there are cond1t1ons 
attached to the aid and so the receiving country has not been tota'lly firee to 
decide how co spend die money. 

• In some cases, there has been corruption in che rece~ving country, w1th the 
result: that much of t:he mon9y has been k@pc ln t:h~ hands of a few, rat:h~r 
than spread across the whole economy. 

• There have been some examples of the aJd rnoney being spent on defence, 
rather than on,. say, education,, healithcare or improving the water supp~y. 

• Some a1id has actually been counc:erproductlve and has macie the situation 
worse - tor example,. supplies O'f large amounts ,of food co some countries 
have reduced ·the prices rn the l'ocal economy, lowerlng rncomes and maklng 

it difficult for l'oca! farmers to survfve. 

• Whi·le in some cases the interest charged on the aid has been at a lower rate 
- that is, concessional - in many ·Cases ~t has been at market rates 
of interest. 

• The 11,oa.n repayments 'have, fn many cases, been difficulc ·for tihe 
economkaHy developi,ng councries r:o pay, although some debts have been 
rescheduled or cancel led; organ,isatlons such as Jub~ilee 2·000 and Make 
Poverty History have been active in trying to persuade lenders to cancet or 
at least reschedu~e, the debcs. 

Now test yourself 

24 Explain whac is. mean c by ;t ied aid~. 

Answer on p. 148 
Tested 

- -

--- ---

Revision activity 

Consider the arguments for and against 
aid. 

~--------------------------------------------------~·18i~i,~iA1·I~---• 
The t heory of comparatlve advantage indicates that all count:ries can benefit 
from free trade as iong as there are differences in opportunity cost ratios. 
11nternar.:tonal trade wflll therefore lead to an in1crease in world output and this will 
u~rimace.ly lead t:o an improvement ln t:he quallty of life and econom~c weifare ln 
all' councries,, indudfng economically devel'Opfng e,conom1es. 

Problems with trade 
Econom 1ica1lly developing economi·es~ however, have experienced pa.tticular 
problems; which ,means that they have not gained from internatlonal trade as 
1mud1 as mfght have been expecced. These probl,e,ms ,indude che follo.iV ing: 
• Whereas economical'ly deve1loped economies have tended co specia'lise i1n 

the productlon of manufactured goods, economfcally developing economfes 
have tended to specialise in the productJon of prfmary products; some 
economically developlng econom,ies rely ,on a sing:le com1modity for over ha~f 
of their exporc ear:n1ngs. Th·e prob lem is that the prices ,of primary produces 
have, on che whole, dedlned relacive co che prices of manufactured goods, 
a1though many economical:ly developrng economies are now much l'ess 
dependent on the exports of primary products than used to be the case. 

• Primary production ts likel,y to be more volati'le fn terms of supp.ly cond1t,ionsJ 
w1ith the effect that prices for primary products are usuaUy less stable than 
fo:r manufaccured goods: a key issue is char che demand for, and che supply 
ot pr1mary produces is 1more price tne11astfc than fs the case with secondary 
produ,cts. 

• it is also the case that the demiand for many primary productsi such as 
different types ,of food. is more income inelastic than the demand for 
man uract:u red goods. 

• Much of the invescmenc in economically developing economies has come 
from mult:fnational corporations; much of the.ir profit is repatriated back to 
their home countries. 

A number of econom~ca lly deve1loping eco:nomies, gjven ·chese problems, have 
intr:odLJc€d a number of d1fferent: forms of trade protectfon to brlng about 
import substitution in theJr economies, aiming to replace i1mports wiith 
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domestically produ,ced goods. Some econo.mically developing econo.miesJ 

however, recognising the enormous potential offered by free trade, have taken .a 
dWferenc approach and have aimed for an expon:-1.ed scracegy 1n order co benefit 
from free crad@. 

-

No·w test yourself 
----------

25 Explain whether the income elasticity of demand for primary products, such as food.,, is likely to be elastic or inelastic. 

Answer on p. 148 

As has a11ready been i ndtcated, much of the investment in economlcaHy 
develop~ng -econotm1es has come from multinational c.orpora:c1ons. Thts 
inv~st:m~nc 1s. known as fore•gn direct Investment (FDI). 

There are both advantages and di·sadvantages to the rote of multinational 
corporations in developing ec,onom~es. 

Advantages rndude the followfng: 

e, They can bring jobs, creatfng more incom·~ which can contribute to a 
mukipl ier effect. 

• They can provlde more choice for consumers.t ~eadlng to a higher standard of 
!living. 

• They ca,n lead to an increase 1ri tax revenue for the domestfc government, 
such as fro.m taxes paid on pro·fics. 

• Th~y can bring c~chnicall knowl'edge t:hac could 'lead 'CO higher levels of 
producer virty. 

• They can st[mulate economk growth. 

• If the output produced is exported, chijs could lead to an improvement 1n 
the current account of the bal1ance of payments. 

!Disadvantages rndude eh~ foLlowJng: 
• Th€lY may use. captcal-fnrf2nslve m~hods of product~on, which m,eans thac 

not many lbcal jobs a re created. 
• The jobs that are created may be relat1vely unskrlled. 
• Much of the profits may be repatrfated back to the home country and not 

re-invested in the local economy. 
• They may damage the environment. 
• They may City IO rnfliuence the governmenI of the cou.ntry, llead1ng to the 

poss fb i llty of cor rupc ion. 

multinational: a firm which operates 
in d iffe-re nt count r1ies 

foreign di red investment; 
~nvestment by a co,mpany, with a 
head offic@ in one c.ou ntry, 1i n another 
country in the form of a fact,ory or 
distribution OU!tlet 

flffl, m,,~-----------------------------~·m.1,1-,111111 __ • 
The existence of external debt ,can be a signfficant obstade to the economk 
growth and eco,no1mic deveJopment of a country. The repayment of the debt 
can become a major burden and chere is an opporcunity case invol.ved: the 
funds used co pay the debt could have been used in other ways that woul1d nave 
been more productrve1 such as spending on healthcare and education. 

1lc is as a result of t he p-rob'lems caused by t,he repayment of external debt ·chat 
inscicutions such as che ln1cernac1ional Monetary fr= und and the World Bank have 
been est:ablished. 

@ Cambridge International AS and A Level Economics Revision Guide 



mm:nMt fflllJ'l'llfflQhRi.------------------t•aaum,1u~i,m·ll-_l_t 
A number of organ.Jsacions have been established since 1944 co encourage 
free trade and to reduce the extent of trade proceccionrsm in eh@ world 
market. These fnc lude the lnternationa1I Monetary Fund (IMF), the World 
Bank (formerry known as the 1lnternatiorial Bank for Reconstruction and 
Developm.ent) and the World Trade Organ1zation. Polfcies have aimed ·co reduce 
che extent of pirotE?cc~on ism, such as eh rough the reduced use of ·tariffs, quotas 
and subs,idtes. 

It lhas already been pointed out, in connection wfth the possible disadvantages 
of multinational ,companies. that they may try to influence the govern1ment 
of a couotr)" leading to rche possibility of corrupci·on. It is certainlly the case 
t:hat corruption has occurred ~n many c:ountrfes, a.l'chough its i'mpacc will vary 
enormous1ly from one country to another. It can undermfne the process of 
development In a country, teading to lower leve1s of economic growth than 
would otherwise be tihe ca·se. 

One way to reduce the pot-entiaA lmpact of corruption ls to ensure that there 
1s a respected and wel'l-established legal framework in an economy which will 
m,1nimise the opportun~tiies for corrupt,ion (O occur. An economy wrllll be better 
able co function effectively i'f legal ri,ghtsJ especially property and contractual 
rfghts, are legall!y enforced and properly proceaed. The International Monetary 
Fund has stressed that countr1es with strong legal1 fram,eworks have performed 
better, in terms of econo,mic growth and development than those without such 
frameworks. 

Wo rid Bank: the ii nterinat ion a~ Bank 
for Reconstruction and Deve·lopment, 
or World Bank as it 1is 1more com1monty 
lknO\rVn1 was set up in 1947; 1its 1main 
role is to provide· ·finance to develop,ing 
countries to he Ip various kinds of 
project 

~---1•;,1{41i1\kli:i;1·ll_ J. 
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Government macro policy aims 
Governments generaJly have a wide range of objectives rn rel·atlon to 
1macroeconomic pol,icy, but: ,in most cases they cend ro focus on a comb~riaclon 
of t he follow~ng six objectives: 
• a relarively l1ow and scable race of lnfl.ari,an 

• ful I employment 
• a rare of eG011omic growth and d~velapm,ent: char 1is regarded as susrainabh~ 
• eq uUibrfum tn the balance of payments over a per,iod of tlm:e 

• · the avoidance of extreme fluctuations fn the exchange rate 
• the redistrtbut,io n of income and weafth 

IV.. any one momenc in time, ohe government of a pa1ticular ,country may have 
cerca~n priorities irn relacion to the achieve.menc of these obJeccives, buc over a period 
of tlme a1:1 governm.ents will alm ·co achieve a degree of success in each of them. 

Inter-connectedness of problems 
llt should be stressed that macroeconomic problems are not separate and 
disti:na, but are often interrellated rin different ways. Three exampl·es wr:11 show 
how this iinter-connectedness can come about. 

1lt is imporcant co distingujsh between che internal and the external value of 
money~ but it should also be recognised that the two va·lues are interrelated. 
For example, if the internal value of a currency fa lls as a result of a high rate of 
infla·cior, ~n a country, exports too, will become more expenstve. If demand is 
price .elascf.c, che demand for these wi II, faH, as wrn the demand for the currency 
to pay for them. In th~s situation, there wHI be a depreciation in the external 

value of the country's cu.r ren cy. 

@ tffi,----,•u#1A~~ .. 1hi#11·ll_J. 
A relat1vely h~gh rate of inflat~on in a country will make exports more expens~ve,. 
and cherefore demand for them is like:ly t:o fall, but: the demand for itmport:s may 
remain unchanged, as many counr:ries have a relat:ively high marginal propensfr:y 
to consume i'mported products. In such a situation, the balance of payrnents is 
!likely to deter1orate. 

~--------------------~·1~14191MIID·ll_ J. 
The rel:ationshi'P between the level of inf11ati·on and the rate of unemployment 
in an economy can be seen i,n the Phill ips ,curve show:n rin Figure 1. Such a 
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curve shows the trade-off between in~lation .and unemip,loy·ment - as the 
rate of inffadon increases. th~s wiliil be acc,ompanted by a falili in the rate of 
unemployment,. a,nd as che rate of inflation decreases,. thi.s will be accompan1ed 
by a ,rJse tn che rat:~ of unemployment. For exampl~, Ff a gov@rnmenc d~l~berarely 
aims to bring down the rate of aggregate demand in an economy,, such as 
through an increase in taxes or interest ratesJ this fs lfkely to put s01rne peop1le 
out of work. 

Rate of 
inflation 

{%) 

Rate of 
unemployment{%) 

Figure 1 The Phillips curve 

Now test yourself 
- - -

1 Explain what is shown in a Ph ii Ii ps 
curve. 

Answer on p. 1.48 
Tested 

Effectiveness of policy options to meet 
all macroeconomic objectives 

It is not always easy for a government to achieve success in al l its po11icy 
objiect1ves because there may ofcen be a c,onfl:ict between them,. For example,. a 
deprecfat:fon or devaluacfon of an excha,nge ra:ce could be used to jncre!as~ t:he 
demand f.or exports and decrease the demand for imports, thus reducing the 
size of a balance of payments deficit. ll however, the prke elastidty of demand 
for imporcs is re l1atively inelastic, as ~t often is ,in many countrles, the de1mand for 
che more expensive imports wHI not be affecce.d very 1much. The co·nsequence 
of this rs that it wm contribute to ,nflatlon in an economy, both 1n ter·ms of the 

:import of raw materials and component pans and in relation to the import of 
finjshed goods. 

Th9 possibl@ trade~off lb~w~en inflat:fon and unemploym~nt: has airc?ady be~n 
po1nted out. Po licies to control unemployment wil'I usuaHy have a positive 
effect on the rate of economic growth in an economy. but there may then be 
a c,onflict between the goa1I of economic growth and ·che need to protect the 
environment:. Economists have cercair,ly po1n·ced ouc char a very high rate of 
econom1k growth may not be sustainab'le - that is, it may lead to a depletion 
of resources that does not take the needs of future generations rnto account. 

~----~•-.@1411#~Hii#;1·ll_J. 

Revision activity 

Consider whether it is in~itable 
that there will be a conflict between 
r:he rnacroecono mic objectives of a 
government. 

'1,-------1'C11<=a41U1h1#11·ll- J. 
The possibi ltcy chat .a government may fall in its ·microeconomi1c polic1ies has 
already been considered. It is also poss~ble rhat a govern,menic may faJ I in it:s 
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1macroeconomic policies. For exampl~ a governm,ent may use taxation to try to 

bring about a m·ore equitabl,e d1istributiolil of rncome and wea.lth lr, an econo·my. 
buc a number of peopl1e may decide ro 1leave a country as a direct result of such 
a potic~ especiaJ.ly if incomie rax becomes so progr~ssive that peopl@ b~lleve that 
they are payh1g too much of thek income to the government in tax. 

information fai lure was referred co in the consideratioin of mfcroeconomrcs, and 
ic i,s also the case that informacion f'ai.h.me could have an im1pacc on, the success 
or otherw1se of a government's macroeconomic policles. For exampje, there may 
be a time lag betw,een the decision to· introduce a poHcy and the time when 
that policy begins to take effect. but in the meantime, the economic situation 
1may have changed. For exampl1e, a decision could have beet1 ta.ken to raise 
interest rates ·co control the level of f nflation in an economy, but by ·the tlme 
that this began to have an effect, inflation had been replaced by unemployment 
as the maln economic probl1em. 

~~----------------------------------------------------.·~3i41G1t~idi·~IL~J· 
A laffer curve shovvs che .relacfonship becw.een che rare of cax and th.e revenue 
ga1ned from it. The name is derived from the economfst Arthur Laffer. 

Figure 2 shows the Laffer curve. It shows that as che rate of a tax Js increased 
- · r:hac is,. as ·che tax rate moves from o co ,no ailong the horizontal a.xls -
the revenue galned from rt fncreases up to a. point. However, ff the tax race fs 
~ncreased further. the revenue begins to fa l!L At these high rates of taxation; 
therefore, the cax ,is not worthwh ile as it actually brf r,gs i.n ,less revenue than at 
the lower rates of c ax. 

100 
Tax rate (o/o) 

F~re 2 The Laffer curve 
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rise and then fal1ls 



Th is section conta~ns A level exam-style questions. The 
key ro t:he muJt::iplie-choice answers is given o:n p. 1138. Th~ 
data-response and essay questfons an: followed by expert 
comments (shown by the icon ) chat 1indicace where 
credit is due and where there are areas for improve:ment. 

Multi pie-choice 
questions 

~ -----------------------------
Which of the follow Ing explains potential economic 
growth? 
A A movement from within a production 

possibility curve to a position on the curve 
B A movement upw,ards along a p1'1oductlon 

posstblllty ,curve 
C A movement downwards·along a production 

posst b H lty curve 
D A movement from a position on a production 

posslblllty curve to a position outside 
the curve ( mark) 

~-----------------------
Which ,of the followlng states the quantity theory 
of money? 
A MP: VT 
B M+T=V+P 
C MT= VP 
D MV= PT (1 m rlc) 

~---------------------------­
Sustalnablllty ~efers to the need to take Into 
account prl matily the n,eeds of: 
A past g,e1neratlons 
B the unskJUed 
C future generations 
D the une·mpl1oyed ( mark) 

~----------------------------
Which of the following would Indicate the 
existence of a contestable market? 
A The threat of new firms entering the market 
B The existence of very effective barriers to entry 
C The establishment of very high prices 
D The existence of very h•gh sunk costs (1 1n r ) 

~------------------------
A CJompfctltive ma,rket becomes a monopoly. Which 
of the follow•ngls likely to happen as a result of this? 
A Price Is likely to be reduced. 
B The consumer surplus wHI be reduced. 
C The producer surplus wJII be reduced. 
D Output Is Ukely to b@ lncre,ased. (1 mark) 

~~------------------------
W h I c h of the following Is an example of t•scal 
policy? 
A An I ncr,ea se t n t he Interest rate 
B A decrease In the money supply 
C A restriction ,on trade unions 
D An •ncrease In tax,atlon (1 mar ) 

C • mmrri-----------
Which of the followfng ts an injection int,o the 
circular flow of income1 
A Taxation 
B Investment 
C Savings 
D Expend•ture on lmp1orts (1 mar ) 

~------------------------
A worker receives an Increased wage of 4% In an 
1economy wh•ch Is experiencing a rate of inflation 
of 1% .. What Is the real Increase In the wage? 
A -6% 
B -2% 
C 2% 

D 6% (1 mark) 
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~~--------------------------
Which of the following policies, Is most likely to 
reduce a balance of payments de,flclt without, at 
the sam-e t•me, causing lnflatlon1 
A An Increase In direct taxes, 
B An Increase In •ndlrec.t taxes, 
C An Increase In Im port tariffs 
D An Increase En the exchange rate ( 1narl) 

~jlmm------------------------
Which of the follow Ing Is most Ukely to lead to an 
Increase in the natural rate of unemployment in an 
economy? 
A A decrease in government expenditure 
B A decrease In unemployment benefits 
C An Increase In the membershtp of trade uni ons 
D An Increase In •nterest rates 1 1arl<) 

Key to the answers 
1 D 

2 D 

3 C 

4 A 

5 B 

6 D 

7 IB 

8 C 

9 A 

10 D 

Data-response 
question 

~~---------------------------
FISC:Al POLICY IN PAKISTAN 

Elements offtscal policy •n Pakistan are designed 
to help the poor., such as the use ,of subsidies to 
keep down the co.st ofelectrlctty and gas. The aim 
Is to reduce the number of people llvlng below 
the poverty lln,e. However, some economists have 
pointed out that the use of such subsidies may lead 
to a. decTe,ase in productivity .. 

They have also questioned whether Pakistan can 
afford to provide such subsidies, gfven that the 
fl scat deficit Is lncreasl ng and p u bllc expenditure 
l.s rl sl ng rap Ed ly .. One suggest Ion Is that Pakjstan 
should wark harder to widen the tax base by 
bringing more people into the tax net. A major 

worry In Pakistan Is that the economy may be 
'facing the threat of recession and so one proposal 
has been to lower Interest rates In order to 
stlmu late the ,economy. 
(a) Describe what Is meant by a subsidy. (4 1arlcs) 
(b) Explain how a subs•dy could lead to 

a reduction In productlvfty. (4 rnarks) 
(c) Exp,ajn what Is meant bya fiscal deficit. l4 marks) 
(d) Discuss whether a reduction In •nterest 

rates sho,uld always be encouraged. ( ma,·ks) 

Candidate answer 
- --- - - - -- - -

(a} A subsidy is an a.mount of money paid ta a producer by 
a government. The effect of this is that rhe price t o the 
consumer wMI be lower than woufd otherwise have been 
r:he case. The effect is ro keep down rhe prices of es.sen rial 
BOods, as ir, the case study where- subsidies have been 
used to keep clown the cost an cl, the refure, the pri1ce of 
electiriciry and gas wi·ch th~ aim of reducing ohe number 

of people i1ivin8 be'low the poverty Une. The effect of the 
provision of a subsidy can be sin own_ by a shiift of the supply 
curve co the right) causing equi lib"dum price to falil and 
equmbrium quantit y to rise. 

The candidate clearly describes what is meant by a 
subsidy and goes on to outline its likely effects on both 

a producer and a cansumeft using appropriate information 
from the case study t-o support the answer, especially in 
reducing the number of people living below the poverty fine. 
There is a reference to what would happen in a diagram to 
show the effect of a provision of a subsidy, but no diagram 
has actually been drawn. It would b e useful to indude this 
diagram in the answer. Marie 314. 

( b) A subs,idy is a form of support to a producer and ,therefore, 
to some extent, gives the producer some protection f-iro.m 
'the reality of mairkerforces. The1e 1is always a danger rha'C 
a producer might dedde to hide b·ehJnd thrs protectfve 
subsidy/ leading co a decrease fn !levels of effiden,cy. 
Producciv[cy rs the ou-rput per factor (e.g. tabour o r 
machinery) per period of time. 11f the subsidy brings about 
a faU in effh:r,ency, the ~evel of producriviity wi'll also be 
expected ro decrease. 

The candidate is able to explain .how a subsidy could 
lead to a reduction in efficiency and, 'therefore, to a 

lower level of productivity. The term 'producrivity' is clearly 
explained, distinguishing it from production. Mifrk : 3/4. 

(c) f:isc:al pdlicy is concerned wirch the money received 
by a government, Le. revenue> and m,oney spent by a 
goverinment i.e. public expendiuure. Somerimes these rwo 
figures wlll be equaL gfvh1g rise to a bafa.nced budget. fn 
the case of a fi scal de~icit, it means that the expenditure :is 
greater rhan rhe reve.nut; I.e. che governmenc is sp@ndlng 
more than it has got in ordeT to overcome t1his defidt 
th·e govem,ment will need 1:0 reduce expendrtu.re and/or 
increase revenue. 
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The candidate begins the .explanation of the ter.m 'fis.cal 
deficit' by putting it into the context of fiscal policy and 

then goes on to explain that it refers to a situation of 
expenditure exceeding revenue. However; to gain full marks, 
the ans1t11er could be developed by adding at the end that if it 
proved difficult to reduce expenditure and/or increase 
revenue, the government would need t:o resort to borrowing 
to, cover the difference berween reve·nue and expenditure. 
Mark: 3/4. 

(d) The case study states rhe.t Pakistan ·is facing the r hre~t 

of recession and so one possible way to sttm·ulate the 
economy is co lower the inceresr irai::e. ~f ~nteresr races are 
loVJered, this w,i]I reduce the cost of borrowing. Thcfs willl 
apply to both producers and consumers and this should 
head roan ,increase in aggregare demand inr the economy. 
One problen1; however; is dlat a reductfon fn interest rates 
can sometimes rake a while to have a:n effect so there is 
nor LJsualliy an, frn,medtare change rn, r.he lever of demaind 
rn an economy. Alsq the ·intt>res t e1lastfcity of demand 
may be quite llow because tine interest rate rs only one of a 
number of factors that producers and consu,mers take fi;ito 
account ~n deciding whether co spend or not For example, 
expectations abour rhe fucure of che economy ca,n have a 
major effect i\inot her factor t o take into account fs ff the 
fall in interest rates leads to an increase in demand how 
easy wm it be ro increase-supply? Th~s wHl ro ~ome exren~ 
depend on the extent of spare capadty in the economy. 
l:f supply responds very sl.ow,ly co the increase in demand, 
rhis could rlead to· a. sj·r,uat ion of inflation wlth too much 
money chasing too few goods. If Pakistan;s rate of inflation 
fr$ higher rhan thar of k5 marn comperi1rors, h: willl make irs 
exports 'less competidive·a.nd this cou:ld lead to problems in 
the cuf\renc: account ofc:he ba~ance of payments and there 
woutd also be tikely ro be a rise ,in rhe un,empfoymenrr rare 
jn t he country. 

l·n cond usion1 a decision to reduce ~nterest rates to stimuilate 
the economy should be encouraged if it is t hought that the 
fnreresr elasrrci,ty of de.mand is quire eJast1ic and if t here is a 

degree of spare capacfty in the economy. However, ff this ls 
nor the caseJ such a mqve could be ,infJati.onair~ ~eading ro 
a worsening of the current account posi t ton of the bala nee 
of payments and a possrble increase i,n unempl.oyment1 so it 
shou'ld no·c aJways be encouraged 

The candidate offers a useful discussion of wfle·ther a 
reduction in interest rates should always be 

en~ouraged. The argument in favour of a cut in interest rates 
to stimulate demand is de·arly put forward and then the 
candidate balances this with the view that it might not always 
be an ideal situation, partly be cause Its .effect may not be 
immediate and partly because the,--e may be inflationary 

consequences. The answer finishes with a conclusion.,, always 
imponant in a 1disruss' question, that states that a· fall in 
interest rates should not alllVays be encouraged as it would be 
necessary to take into account the possible negative effects in 
terms of inflation, the curr.ent account of the bala·nce of 
payments and the rate of unemployment. Mark: 818. 

Overal/1 the answers to the four parts of the· question 
are of a good standard. The total mark is 17120, 

equivalent to a Grade A. 

Essay questions 
~-------------------------

Expl.aln t he meaning of the term 'equlllbrlum level 
of national Income". Discuss tbe factors that could 
cause this equlUbrlum to chanp In a. developing 
economy~ ( s 

Cand idate answer 

The tern1 ·equilibr1u1m leve'I of nacioriaJI incon1e' refers to a 
si·cuatton where the ,injections into che circular flow of income 
are equal ro r:he heakages or wirhdrawals from rhe drcuJar 
flow of income. It is possible to make a distlnctton between 
a two~secro~ a chree•seccor and a four.sector model: of an 
economy. IF there were just two sectors, this woufd be a closed 
economy wlthout a government sector, and would cons,ist 
of one injection, invesrmen~ and one withdrawal, savings. If 
the re were three sectors, this wo u Id be a dosed economy 
with a government secto:r, so there woul1d be two injections, 
1investiment and govemmenr expendrtur~ and rwo wi,chdrawaJs 
or l·eakage$, savings and taxatiion. If there were three .sectors, 
C:his would be an open economy. Toe injections would be 
1nve~oment, gove rn ment expenditure and the incom,e from 

exports; the ieakages or withdrawalrs wou.l'd be sav[ngs, taxat·ion 
and ·rhe money paid for imp ores. When aUI of thes-e injeci::io.ns 
and I ea.:kages are equa ~ there is an eq ui 11b rJ u1m I ev@ I of na. t1iona I 
1nco·me. 

The candidate demonstrates a sound knowledge and 
understanding of the d rcular flow o·f income, discussing 

the va·rious injections into, and Jeakag,es or withdrawals out 
.ot the circular flow. There is a clear distinction between the 
two-sector, three-sector and four-sector economies. It would 
be helpf-ul to indude a djagram to show the 'equilibrium level 
of national income I In an econo·my. Examiners are· keen for 
candida·tes to include appropriate diagrams to support the 
points being made in an answer, as Jong as these diagrams 
are relevant, clear and accurately drawn. 

Whe.n there 1s a change; th is wilil upset rhe e.quf11jbrium1. This 
change woutd need to be seen rn re.lation to the exlstence of 
a multiplier effect. This emphas~ses t hat an injection may well 
b.ring ab out a change ,in natio naJ fncome that ~s greater than t he 
init ial injecc:ion. The size of the m.u.lcip.lie.r in an economy can be 
dererm.in.ed by rhe formula 

1 

MrPS + MPf + MPM 

where MPS is che ,marglnal propens~ty to save, MPT 'is the 
marg,inal propensity ro c:ax andMPM ls che marglnaJ propens·icy 
to i.mport. 

In this paragraph, the candidate focuses on the 
importance of the multiplier. It is c/e,ar that rhe 

candidate understands that the eventual change in national 
income could be greater ·than the size of the initial injection 
into the circular flow, such as a·n increase in government 
expendjture. The candidate appredates how the m ultip/ier is 
calculated, a.Jthough the ansLiVer could de·monstrate a greater 
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recognition of how the muftiplie·r .Process operates through a 
series of stages with the size of the multiplier gtadually 
becoming smaller as money is taken out of the econo.my 
through savings, taxation or expenditure on imports. 

In a devefop.ing economy; there could be an injection in the 
form of i n,ves-tmenl[' by praivace s e ccor. 1fiirms. In many devel.op i1ng 
countde~ a lot of ~nvestment fs undertaken by nnu~t1inat[ona[ 

companies and this could contribute to an increase in the level 
of narionaJ income. le could be char rhe inj:ection has come 
about mrough spending by the government. ~n a developing 
country1 the government m1ight have received aicl through 
either a biiateral or a muk:i,lateral arrangeme1,r, and th1s could 
have contributed to an increase 1in the level, ofnatfomd ,Jncome. 
Finallly, the injection could have come about as a result of the 
spend ing by peop~e in other counrri'es to buy this counc:ry'~ 
exports. 

The candidate now moves on to focus attention on the 
,economically developing count,y, although there is no 

introductory sentence to indi@te more dearly what is meant 
by an economically developing count,y. There is a recognition, 
however, of the potential importBnce of multinational 
companies in economlca/Jy developing countrjes. Tt, e 
potential importance of government expenditure is 
recognised and there is a useful reference to the possible 
importance of aidl o.f ,either a .bilateral or a multilateral na·ture. 
A further p otentlal recognition of an injection is in relation to 
expenditure on a count.ry's exports. Although there is a 
reference to aid, much of this paragraph could apply t-o 
a/m.ost anycountty; it really needs robe more sharpty focused 
on economically developing countries. 

It: needs ro be remembered thar arrhough the Jevel of nat:lonal 
incotne in a country can change as a result of the ,multiplier 
e·ffect, the actual size of che ,mulr:iplier is determined by the 
marginal rate ro wiithdraw1 so it is important t:o understand the 
marg~nat propensities to save, tax and 'import in a devetop1ng 
country. 

This is an important point to make, bot it might be 
better to include it at tile end of the second paragraphl 

before moving on to a consideration of the special features of 
economically developing countries. 

ln conclusion when rhe injections lm:o the circular 1ftow 
of incorr1re are equal to the leakages from· le, there wiU be 
a skuation of national income equUibr1u111. This situatiio:n,. 
however, ca.n easUy change in a developing economy, in 1rel ac[on 
t,o the extent of both the ·injections and the 1leakages. 

The candidate offers a conclusion~ but it is rather brief 
and really should be developed more fully. The link 

b-etwe·en the circular flow of income and national income 
equilibrium is considered brieflY, but the reference to what 
could happen in an economically developing countty is 
somewhat sup erlicial 

The candidate has made an attempt to anslll/er the 

qu.estionl and the sections on the circular flow of income and 
the multiplier are good. The major limitation, hovveve,; is th.a,t 
the references to developing '='Conomies are rather limited and 
need to be deve/.oped more fully. The answer would gain a 
Grade B with a mark of 1512 5. 

Questio1n 13 

Discuss whether a wage Is determined Just Uke 
any rather price In an economy. ( 5 .a,·ks) 

Candidate answer 
- ----- - - - -----

The wage of rlabour i5 to some exren t decerm1ine4 Just Hke any 
other price in a marke~ by the forces of demand and supply. 
Demand for 'labourwm be a derived demanct i.e. i'twi'II noc: 
be demanded for 1its own sake, lbuc for what 1it can con·tribute 
to ohe production offmished goods. The supp1y of labour is 
determitned not Just by the quantity that: is avanable, but also by 
r-he qualtcy, Le. 'Me s-k:i'lts, craining, quatiflcarions, educarion and 
experience of the workers. The wage that prevaUs in a market 
w~H reflecc the forces of demand a_nd supp[y. For examp.le1 if 
che supptry of ski 'lrled iabour is ~n relatively short suppliy. this. wi:11 
1ncrease the wage; if the sup1cdy of u·nsk111ed labour ~sin relatively 

large s upp I y, 1chis wil'I I ower the wage. 

The candidate begins by recognising that a- wage is, to 
some extent determined just like any other price in a-n 

economy, i. e. by th·e intera·ction of the influences of demand 
and s~pp/y. It is stressed, however.. that the demand for 
labour is unlike the demand for consumer goods or services in 
that it is not determined for its ovw, sake,. b,ut in relation to 
vvha·t it can produce. It would be helpful if the candidate said 
more on this. The treatment of the supply of labour is also 
rather limited. This section should be developed more fully, 
such as in relation to the elasticity of supply of labour. 

The demand curve for laboUJr is actuaHy refared co che marginal 
revenue product of Jabour; i.e. the extra sales revenue that 
ls generated by the use of one more input of a faaor of 
pro due tion. This wrl I be eq ua I to the m argi ria I p hystcal p rodu.cc 
mult~p'lied by the price of the product, i.e. MP.P = MPP x P; 
where P i;s pince. 

There ls some consideration of the importance of 
marginal physical product and marginal revenue 

product, but this paragraph is rather limited in scope and 
discus sfo,n of marginal revenue pro duct in panicu far, 

needs to b·e developed much more fully. rt would be 
helpful to include a diagram to support the points being 
made about this. This would show how the demand curve, 
i.e. the MRP curve~ for lab,o.ur is eventually downward 
sloping from le ft to right. 

Howevetj· all this assumres that the wages of workers are 
dererm.1n.ed i1n comperi rive markets" bur rhis is not: aiways. rhe 

case. le could be that i'mperfections exist in the labour market 
For exa,mplie, a situation of mon.opsony could exis~ where eh ere 

8 Cambridge International AS and A Level Economics Revision Guide 



is just one buyer of rhe labour and rhis s~n~e buyer i1S able to 
have cons,iderabte power and influence, Le. it fs a wage maker 
ra rh e,r c:h an a '\!Vage taker. Aiso, ins read of wage levelis bei,n g 
deterrn lned ,in a free market1 the government co u Id decide to 
intervene to estab lish a nationa1 minimum wage above what a 
f,ree-,,m arket \rVage wo uJ d be, dete l'im in ed just by th€ forces of 
demand and supply. A further imperfection coufd be that the 
workers are o:rganised 1n trade u.nions and so rinstea.d of wages 
be~ng escabl1ished wtth indivldual workers, rihe t rade unions 
intervene in the process of colrleccive bargatning. This 'strength 
i1n numbers' would be Ii ke ry to brh,,g the wages up from what 
they otherw~se wou~d be exp ected to be. 

The candidate clearly shows an understanding o f the 
distin ction that needs to be made b etween perfect and 

imperlect markets. There is a reference to the possible 
existence o f a m onopsoni-st but the discussion here is rather 
limited. For example, there is a reference to a monopsonist 
having 'considerable power and influence' and to the 
situation of being 'a w age ,maker rather t han a wage taker', 
but this doesn't really take the discussion very far. Th ere is a 
lot more that could be written on the influence of a 
mon,opsonist on wages, and a ,cllagram would be ,extremely 
helpful in showing how a monopsonist situation would be 
different from the situation prevailing in a perfect market. 
Again, there is a reference to another imperfection in the 
form of government intetvention, such as through the 
establishment of a national minimu.m wag e.r but the 
discussion of such intervention is again somewhat limited. The 
inclusion of a diagram would show how the imposition of a 
national minimum wage vvould cr-ea·te a 'Ja·bour price' above 
what it would otherwise have been. At the end of tl,e 
paragraph, there is some discussion of the po tential 
importance of trade unions in the determination of wa-gesl 
but this too needs to be expanded. For example, there is a 
reference to 'm/Jeetive bargaining', but this term is not 
discussed more fully. 

I tl conclusion the wage of a wor1<er could be determine~ Just 
like any other price in an economy! by the forces- of demand 
and SL1ppi1

~ bu'C rhis assumes a free marker. Often chis is nor 
the case. and there are many possib le si1t uatio ns where there 
are significant marker imperfection,s, 1indlud ing monopsoni 
gave rn me nr in retve no on and rh e rd l e of trade un,io n s in rh e 
process. of con ective ba rgai,n i ng; in such cases~ wages. are not 
derermined like other prices in an economy. 

The candidare ends with a conclusion, vitally important 
in a 'discuss' question, but it is q rather limited 

conclusion. The distjnc"don between a free or perfect market 
and an imp erfeet market is made clear, a·nd the candidate 
does focus on the question in stating that wh·e'ther a wage is 
determined just like any other price in an economy depends 
on whether the process o f wage determination is taking place 
in a· perfect o,r imperf.ect market The condusion could have 
been improved, ho,vvever, by discussing to what extent the 
market imperfections are significan t. 

On the whole; this is a re·asonable attempt to answer 
the question. The answer js well structured and the 

candidate clearly understands the differenc.e betlt\leen a 

perfect and an imp.erfec-t market in relation to wage 
determination. However, there are a number of areas where 
the answer needs to be developed more fully, especially in 
relation to the existence of monopsony, government 
intervention and the potential rolf:l of trade unions. This 
answer would gain a Grade C with a mark of 13'/25. 

~-------------------------
Discuss how useful GDP Is In comparing Uvlng 
standards In different c1ountrles. (2 rks) 

GDP r:efers to the gross domestf c prod u cc of a cou ntryJ Le. 
the vafue of what has been produced within irs geog~phica1 
boundaries over, a period of tfme, usuaUy one yea:r. lhis stafr;d c 
is of some U5e in comparing Mv1ing standards in dtffe rent 
coun 1r-ries, but it does not take into account the size of a 
country's popuiat fon. 'In order to make e'ffec:t:lve comparisons 
between the lfvfng standards of different co1..mnies, it is 
necessary ro divide the GOP' by nhe size of popuhu:ion; this wiiill 
produce a per head or ,per capita figure. 

The candidate starts with a useful definjtion .of what 
GDP is and then go·e,s on to begin discussing the 

limitations o f this method of comparison by stressing the 
importance of taking into account the size of a country's 
population. It would be helpful to contrast tvvo countries with 
very different populatio.n sizes to support this point, such as 
Singapore w;th a population of 4.7 million and China with a 
population of 1. 4 billion. 

Another issue is whether GDP or GNP would be a berrer 
stat istic to use. GDP only ~ndudes me value of producri:on that 
takes p~~ce w~thin the geographical bounda;rles of a country. 
whereas GNP (gross ,nat~o nal' pro du cc) includes !"lee prep erry 
incom ei from abroad r.e. lt Jndudes the value of production 
t~1at takes. place 'in other councries us,1ng resources that are 
own:ed dome srically. Wi,rh scm ,e coun mes/ this would be a 
more useful: approach. 

The candidate demonstrates some understanding of 
different ways of approaching the measurement of 

national income, ,con trasting GDP with GNP and stressing that 
the former exdudes net property income from abroad 
whereas the la·tter indudes it. 

It arise needs to be sta:ted that GDP only refers to ,the vaJ lJle of 
whar has been produced over a period of ci,me. le ,is~ rherefore, 
a quancitadve measure. It ~ndudes aU forms of production 
and yet some of rhis product ion 1mjgh1: not positively a.'trect 
$;tandards of l'tvfng. For example,.· ~t could lndude expend1tu.re 
on mititary equiprnent It could aiso ~ndude production thac­
Jeads to the creation of negar.ive excerna11ities,, such as pol lu~ion, 
which wou,ld not contrib ute to an increase ln l.iving standards. 

The candidate usefully contrasts quantitative and 
qualitative approaches to the consideration of standards 

of living, stressjng that GDP simply provides a figure for the 
value of pr-oduction in a country; it does not make any 
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com m.ent on the quality of life bro.ught about by whatever 
has been produced. 

Another limitation of the GDP statrst1cs is chat they only 
include economic activity which has taken place offioial:ly. In 
many countrres, however- a significant amount of econo,mic 
.actlvky goes unrecorded in what can be termed the hidden, 
informal or underground economy. Such economJc accivity ts 
not fnduded within markets and so tt goes unrecorded. Work 
ca:rried out at home by a person1 cal'led DtY (Do lr Yourself)~ 
would not be recorded1 but ,if a peirson paid somebody to do 
such work 1t would be recorded. 

It is important to have stressed that GDP only indudes 
economic activity that goes through a mark.et. In many 

economies, there may be a large amount of economic activity 
that goes unrecorded. 

A furdher Hmitation of GDP statistics js that a per capita or per 
head flgur e o n:ly p rovfdes an ave rage for th ac country. lr does 
not take fnto account the distribution of the GDP and in some 
co untri'e s there may be a very unequal distri bu oi on of •ncom e. 

This is afso .an im.portant point for tne candidate to have 
stressed. A GDP per capita· or per head figure simply 

provides an average by dividing a country's GOP by its 
pop u/arion. The degree to which 'this is distl"ibuted equally in 
different countries can vary enormously_ 

Another factor to take into accollnt~s the d~st1nctlion bet\veen 
real GDP and nomlnal GDP. Nomrnal GDP sJ,mpl.y refers to the 
value of GDP' over a period of time, but tc does not take into 
account t:he effect of chan.ges in, the rare oflnfl'arion. For example/ 
•f the GDP of a country has ,increased by 5% over a perfod of 
t ime, bur it has e::iGperienced a rate of inflation of 3% over this 
perio~ me lncrease in reail GOP would only have been 2%. 

This is an important point to stress. The candidate has 
demonstrated a clear knowledge and understanding of 

the distinction between real and nominal data, and has used 

an appropriate mathematical example ·to indicate th,e 
difference between the two. 

As a resu1t of uhese limitations of usfng GDP statisti~ otheT 
measures have been adopted ro grve a better i,ndf,cation, of the 
differen~s in l~ving standards between veminus countries. One 
of th,ese ;s the Human Deve~opm.ent l'n dex:. This was created by 
che Un·imd N art:ions re cry 'CO ~ve a broader view of me qua:Hty of 
life than Just GDP. It includes GDP as weU as life expectancy and 
years of schooling. The highest HD.I value that a country can be 
given ls 1.00. 

It is good that the candidate has gon·e beyond GDP to 
consider alternative· measures of welfare, such as the 

HDI. However, the construction of the HDI' was changed in 

2010 and it now includes gross na·tional income per caprra 
rather than gross domestic product per capita. The· HD, 
figures are also measured in terms of purchasing power 
parity. This (JOncept is not referred to in the .candidate~ 
a.nswer;· it would be useful to bring this in, as it is a way of 
taking into account the price levels in different countries. 

Other measures of the quallty of ~i:fe could al,so be used, 
other than HDl'1 such as the Huma,n Poverty !Index ('HPt). The 
HPI has now largely been rep.laced by rhe Muk1dimens1ionaJ1 

Pave rty ~ n dex. 

It would be· good to develop this reference to the 
Multidimensional Poverty Index mo.re fully by r.eferring 

to the ten criteria that are used: child mortality, nutrition, 
years of schooling, children enrolled in school, cooking fuel~ 
access to a toilet, water, electridty, the type of floor in the 
home and assets. This would show ju5t .how much wider this 
measure .o.f welfare is when compared to GDPorHOI. 

11 n con cl us10 n, GDP s tacr sties are d ea:rl1y of so m:e ,use in 
comparing i:ivfng standards in different countrles, espedaUy 
when che fl:gures used are real GDP pet cap1ca figures, but rhere 
are a number of Hmitations in thetr use. This is why alte,nnati:ve 
measures of we If are have been introduced to give a wldeli view 
orf I tVi1ng srandards and q uaHry of 'I rf@, especi a'l ly ·r he Human 
Development l1ndex and the Multidfmensional Poverty Index. 

It is always imp·ortant to end a 'discuss' question with a 
re.asoned and logical conclusion. The candidate does 

thi's by focusing on the fact that GDP statistics are of some 

value~ espedally when expressed in terms of real per capita 
data, but then stresses the fact that there are a number of 

limitatio.ns, which is why other measures have been adopted 
to ,Provide a wider perspective. 

This is a very good attempt to answer the questjon. The 
candidate's answer demonstrates a· sound knowledge 

and understanding of the issue of comparing living standards 
in different countries. There are are.as where the answer 
could be improved, as indicated jn the comments1 but there is 
a clear focus on the qu.estion and the ansl'Ver is well 
structured. It would gain a Grade A with a, mark of 18125. 
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Now test yourself 
answers 

1 The 'ecot1om[c problem' refers to a situation w here there are 
not enough res,ources in an economy co satisfy all the r,eeds 
and wanes of che people and, given r:his situar1on of sca:rclty1 

a choice wrl I need to be 1ma.de in terms of the aUocation arid 
use of chose scarce resources. 

2 Oppon:unfty cosr means that: when you choose the best 
optiion1 you forgo the next best alcernarive. 

3 The tenm 'cap:ira.11, when used as a factor of producri1on, refers 
to· t he hu1man•made alds to produ.aion that are used in the 
production process~ such as tool·S1 equipment: an.cl machtnery. 

4 A market economy alilocates resources dhrough demand and 
supply and t he operation of the pnke mechan1sm1 a planned 
economy allocates resources through che government and 
a m fxed ec,or,omy aH ocaces them through a m ixt ur~ of 
demand and supply and the BOvernment. 

5 A transitional economy fS one w hich 1s in the process of 
moving away from bei,ng a pl1anned economy towards one 
wh1ch a~lows a. greater role for marke1c forces. 

6 A producrion possibmcy curve ident~fies rn.e comb1nacion of 
two prodU:ct:s that can be produ.ced in an economy when 
the availabl·e resources are fu lly used. 

7 The primary sector of production refers co production rhar 
has taken p 1lace [n an extractive lndustry, such as agriculture. 
The secondary sector of product1on refers to productilon that 
has cak.en place in manufac~uring and construc~ion.1 such as 
car product[on. The tert11ary sector of producdon refers to 

the provi,si,on of services1 such as educatton (e.g. a teacher). 

8 The four functtons of money are to act as a ·medium of 
exchange, a unit of account or ,measure of vailue, a score of 
value o r wealth and a standard. of deferred paym erit. 

9 A private good is one that is bought by an individual for their 
own benefit whereas a public good ls one that 1s provided by a 
gave rn men r for the who ha corn m un iry so rhat al II can benefi r. 

10 A merit good is one chat:, if le·Fc to a free market, would 
be l'ikel.y to be underproduced and u.ndercorisumed; 
a governiment may ·rherefore i1ntervene in a market to 
provide1 or ro en1courage ·che consumption of, ~uch a good 
Examples m,i~ht indude educati,on and healthcare. A 
demerit good is one ·char, if lefr: ro a free market, would be 
ll1ike.ly to be overproduced and overconsumed; a govern1rnent 
may therefore intervene i'n a 1market to dlscowurage the 
consumprion of such a good. Examp1es mighr vnclude 
akoholl and tobacco. 

Topic 2 

1 There is an inverse relationship b@rween the quanrit:y 
demanded of a product and the price of a product, assumi1ng 
rhat che condirton of ceterls paribu.s exiscs. This is why a 
demand curve is usually downward s!loping from1 lefr to right. 

2 A movement a:lo ng a de1m and curve1 known, as ari exte n slori 
of dema1nd or a co·m:ractfon of demand/ is caused by a 
eh an ge in eh e ~:mice of a product, assuming tn ar atl other 
possible influ,ences on dermand are kept constanc (ceteris 
pari bu.s). A shift of a demand. curve, known as an increase or 
a decrease in demand/ is caused by any of the other possib le 
infiu.ences on demand, ~art from price, such as changes it1 
incom,es or jn rhe rasres and preferences of consumers. 

3 A normai good is on,e for whicln rhe demand wlll rise as 
a result of an ,increase in income. An inferiior g-ood 1s one 
for whkh the demand wi lll fal:I as a resufc of an increase :in 
rncorne. 

4 This siruation exiscs when che percentage change in rhe 
quantity demanded of a product 1is greater than the 
percentage change i,n ~he price of a produce. In r:erms of the 
figure for price ehistidty of de1mand1 it is greater than 1. 

5 The concepc of price elasridry of demand indicates the 
relati,onsh1p between a change in d1e prke of a product 
and the qu.anticy demanded of 1cha.t produc~ whereas 
the co·ncept of income el.asticlty of demand shows the 
reladonsh~p between a change 1n income and the quantity 
de1manded of a product 

G The formula for cross elasticity of demand is the percentage 
change in the quantfty demanded of good A divided by the 
percentage dhange 1n tne price of good B. 

7 There is a dtrect re la·ctonshijp becween the quam:ity supp:lied 
of a. product: and che price of a product, assurning char rhe 
con<lidon of ceterls parfbus exlsts. Th is i,s why a supply curve 
is usua'lly upward sl,oping from left to right. 

8 A subsidy is a pay men~ often by a government, ico reduce 
rhe cost of producci1on to a firm in order to encourage it to 
produce more at a lower price to consumers. It causes t he 
sup p,ly c u.rve ·far a p reduce to shift to che right, so th ar eh e 
new equfHbrfum wiilrl be at a. fower prfce and a hfgher output 
than before the subsJdy was introduced. 

9 Th.e formulia fo:r price elastkity of supp'ly 1is the percentage 
mange in c'he quantity supplied of a produce div1ded. by the 
percentage change in the price of a product. 

10 A market equ~l1ibdum exrists when the quantfty demanded in 
a market is exactly equal to the quantity supphed. There is 
neither an excess demand nor an excess suppl'y. 

11 An equll ibr]um posit:ion fn a ,market occurs where ·the 
market is saJd to be 1in a state of resc. Demand and supply 
are equal and ·chere are no pressures for this t:o chan,ge, 
so an equilrbdum price and an equiilibrium quantity are 
establ jshed. 

12 llf everything e1lse rema•ns constant, and on1ly the price of a 
product changesJ ·chere wrn b€ a movement a.liong a supply 
curve. If any of the other pos.sib~e ,influences on supply 

changes, such as the cost of raw materia·ls, there will be a 
shif r of t:he wh ol1e sup p~y curve. 

13 The im.portance of price ijn a marrkec was recogn1sed by the 
Scottfsh economist Adam Smith, who stressed that lt plays a 
crucial role in pr,ovidin,g a s!gna'I for any changes in demand 
and/or suppl,y. 1n r'h•s way1 price acts as an 'inrvi1sible hand' 
in decisions about the allocation of scarce resources rn an 
economy. 

14 Consumer surplus i,s a si~uation i1'n a market where many 
constJrners wou,d be w il ling to pay a higher prfce fo r a 
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product> but they do not need to becau.se ·che .market pr~ce 
is ·r:he same for aJI consumers. Tine exrra satisfaction galned 
by these consumers is shown 1in a diagram by rhe tniangl'e 
between the horizontal prke line and the downward sloprng 
demand curve. 

Topic 3 

1 Prices are u.sua lily determined by the forces of demand and 
suppl)" bur somerim.es a governmeim: may in·cervene by 
estabHshing a maximum price. Thrs wil l prevent the pri,ces 
of certain goods rfs ing above a particular tevel, mak1ng ·chem 
more affordable for people in a society on re.larively low 

incon1es. The max~mum price needs to be established below 
whar would have been the marke1:Jdearing price. 

2 A government may also intervene in an economy by 
esrablishjng a m,inimum prlce, This wi.11 prevent the prices 
of certain goods falling below a particular level. This is 
usuaUy done co help producers maincain 'c:hetr incomes. The 
mini1mu.m price needs to be estabHsned above what would 
have been the market--clearing price. 

3 Privatisation refers to the process whereby a firm or 
industry ,is so,ld rn the pri,vate seccoir, i.e. there is a cransfer 
of ownership from the publk sector to ohe private sector. 
DeregUJlatron refers to a situat ion where there is a reduction, 
in rhe number of regulations, laws and ru'les char opera.re in 
an indusoryJ brfnging about a greater degree of f lexibi:l ity and; 
ho pefu I ly. ef fi c1en cy. 

Topic4 

1 The four etements t hat make up aggre~ate demand are 
consumprion, ,invesrmeni:1 govern1menc spending and nee 
exports. 

2 ·lnf l at ion refers to a s ituat lon where the re ls a per sf stent or 
sustained increase in the genera,I or average l.e\/el of prkes in 

an economy over a given period of t11 me. 

3, Hyperinflation is a siru ation w here the rate of inflation 
in an economy iS very high, e.g. it ls over 100%. It is a 
seli1ous pirobl,em because it can undermine confidence in 
an economy; especial'ly ir:s currency; and can 1:ead t,o the 
currency having t·o be replaced by another, as happened in 
Zimbabwe. 

4 Menu cost:s irefer co the cost:s involved in t:he consranc: 
need to keep d,anging prices that :ire being advertised for 

products in a situation of inflation. Shoe l1eather costs refer 
co i:he cosrs involrved in r'.he conscani: need to keep sear,c:hirng 
for the best posstble returns so as to keep ahead of infladon. 

5 We~ghting refers to the race that not al I the item s included 
in a basket of expenditLue on household goods wi lll be of 
the same 1mporcance. For exa1m1p,le, expendit ure on food, 
housing and transport rs more tmportant than expenditure 
on newspapers or magaz1nes. Each of che different items 
rn rhe basker is gfven :a 1wefgh tfng to lndicare rhe relarive 
fmp ortance of t hese items in the spending patterns of 
people. 

G Nominal d.ara refers to data that: have noc been adjusted ·r:o 
take into account th e effects of inflat1ion. Real data, howeve~ 

refers to information that has been a.dj u.sted to take ,into 
account che effecrs of inflation. For example, irf a person·s 
wage has increased by 5%, and there is an inflation rate of 
3%, then the person has had a rea.l increase in wages of 2% 
(5% - 3%). 

7 Demand·pu.11 inflation is where t:he level of demand in an 
economy is greater t han supply/ pul,li ng the ge11eral level, of 
prices up. Cost,push ,inflatiion is· where the increase in the 
genera'l level of prices is ·Caused by an ~ncrease i111 i:he coses of 
production, as a result of these increases in costs, producers 
increase the prices charged for t heir products. 

8 Fiscal drag refers to a situation where an increasing -number 
of people are 'dragged' in to the rax net: if the cax al.l'owances 
are not increased 1n l ine wiith the rate of inflatfon that is 
prevail~ng in an economy. 

9 A good refers to the i m pore or exp orr of a tang~ ble, physic all 
p noduct1 such as a car or a relevis1on,. This is recorded ln the 
balance of trade in goods account. A service refers to m·oney 
coming into, or lleaViing, a country as a. result of cradi.ng jn 
an intang~bl.e> such as banking, insurance or rouri1sm. This is 
recorded in the balance of trade in services account. 

10 The lm:ernadonal Mo·netary Fwmd (IMF) was set up co 
promote wo rid trade. The iM F can1 he Ip co uni: rie s whi eh 
have a persistent defldt in the~r balance of payments by 
providing I cans to help a country over a difficult period, 
giv1ing ri,rne for appropriare po licies to be adopred co 

overcome the llong•term rea5ons for such deficits. 

11 A balance of payn1ents deflcit can lead to an fncrease in 
une,mploy1menr: arid a reduct1on of business ·confidence. If 
actfon rs taken ro try to re duce rhe defidt1 t:hls cou'ld 'lead to 
a reduction in cnofce for consumers and possibly an ~ncrease 

in cfie rate of i nflarion. 

12 Purchasing power parity refers co rhe idea chat: ·che value of 
a currency needs to be seen in re,ladon to what 1t would be 
able to buy, Le. fts pun:hasfn,g power,. tn another country. 

13 A depreciation of a currency refers to a situ.ati·on where 
the value of the currency on che fa.reign exchange market 
is alllowed to fall in a floating exchange rate system. A 
devaluation of a currency refers to a sltuati·on where the 
vatue of rhe currency on rh e foreign exchange m a.rke t f s 

deliberately lowered by a government in a fixed exchange 
rare sysce·m. 

14 The terrm rhot moiney refers to money t~at is moved from 
the fin ancial institutrons of one country to those of another 
courntry to take advantage of the differences in interest rates 
i11 the two countries, i.e. f he money wilil move away from 
countdes wioh rel'atively low interest rates to countries wrtih 
re·latively high Jnterest rates. 

15 T1he J,curve effect is t he idea that, after a depreciation or a 
devaluac~on of a currency; the balance of paymenrs posicfon 
wm inft1ally get worse before it eventually begins to get 
be'tt:er. 

16 The Marshall-Lerner condiitio·n refers to ·che situa:tion wheref 
for a deprec~at:1on or devaJuarion of an exchange rare to be 
effect1ve ifl terms of brf ngi ns about an imp rove ment in a 
country's bailarnce of payments po5it:ion, che sum of che price 
elasticity of demand for ~mports and ·che price e1lasticity of 
demand for exports must be more than 1. 
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17 The calcul1ation of the term,s of trade for a country involves 
rh e fe,11 owi ng form Ltl a: 

index number shONing the average pr•ce of exports 

i,ndex number showing che average prke of lmports 

18 Absoliute advantage 1s where a country can produce a good 
us,ing fewer resources or iir:ipurs rhan any ocner count:ry. 
Comparatfve advantage ~s where another counory has an 
absolute dtsadvantage in producing something, but there may 
stHI be a case for it producing cerca.in producrs which i·t is least 

inefficient at producini, as long as t here are differences ]n the 
opportunicy cost ratios of production in the tv/0 countries. 

19 Bi.Ja te ral rrade refers to trade between two cou n tries, 
whereas multitateral trade refers to trade between a number 
of countrles and/or agencies. 

20 Both encourage the development off ree· t:rade among their 
members, bur whereas a free trade area rerains a separate 
set of trade ba1rriers against other countries, a customs union 
imp-0ses a common external cariff on i1m,porcs from coum:rJes 
eh ar aire o u rsi de c1h@ un1on. 

21 The World Trade O.rganizacion has che purpose of promorfng 
free trade through the reduction of protectionist barriers. Its 
negotiation& take place through a series of 'rounds', the mosc 
recent of which ,is the Doha Round which began in 2001. 

22 A tariff is a rax or duty that is placed on 1mporcs ro reduce 

the demand for 1mported goods.i assuming that the prfce 
el.ast•ciry of demand for such goods is etast ic. A quota is a 
restriction or, the iimports into a country; a quota can take 
the Form of a physicat lim·it on units Imported, a limit.in 
ce:rms of eh@ value of imporrs or a Ii mjt in relation co rhe 
market share that they represent 

23 A sunrise industry is one whfch is just beginning to develop) 
Le. it is tn its infancy. A suns.et industry is a decl ining one that 
is gradu.ally producing less. It: is argued rhar trade protecr:ion 
for both of these type-s of ,industry can be justified, at least 
for a l:imked period of dme. 

Topic 5 

1 The three different types of m aero econonn r c pol 1icy are fi s call 
poti CYi mon entry polky and supply-side poliicy. 

2 Rscal poUcy refers to che use of public revenue a'11d/or pub'lic 
expenditure to influe nce the level of aggregate demand in an 

economy. 

3 Di,scre·tionary fisca l policy refers to a s1tuaoion where specific 
pofiicy decisions are caken by a government rn cerms of 
revenue and/or expendtture to de'liiberately fnfl'uence t he 
level of aggregate demand in an economy. Automatk 
srabi lisers refer co a stc:uarron where changes i'n publ:.ic 
revenue and publ:ic expendricure in an economy com,e about 
aucomafiic:ally wirhout the need for a govern·m,ent co rake 
aalon delfberarely. 

4 If a direcc cax1 such as income rax1 be-came roo high, a 
person n1iw,t become 11ess indined to work because they 
would feel rhar che ma.rgina~ rate oft~ i.e. the amounc of 
tax paid on the last unit of c urrency earned, was excessive. 

S A progressive tax is one w hkh takes an 1iincreasingly grea.ter 
proportion of the income of a rrch person. A regressive tax 
is one which rakes a large,r porc,on of 'low incomes rhan high 

inc,omes. A proporcio~1a,I tax is one whkh takes an eQual 
proporcion of eve:ryo11e1s income. 

6 Monerary policy refers co rhe use .of 1nceresc races and/or 
the quantity of money to influence the level of aggregate 
demiand in an economy. 

7 Quantitative eastng refers to the deliiberate policy of a 
govern me n.c ro increase rh e m on fly supply rh rough the 
purchase of bonds and bi1l ls to create more ll:quJd1ty 1in the 
sysc:em. 

8 Whereas 1many macroeconomk poticies focus on influendng 
'Che level of aggregare demand ,in an econo.my, supply .. 
side policy focuses ·on t ry1ing to tmprove the degree of 
,effiden,cy and flex.ibHity in markets. Examples could ·include 
lowering income rax1 lowering u nempl'oymenr be,nefits, 
i1mprovements ~n the prov,ision of education and training. 
reform of rrade unions co reduce cheir power a·nd i'nfluence, 
the en courage me nt of privati s atro n and deregul ationJ and 
rhe improvement of infor,mationi about job vacancies. 

9 Expenditure switchtng refers to a situation in an economy 
where p-ollci@s are adopred r.o change rhe parcern of 
aggregate d ern and by increasing the demand for exports 
and reducing t: he den, and for imp ores. Poss i bie p oHdes 
char could be adopred to cry ro achieve rhis ai,m are tariffs, 
·quotas. subs[dles, embargoes, exchange controls and 
adm i n,istrarive rescri cr:i ons. 

10 Expenditure reduc:lng refers ro a sicuation Jn an economy 
where polides are adopted to try to bring a.bout a reduction 
ln aggregate demand. Possible policies that ,could be 
adopced co rry ·co achi.eve chi:s aim are frscat such as reducing 
expenditure and/or h1cret.1sfng taxatfon, and monetary, such 
as an increase in the :interest rate and/or a reductton in che 
money suppl'y, 

11 A balance of paymenrs d.isequmbrium refers ro a siiruarion 
where th ere is a persistent) l1o ng .. term imbalance in t he 
baJance of pay·menr.:s of ari economy. This cou,ld be in terms 
of eirher a deficir or a surplus. 

Topic6 

l rn terms of an 1ndividua1 firm, producrive efficiency i1s 
where. a firm j,s produdng at che l'owest poinc on its average 
,cost curve, reflecting a situation of both technical. and 
cosr efficiency. In 'cerms of che whoJe economy, ~r fs where 
production is operating on the econom,ys production 
possibility curve, fronti·er or boundary. 

AHocac:ive effidency, on the other hand; is where die 
allocacion of resources marches che prefere,nc@5 of 
consu.mers; thts can be seen where price is equ.al to marg·inal 
cost 

2 1lhe idea of an optimum indicates that this ·is the 'besr 
possible amocanion of resources ln1 ar, econorny, g,iven c:he 
particuiar d rcurnstances of that economy. Optir11um 
resourrce all ocation ·is w'here both productive and a1llocative 
effic1 en cy e~i st. 

3 A Par.era opt1n1al situation is w here it is not possibl1e to 

make one person better off w ,ithout making another person 
worse off. Th1s type of opclmalicy is named after che lca lian 
economist Vilfre<lo Pareto (1,848- 1923). 

Answers @ 



4 Dynam r c effici:ency refers to t he way T n whkh resources a re 
allocatect w irh changes com,ing about over a period of r ime. 
For example, a change in techno'logy may enab 1le production 
to become rnore .efficient than was ;previously possible. 

S An externality is a cost or a benefit which has a spilllover 
effect: on a third party and whfch is nor pa1d for by a 
consumer or a p roducer. Externali ties can therefore re:late to 
either p roduc ti on or cons um pc ion and can be eft her po sttive 
or n ega rive. 

6 Social1 cost: is the combined cosc of private costs and exce,rnal 
costs. 

7 Cost- benefit analysfs refers to the analysis of a project 
that takes into account al.I the possib 'le costs and benefits 
i1nvo~ved, i.e. privare costs) exrernaJ coses, privace benefits and 
external benefits. As a resu:Jt of thls, a decision can be taken 
as ·r:o whether the project: ls won::lilwhfle, 

Topic 7 

1 This is the Jdea that the consumption of success~ve units 
of a product wUI 'lead ro a decreasing level' of utility or 
satisfaction from each unit con,sume d. 

2 The equ1 .. marg1nal pr1ndple i,s t he idea that a consumer 
will maxi,mise total sat isfaction by eq u.ath,g the uti1ity or 
saclsfaction per uni t of money spe:nt: on the margtnal uni 1c of 
each product consumed. It can be shown by: 

MU C --- ---

3 A budget lline shows aH the possible combi·nations of two 
produces rhat a consumer would be able to buyl given a 
siruat1on of fixed income and prices. 

4 Average producr is the output per unit of a variable factor 
in the production process. e.g. the ·output per worker 
per pet:iod of rim,e. Ave,rage product is al'so known as the 
productivity of a factor o f pro duction. 

5 An economy of scaje [s where an increase of output fn the 
'Ion g run brings about a de cirea se in the ave rage cost of 
producrion. ff i·c •s a,n rnrernal: economy, ir ~s conce,med w ich 

cost saV11ngs ln a partkular firm" such as a flnandal econo my 
of scale chat relates to just one firm. A diseconoimy of scale is 
where an increase of ourpur in the rang run even!iually brings 
about an increase in the average cost of product,ion. If it 1is an 
external diseconomy, such as congescjon in a particular area, 
1t ts concerned wrth the effects of the congest1on o h all Arms 
in the area. 

6 Average cost refers to the total! cost of producing a nLlmber 
of icems divided by che number of items produced 
Econo m~sts, however; are often 1nterested not in the average 
cosc of producing a number of items, but in the cosc of 
producjng jusr one ext:ra unit; dii5 is kr1o-wn as rhe marrginal 
cost. 

7 Normal profit is t he level of profit that is just suffident 
to keep a 1Arm in an i1ndustry1 whereas abnormal (or 
superno rma~) profic is che extra profit that: is above the 
normaJ profit. 

8 In the short run, a firm fn perfect competi,tion could 
make normai profits, abnormal/supernormal profits or 

subnorma.11 ;profits. :1n t he long runJ however) a firm i:n perfect 
competition could only make normal profits. 

9 A dlscincttve feature of oligopoly ,is that fiirms u.sually rake 
into account che likel1y reacrions of other firms in the 
fndustry to any act!ions they may take. If a firm, raises price, 
1t is assumed ~hat other f~rms will not foll!ow chiis lead1 arid 
so demand i,s elast[c. If a firm lowers priceJ ~t is assumed that 
other firms wi l1I folillow this lead, and so demand is inelast1ic. 
This mi.xrure of elastic demand above a cen::aJn price and 
inelastfc dem.and below a cer ta1n price causes dhe demand 
curve eo be ktinke d at this priice. 

10 A concestab11e market is one where le is re'latively easy for a 
firm to enter and so firms •n the marker conC'inual,ly face ·rhe 
t hreat of new firms entering the market, so bningfng about 
grearer corn per:1tion It is nor necessarily the case that new 
firms will enter the n1arket, but 1t is t he threat that they may 
do so that is s lgnifi cant. 

11 Backward vertical! 1integratlon is where one firm integrates 
wich another at an earlier s,:ag.e of the production process 
to ensure the supply of raw materials. Forward vertical 
integration is, where one ftrm jntegrates with another at a 
later stage of che production process to ensure r~e supply of 
products through appropr,iate retai1I ouulets. 

12 Economists are genera.ll1y of the beUef that profit 
maxi,m1sation is r:he ma:in object:irv'e of a f1:rm1 but there are 
orher possib le objectives. These could incl ude sacisficing 
profits. revenue maximfsadon, sales maxim1satlon and 
growth maximrsatfon. 

13 Price discrimina.cion is where different prices can be charged 
in a market where rhere are d1Herent prrce elascicltfes of 
demand and where t he difference in prke is not due to a. 
d iffe re n ce in, cosc. 

14 There are a n,umber of possible examples of non-price 
competfdon and thes,e cou~d rndude safes promotio ns, 

packagl ng oir branding. 

Topic 8 

1 X·ineffkiency refers to a sft,uation w here the average cost 
of production is not at its lowest point because there is 
ineffic,iency in 'Che 1ndusrry. It 1s a situation that is parnicul,arly 
associated with monopoly. 

2 A deadweight loss refers to a reduction 1in the extent of a 
consumer surplus in a mo.nopol,y because rhe prfce is highe:r 
t han ir would be, and the quantity lower than it wo uld be1 in 

a perfectly competitive market As a result of thts situatlon, 
·r:here ,is a welfare ,loss ro c:the consumer. 

3 Derived de,miand refers to t'h e fact char labour ,j s demanded 
not for its own sake, but for what lt can produce. 

4 Pecun1ary advantages of e,m pl!oym ent refer to monetary 

gaf,nsl whe,reas non.pecuniary advantages of em,p,loyment 
refer to non-monera:ry ga1,ns1 such as rhe job sacisfacrion 
ga[ned. 

5 Transfer earn1nss are the minfmu 1m pay,ment requfred to 

keep a faccor of production in its present use, whereas 
ecoinomic rem: irefets to che extra pay.me,nc received by a 
factor of production that is above what wou,ld be required 
co, keep ir. in its present u.se. 
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Topic 9 

1 Economic growr;:h is the ~ncrease in the narional ourpur of 
an economy over a pe.r~od of r:ime. le is usual,ly measured 
through chanRes i11 gross domestic product ,over a period of 
one year. 

2 Economic growc:h refers t:o che increase i 11 a coum:ry's 
national income over a period of 'time, as measured by 
changes in gross domestic product. Economic development 
is a broader concept. le fnc ludes changes in gross domesr:ic 
product, but lt also includes other factors that affect the 
quatity of life of people in a country. 

3 Sustarn abH i ty refers to a s~tuati on where t he interests of 
fur:ure generaci,on,5, arid nor: )usr the 1inc:eresrs of the cuflr@nr 
popu1atfon, are taken fnto account when decisions are taken 
on che aUocation of scarce resources. For example, if scarce 
resources are used extensively by che presenc poptJ!larion, 
there wil11I be a more rapld dep1etion of resources compared 
to a situation where a more consiidered approach was taken 
to the use of scarce resources, balancing t he use of the 
resources with their conservation. 

4 Actual, growth refers to t he movement from within the 
productton possibiili ty curve of an economy to a position on 
the productfon possibility curve. Potential growth refers to a 
shift outwards of an ec:onomys production possibiiljty curve 
as a resul1t of an increase in, rhe quan.t:i1ry and/or qual iry of a 
countrys factors of product.ion. 

5 A trade/bush1ess cyde refers to a situation where the 
national output oF an econom,y f luctuaces through a number 
of scages or phases, such as boom, slurnpJ recessio n aind 
recovery. 

6 Gross domesti'c product is the vaJue of a1ll t hat ha~ been 
produced wir!hi:ti rhe geographica1I boundaries of a coum:ry 
over a per1od of tfme. Gross national product is gross 
domestic product plua5 net property 1ncot11e from abroad; 
wh1ch is c:he nee va,lue of rhe inr:-ere5"c, profics and d~v~dends 
pa id and rece lved. Th ls takes ~ nto account the fact that 
some of a countrys economi·c activities wHI take plac,e 
abroad. 

7 Depreciaci,on refers to rhe value that: has been lose over a 
period of time> u,suall y a year, and whkh wiH be needed to 
replace the cap:ital1 equlpment and machinery that has worn 
out during the year. 

8 A GDP deflaror i~ used to adjusr che value of GDP t:o 
take inco account the effects of inflation. lf a co1Jntry is 
experiencing inf'la.rion, the value of its GDP w iH go up by r.::he 
rate of ~nflarion , but t hls wi ll not mean that there nas been a 
'real1 increase in t he valu.e of the ou.tput A deflator ts used to 
adj1usr GDP so rhac: ir represenr.s a 'real~ value. 

g The ren MP,l indJcators are: chi 1ld mortal,ir:yl nuc:r:irion, years 
of schooling, chHd school attendance, electricity, sanitation_ 
drinking water, type of floor, type of cooking fue·I and the 
owr,ership of assers. 

10 Demography fs concerned wll'.h c:he s-cudy of popullarfon; 
exam p I es of such an approach f nc I ude such in d ic a.tors as the 
birth rate, the death rate, the fertility rate, the average age of 
a popu1lation and ltfe expecrancy. 

11 An optin1um popu·lation is one which is d"'le n1ost 
appropriare popul1acion for a parcicular coun1cry1 given ~ts 
avaf :la bl e resources. 

12 The labour force is the number of people fn an economy 
who are avaHabl'e for work. It is therefore made up of both 
the eim played and the u nem played. 

13 Labour producrlviry refers :co ~he effic:1en1cy of labour 1,, 
terms of the output per worker per period of t ime.. 

14 Th e natura1I rate of unemployment or equHibrlum 
unemployment as it can also be callled, is the non, 
accel era ring in fl ari on rare of une rn p I oym enr1 i.e. i c is rhac 
rate of unemp:loyment ln an economy whrch fs necessary to 
prevent c:he rate of inflati·on from increasing. 

1 S Structural unemployment refers to chose peopre who have 
ilost their jobs because of changes in the st:ructure of a 
country1s economy. i.e. because of the declrne in traditional 
or sunset: induscries. Cyolic:al unemployment refers to chose 
peop,le who have lost their jobs because of changes in the 
trade/business cycle, i.e. because of the onset of a recession. 

16 One way to measure the number of people 1n a country 
who are unemployed is r:hrough rh@ cla imant counr, te. 
the number of people who a.re officially registered as 
une m:pJoyed 1 n orcle r co be able to daim ben efics. The other 
me·c:ho d is ci, rough che I abo ur force survey1 i.e. those who 
will appear on the da1mant count and a;lso others who are 
avai lable for work but who have not officially registered as 
unemployed. Cleady the figure produced through the labour 
force survey wi ll be higher than that arri1ved at through the 
c1a.i:mant counc. 

17 llhe three inject~ons into the circular f·low of income are 
~nvestment spending, government expenditure and incom.e 
received from, exports. The three leakages or withdrawals 
our of 1t:he circular flow of income are savings, r:axarion and 
the :money spent on imports. 

18 The m.ultipl1er is the term used to denote the degree to 
which a.n inject ion int·O the circufair flow of money brings 
about a greater increase in the total national 1income of an 

economy. It fs cakulated by 

1 

1marginal propensity to withdraw 

19 Aggregate expendlture1 or aggregate demand, is usua:11y 
represenr:ed by AD !!!!!: C 1- t -r G + X - M. 

20 Auc:onomous ,invesrtmenr r:ak:es p~ace irrespecc:ive. of any 
changes ijn the national income of an economy, whereas 
~nduced invesoment takes place as a result of changes in an 
economy's national income. 

21 ~he quan6ry ·cheery of money ~s usu:a'lly 5cared as MV ~ PT 

where M1 is che money suppl1y or stock of money, Vis the 
velocity of circulation of money1 P is the general price level 
in an economy and T is r1h e number of rran sact:i,o.n s fin a need 
by the 1money over a period of time. 

22 The term 'quantitatijve easing1 refers to a situation where 
a country's cencral bank: 1increases the amount of ·money 
avai.lable, or Hqufdlty, by buy,ing securltres. The money 
used to buy them ther, becomes avai lable ·in the economy, 
making 1ic: easier for people in the economy to borrow 
money. 
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23 A budget deficit is where pu.bHc ex.pendftiure rs greater than 
publ'ic revenue. A budg.et shows rhe balance bec:'Ween public 
revenue and publ1ic expenditure. Someti,mes a government 
may del'iberatel,y decide to operate a budget deficit ·co 
slmula·c:e the economy. 

24 Tied aid refers to aid th ar is p rovrded by countries or 
agendes wkh certain conditions attached and so the 
country receiving the ard has not been entirely free in terms 
of how rhe aid Js 1cc be aHocated. 

25 An increase In i,ncome is unUkeJy co liead ro a significant 
increase 1n the demand for food because there is onl'y so 
much that people ca.n eat, and so the income elas 1t idty of 

demand for food is 11kely to be fnel,astk rather t han elastic. 
Of course, che incom,e e'lastici·r:y of demand for particular 
types of food may weH be el,asc1c1 e.g. peoplle w i.th higher 

incomes are more Hke 1ly co purchase more exdusive types 
and brands of food. 

Topic 10 

1 A PhHlips curve 1is 'Used to show the relationshi p between 
changes in c:fie rare of inflation and changes in the rate of 
unemploy1ment in an economy. 
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Key terms 
abnormal profit: the revel of profit over and above 
nonm,al profit; aJso known as su.pern,ormal profit: 

absolute advantage: a sit,uatton where a country can 
produce a particurlar good using fewer resources 'Chan 
another country 

acGeleratlng inflation: a situation where the rate of 
inflation is rising, say fron, 5% to 25%, and 1s beg,inn1ng to 
become a serfous problem in an econo1my 

accelerator: a way of calcul'atfng the effect of a change in 
national! income on investmenI: in an economy 

active balanGes: moniy whtc'h is f lowfng ·eh rough che 
economy, underpJnnfng the transactions and precautlonary 
m,ot[ves for holding money 

actual growth •n natlonal output: a movement from 
within the production possibilrty frontier of an economy 
co, a pos1tion on the fronti-er; resulting from the better 
uti lisation of the exrsting factors of productlon 

ad valor-em tax: an 1ndi,r@cr tax wlch a perc@ncage rat:e, 
e.g. a tax rate of 20% per pro duet sold 

Adam sm•th: one of the founding fathers o,f economics 
(1,723- 90) and auchor o'f The Wealth of Nations, 
published in 1776 

aggregate demand: 1:he totai a,mount spent on anr 
econom,y's goods and services over a g~ven period of time; 
it: is 1made up of four e,l@ments - consumption, ~nves:cment, 
govem,rnen t spending and net ex ports 

aggregate expenditure: th.e cota1I demand for, and 
expenditure on, goods and services in an economy 

aggregat-e supply: the total output that the various firms 
1n an economy are abfe and willing to supply at dJfferent 
price levels in, a glven perrod of cime; it fncludes both 
consumer and capttal products 

aid: the process of economi;cally devetoped countrtes 
providing financial supporc to econom,lc:a lly dev~!oping 
economJ@s 

aHocattve eff•clency: a situation that descr1bes the extent 
to which ·che alllocation O'f resources ln an economy matches 
consumer preferences 

aHocattve mechanism: a mietihod of Iak~ng decislons about 
the different uses chat can be made of factors of production 

alternative demand: a situation where two items are 
substitutes.t i.e. one will! be c,onsumed or the other; e.g. tea 
and coffee 

anticipated Inflation: the expected future rate of fnflatfon 

in an economry 

appredatlon: che rise in value of a currency chat is floating 

at constant prices: data whijch have been adjusted to take 
into ac,count the effects ,o,f 1nflatton 

at current p r•ce s: data which a re expressed l n t:er ms ot the 
prices of a part[ct.dar year, i.e. they have not been corrected 

to take a,ccount of 1 n flat,i,on 

autom atlc stabt lbe rs: whe r~ c h,an ges i rn 1:1h e ~eve I' of 
taxation and/or public -expenditure automat:ica1lly brfng 
about changes in an economy without the need for 
delliberate action by a government 

a.utonomou.s Investment: capital investment that fs not 
re1ated to, changes in the level of national i'ncome in an 
economy 

average cost: th,~ cota,I cosc of emp~oy~ng aH the faccor 
inputs dlv~ded by the number of un[ts produced; also 
known as average total cost (A TC) 

aver.age fixed co.st: che cotal fixed cost: of produccion 
divided by the number of uniits produced 

average product: the output per unit of the variable factor,. 
e.g. output per worker per perlod of rime; also referred 1co as 
pro duct ivit:y 

average propensity to consume: the proportion of 
i11ncome chat ~s spent 

average propensity to save: the proportion of income 
that ls saved 

average revenue: t: he coca I reven u.e o bta.,i n,ed fro,m, sa 1:es 
drvrded by the number of units sold 

average tax rate: the average percentage of total income 
chat: is paid in cax 

average var•abte cost: the tntal1 variable cost of product,ion 
divtded by the number of U'n~ts produced 

balance of payments: a record of a~I t ransactions li,nked 
wfth exports and importsJ together wid1 internat1onial cap·ftal 
movements; it consists of the current acco-unt, the capital 
account and the financial account 

balance of trade in goods account: the trade in goods, 
e.g. carsJ between countrtes 

balanc@ of trad.@ In servl(es account: t:he crade in 
services, e.g. ban king, between countries 

balanced budget: where projected revenue and ptanned 
government spending are equal 

balancing item: thls is a posltive or negat,ive figure that 
accounts for any statistical errors in the balance of payments 
and ensures that the accounts/ when added together, come 
to zero 

bank deposit: deposits of money in accounts in financial 
institutions, many of which ln a modern economy are in 
e!ectronl c form 
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barriers to ex.It and entry: various obstacles that make it 
very dffficult, or imposslb·le, for new firms to exit or enter an 
1nduscry, e.g. rech nicail econo·m,ies of sca:le 

barter: the direct exchange of one good or service for 
another 

base year: a year chosen so chac comparisons .can be made 
over a period of time; the base year for an 1ndex is g~ven 
a value of 100 

behavioural econ,omlcs: an approach t:o deci,sion making 
whfch argues that: tne behavrour of indivfduals is often based 
on rideas that do not correspond to the traditionaJ view of 
ratlona,1 economic behaviour 

bilateral trade: where rrad@ cakes place b~cwe~n t:wo 

countries 

birth rate: che average number .of live births per thousand 
of popuJatio,n of a country in a given t:i·m~ p~rioct us.uafly 
a year 

brea keven pol nt: the 1:eve1: of o ut put at wh i,ch a firm is 
1ma.k,ng nei'cher a ~oss nor a profit 

BRICS/BRICs: a reference to the countries of Brazil, Russia, 
tndia and Ch~na; South Africa is now usuatly included 

broad money supply: a measure of the srock of money 
which reflects the total potentra,I purchasing power in an 
econo'm,y 

budget deficit: where p~ojecced revenue is less than 
planned expendlture 

budget Hne: a Hne showing aM the possible comblnatfons 
of cwo produces chac a consumer wourld be able co purchase 
with fixed prkes and a g~ven incom·e; som.et imes knavvn as 
a consumpt,ion posslbilrty line 

budget surplus: where projected revenue is greater than 
p:la 11 ned expein d1t u rei 

buffer stock: a stock of a commod~ty which 1is herd back 
from the market 1in t imes of high production and re l.eased 
onco che marker rn tlmes of low production 

canons of taxation: the :maln princLp1les of taxation, to 
which any system of taxes should adhere in order to be 
effective 

capltah the fac to r of production that ~ncludes al l the 
lhuman~made alds to product1on. e.g. too 1ls, equipment: and 
rmac:h Jn ery 

capital account of the balance of payments: th,is ~s made 
up of transactions where there is a transfer of financial assets 
between one country and .another, e.g. the purchase of a 
physical, asset such as land 

capltal,lntenslve pr,oductlon: a process of production 
with a relat1ive:ly h1gh proportion of capital .inputs, compared 
co other in pucs 

c·apltal :output ratio: a way of measurtng the amount of 
capltal1 employed fn the productron of a given level ,of output 

cartel: where a number of firms agree co collude, Le. work 
together, such as by li·mitfng output to keep prices h~gher 
than would be the ·ease if there were corn pet ft ion between 
them 

cash: the notes and coi-ns fssued in a country which are l.egal 
tender 

central bank: t he main bank in a councry ·cha·c is responsi.b te 
for overslghr of the banklng system, 

ceterls parlbus: a Latin term that l~terally means ~other 
thlngs being equat-

,change In demand: where there is a change in the 
conditions of demand, i.e. somethrng other than a change in 
che price of a p~oduct; this ls shown by a shift of a demand 
curve 

change· In quantity demanded: where demand for a 
product changes as a result of a change in the price of the 
produce: ,change 1n quantity de'manded is shown by 
a m,ovement along a demand curve 

cheque: a method of payment, i.e. a ,means of transferring 
money firom one account to another; ft is not, however, a 
form of money 

circular flow ,of Income: the flow of income around an 
economy, invo,ving a ·mixture of inj'ections and wi·chdrawals 
or leakages 

claim ant count: the number of peop I e who offic 1a1l lry 
register as unemployed 

closed economyi an economy which does not t rade with 
the rest of the world 

closed shop: a require,mef1t cha:c a.Iii employees tn a specifJc 
workplace belong t:o a pa.rtlcutar trade unioin 

collective bargaining: the process of negotiation between 
trade union represencatrves of the workers and the fr 
empl,oyers on such ,issues as remuneracion (pay,mem::) and 
worklng condit1or1s 

common external tariff: where al l of the countries tn an 
economit ,organisac~on impose the same tariff wi1th other 
countr~es outside of the organfsatfon 

comparative· advantage: a situation where a country 
might be ~ess efficient: at producing everyching compared 
ro another cou.ncry, but: where there would st:il 1I be an 
advantage If ft produced something that lt was least bad at 
produdng 

complementary goods: goods which are ,consumed 
together, e.g. ov·os and DVD players; these goods have a 
negatfve cross elastidty of de1manGL i.e. a rise in the prfce of 
·One of them will lead to a decrease ln the de,mand for the 
,other 
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composite demand: the demand for a product which can 
be used for more t:han one purpose. 

concentration ratio: t:he percentage of a market controlled 
by a given number of firm1s1 e.g. the five 'largest firms in an 
industry 1m1ght control 80% of the output of the industry 

conglomerate integratiion: a merger between firms whkh 
are operating 1in completely different markets rather than in 
dffferent stages of the same market 

constant returns to scale: where average coses remain ch.e 
same as t he 1level of output increases 

consumer prices Index: a way ,o,f 1measur1ng ,changes 1n the 
prices ,of a number of consumer goods and servlces in an 
economy over a period of tlme 

consumer surplus: some consumers wm value a particuiar 
produ,ct more highly than other consumers and yet they 
wiH pay exaccly the same price for it as t:he other consumers: 
thfs extra sattsfactlon is consum:er surpl1us and is shown on 

a demand and supply d~agram by the trfanigl,e betweein the 
price line and the demand curve 

consumption: the spending by consumers 1in an economy 
over a period of tf me 

contestable market: a S'ituatfon where it may be .rel'atively 
easy for new entrants to enter a market or 1ndust:ry; the 
effect of this is that existing firms in an industry face the 
threat of new Arms comi1ng fnco che fnduscry and increas.ing 
eh e degree of comp etJtJO n 

contracting out: the transfer of responsibil11ty for the 
provisjon of a servtce from the public to the prfvate sector 

cost-benefit analysis:. an a.nalysls of a project whfch 
1ndudes a valuation of the total, costs and total benefits 
invO'lved, including private and external costs and prjvate and 
external benefits 

cost efficiency: where a firm uses rhe most appropriate 
combi,nation of inputs of factors of production, given the 
relative costs of those factors 

cost of living: the cosr of a selection of goods and services 
that are consumed by an average household iri an economy 
at a given time 

cost-push Inflation: a rise in cl·ie general 11eve'I of prrces in an 

economy, ea.used primarily by a signmcant rise in the costs of 
production 

costs of productl,on: t:he various coses i1nvolved in t:h~ 
production process, whk h c:an be genera:lly divided into 

rixed -costs/ which do not vary w~th changes in output, and 
variable costs, whlch do vary wlth changes hi ,output 

credit: refers to a sftuation where a person can take 
possession of a product immediately, but is not requked to 
pay for it untrl a later time 

credit creation: ·eh~ process by which f inancia l insc~cut1ons 
are able to expand their lendlng by a multiplle of any new 

deposits received; thts multipl'e Js kn.own as the credit 
creation m ulttplf er 

ere dlt multlpl ler: the re latf onshi p between new money 
created and cash deposits made 

creeping Inflation: a situatlon where the rate of inflation 1s 
reasonably low, say about 2% 

cr,oss elastlclty of demand (or cross .. prlce elastlclty 
of demand): measures the degree to which a change in 
eh~ prrce of one produce leads t:o a ,change in th~ quancrry 
demanded of another product 

current account of the balance of payments: this is made 
up of ·four ehemern:s - era.de in goods,, t:rade 1n servf ces, 
incorne fl ows and current transfers 

current transfers: the net pay1ments by goverrim,ents 
and pri,vace 1nd]viduals, e.g. grants for overseas aid or cash 
rem·ittances sent: home co chei,r own count:ri,es by mrigranc 
workers 

customs union: a group of countries which promote free 
trade beit:ween themselves, and w1h1ich1 impose a co,mmon 
external tarfff on i1m ports from countr1es outslde the area 

deadwelght loss: t:he reduction in ,consumer surplus 
when a monopoly producer reduces output and ralses 
prke compared 'Co what the situation would be ln perfect 
competition; there is therefore a welfare loss to the 
consumer 

death rate: c,he r,u1m,ber of people peir thousand of 
population in a country who die in a given, t1me perjod, 

usually a year 

deficit: a negative balance when expenditure exceeds 
income 

deflation: a general decrease in che average leve·I of prices ,in 
an economy ,over a period of time; or a reducrion ln the level: 
of aggregate demand in an economy, i,n contrast ·to ref lation 

deflationary gap: a s1t u a ti on where the I eve 1 of aggregate 
demand in an economy 1s less than 'the aggregate supply at 
full ~mployment, causing unemp~oym1ent in the economy 

demand: the quantity of a product that consumers are 
wi.lli'ng; and abJe to buy at a gjven price 1n a g1iven period 
of cimE? 

demand curve: a curve that shows how much of a good or 
service willl be demanded by consumers at a given prke rn a 
gfven period of cime 

demand~puH Inflation: a rise in the general level of prices 
~nan econom,y, caused primari1y by too much demand for 
products 

demand s,chedule: a table giving the quant1ties sold of a 
product at different pr,ces and enables a demand curve to 
be drawn from the ir,formation in the ·schedule 
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demerit good: a product whkh is rivalrous and exduda lb le, 
and wh~ch; if lieft to a free market, would be likely to be 
overproduced and overconsumed 

dependency ratio: the :number of people ln a country who 
are unable to, work divided by the number who are ab'le to 
work 

depreciation: che fal I rn va/lue of a currency that: .is floating; 
also the a.mount of capital that is needed to repjace 
equipment that has worn out over a year 

deregulation: a reduction i.n the number of regul'ations, 
rules and laws that operate in an industry or economy 

derived demand: where che demand by employers ·for 
labour is r~lat:ed co t:'he demand fer che produce t:'hat: t:he 
labour he'lps to produce, Le. labour rs not dernanded for its 
own sakeJ. but for its contributi·on to the productlon process; 
also where demand for the components of a product arises 
fro 1m demand for t he final produce 

devaluation: the fal1I in value of a currency that is fixed 

direct proyjslon of goods and serv•ces: where a 
govern,ment deddes to provlde particu1ar goods and 
se rvtces itself 

dlr,ect tax: a tax i,mposed on the rnco;mes of indlviduals and 
firms, .e.g. incom~ tax and corpora1:1on rax 

discretionary ftscal poHcy: the u,se of deliberate changes 
1n caxatio.n and/or public expenditure with the ~ntencion of 
changlng che level of aggregate demand in an economy 

dlseconomles of scale: where the same proportional: 
~ncrease i1n productive factors g~ves rise co decreasing 
addlcio·ns co total1 output; also known as decreasing returns 
to scare 

disequlUbrium: a situation where t:here is an imbalance 
becween demand and suppl:y in a market, i.e. there is either 
exces.s demand or excess supply 

disinflation: a general1 increase 1n t h.e average level of prices 
in an econom,y over a perlod of tiime, where the rate of 
increase ts less than in a. pr~i,ous yeat 

dlssavlng: a situation that can occur when consumption 
exceeds f:n,come and s,o people have to reliy o,n sav~ngs that: 
have been accumulan~d ln che pasc 

distribution of Income·: the degree to whfch income in a 
country rs evenly d1st~ibuted 

diversification: where a firm decides to operate in a 
number of markets to spread risk 

division of labour: t he way in which produccion is dtvided 
into a sequence of specific casks which enables workers ·co 
speciaHse ln a particular type of job 

double cotncidence of wants: a situation ~n a barter 
system where a se ller finds a buyer who, wants what is being 
sold and where the selle r also \i\'ants something that the 
buyer has and is wiUing to trade in exchange 

dumping: the practice of selling a product at a price that is 
1less than the cost of production 

dynamic efficiency: the grearer efffdency cha:c can result 
from tmprovements 1in technica:I or product~v@ efficiency 
over a period of time 

economic dev@lo pment: a lb toad perspe cr1v@ t:h at: goes 
beyond increases in nat[onal our:puc to rake into account 
factors that influence the quality of life of peopje in 
partlcular countries 

economic growth: an increase in the nacronal1 output: of an 
eco:nomy over a period of tfme, usual,ly measured through 
changes in gross dom·estic product 

economic law: ani economic theory put: forwa.n1 by 
economists,, such as the laws of de'mand and supply 

economic problem: a situatton where there are nee enough 
resourc~s to satisfy all t\ uman needs and wants 

economic rent: the extra paymeint rece ived by a factor of 
productfon above what would be needed to keep jt in its 
presenc use 

economic union: a group of countrres which agree to 
,integrate the1r economies as much as poss~ble through 
various rul'es, laws, pol1lcies and regulations 

economies of large dimensions: a reduction ln average 
cost as a result of using larger factors of productionJ e.g. 
~a rger cone a ln ers ij n c he t rans portatjo n process 

economtes of scale: where output can be lncreased us[ng 
proporti.onately fewer triputs; also known as increasing 
returns to sea I e 

effectlv,e demand: demand for a product that is backed by 
the abllity and willingness to pay for it 

1ef flclency: eh e use of scarce resources in the m osc 
economicail ,or opt:f,mal ·way 

efficient resource aUocatlon: the optimal use of scarce 
inputs to produce che largest possibf1e output 

elastic: where the response of demand (or supply) ~s 
proportionately grea.ter than the change ~n t he independent 
variable; t he calcu~ation is greater than 1 

embargo: a ban on rmport:s from particular countries,, 
applied elther to part~cuJ.ar products or to all products from 
part~cular countrfes. usually imposed for poHtical, dipl,omatic 
or 1m i I irta ry reasons 

enterprise: the factor of production that refers to the 
takfng ·Of a ri'sk rn organis1ing the other three factors of 
production 

entrepr-eneur: the iir1div~dual who takes a rrsk fn combi,n1ng 
the factors of production 

,equUlbrium: a s~cuation where che quantity demanded in 
the marketpllace rs exactly equal to the quanti'ty supplfed 
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and t here is neJther excess demand nor excess supply in the 
markec; somecimes referred to as a stace of resc or bailarice 

,equUlbrium price: rhe prlce at wh~ch a market clears; 
the process of market clearing arises because the price is 
free to change and setde at the equi'librium level: 

equlHbrtum quantity: the quantity at which a market 
dears, with consumers getting alrl they want at the 
equiliibrJum prrce and producers not being left w,ith unsold 
products, 1.e. there is no excess demand or supply 

equl-marglnal principle: a consumer wi'II maximise total 
satisfaction by equating the uti'lity or satisfaction per unit 
of m,oney spent on the marg1inal unit of each product 
consumed 

equity: the idea of fa irness or justiceJ ·e.g. in relat~on to the 
d1str1bution of in,come and wealth in an economy 

,exchange controls: restrict,ions on che buying and selling of 
foreign currency, whi ch make it more diifAcult to finance the 
purchase of imported products 

exc·lse duty: an indlrecc cax on expendit:ur~ 

excludable: a situ.ati<On that occurs with private goods 
whereby when a produce is consum,ed by one person, all 
ochers are excluded from le 

exp~ndlture"'reduclng poHcy: a policy which attempts to 
br~ng about a reduct1ion in the level of aggregate demand fn 
an economy 

expenditure-switching policy: a policy which attempts 
to bring about a change rn the pattern of demand 1n 
an economy b·y reducing t:f"le demand for imporcs and 
lncrea.s1ng ch12 demand for exports 

export subsidy: a pay,ment by a government to a domestic 
firm to- he~p rt keep down che costs of production of the 
pro due cs chat ft is In cen ding co export, and c hereby to 
increase dema.lild for exports 

,exports: goods and/or services that are produced 
domescical ly ·in one country and sold co od,er cou.nt:rles 

external balance: the balance between rec€1pts and 
pay1ments in relac1ion ro interna1:ional1 (ransactions between 
one councry and other ,countries in the world 

external benefits: the advantages galr,ed by t hird part1ies 

ext,ernal costs: ·che coses imposed on rhird parties 

,extiernal diseconomies of scale: w hen costs of productinn 
rise because of developments outside a partfcular firm 

external economle.s of scale: when costs of producc[on 
fall because of devel1opm.encs outslde a particular firm 

ext~rnallty: a cost or benefit of e~ther consumption or 
production that is patd for or enjoyed not by che consu,mer 
or t:h~ produc~r. buc by a ·eh ird parcy 

flnandal account 1of the balance of payments: th[s is 
made up of che capi'tal inflows and capital out:f~ows resurltlnB 
trO'm rnvestment: [n different: ,count:r,ies 

flnanojal economtes: a reduction 1n average cost as a result 
of a larger firm being abl1e, for exampl'e_ to negotiate more 
favourabl:e borrowing cer,ms on a loan 

fjrm: a particular and distinct organisation that ~s owned 
separately from any other organisat1on 

fls,cal drag.: t:hQ idea. char :more people wlll be dragged inc:o 
t:he 'tax nef in a situation of inflat ion if tax aUrnvances are 
not increased fn Hne with the rate of fnflatlon 

ftscal policy: the use of public revenue and/or pub·lic 
expenditure 'Co influence the level of aggregate demand in an 
economy 

fixed ,capital for1matlon: buildings, plan~ machinery and 
veh1des for commercial use t:hat: are used 1n the produccion 
process 

fixed c·osts: the costs of productton that remain constant at 
al'! level,s of out:pur:, includfrng zero produccion; e.g. rent: and 
interest payments 

fixed exchange rate: an. exchange rate that is. determ,lned at 
a pare re u lar 'I eve I by a govern m errc 

fixed factors of production: r€source inputs t hat exist in 
the short run when the quantity of (he factors used cannot 
be eh an ged, e.g. capital! eq ur pm enc 

flat•rate tax: a tax with a constant marginal, rate 

'floating exchange rate: ain exchange rate that ,is 
dGit@rmin~d, li ke any och9r frt?eemark~c pric@, by th@ mar~et 
forces of demand and supply 

foreign direct Investment: investrm,ent by a compar,~ with 
a head office in one country, in anocher coun·cry in tihe form 
of a factory or distribut1on outlet 

foreign exchange: the forergn currency that is used in other 
countries as a medium of exchange 

free good: a good that is not scarce and ~a does. not require 
a 1market price to- be attached to them 

free rider: the jdea that lt would be 1n1 possible co charge 
people for us1ng a good or service because it would be 
impossjble to prevent someone who· had not paid fro-m 
bene~it~ng 

free trade: trade wh1ch is not restricted or limited by 
different types of import connol 

free trade ar,ea: a group of countrles whfch promote free 
·trade between themse'lves, but reta~n 'thelr own separate 
trade barriers against other countr1es 

full employment: che level of emp 1loyment where everyone 
who 1is abte and willlng ·co work has a Job, wrch eh@ @Xc~pt: ion 
of those who are frictionally unemployed 
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GDP defl.ator. a ratio of price indices tha.t is used in national 
income statistics to, reimove the effect of price change~; so 
that the figures can be seen as representing re.al changes in 
outpuc 

general prlQ! level: the average level of prkes of all 
consumer goods and servfces in an economy at a grven t ime 

Glnl coefficient: a statistical measurement of the d~gree of 
inequallty of income Jn an economy 

globallsatlon: che process whereby t:here 1s an 1ncreas ~ng 
worl'd m,arket rn goods and servfcest maki:ng an 1ncrease fn 
multilateral trade more likely 

government expenditure: che to·caJ of at! spendlng by a 
gov9mmenc 

government failure: a situation where government 
int,erv.ent1on co correct market fai lure does not actual ly 
improv~ t:h~ leve.l o,f economiic efficiei ncy; such intervention 
may even reduce the efficiency of the al!locatfon of scarce 
resources in the economy 

gross doimestlc product: che cocal va.lue of alll thac has 
been produ.ced over a glven perrod of t1·me within t he 
geographical boundaries of a country 

gross nattonal product: the gross domestic produce of a 
councry plius n.et prop~rcy fncoim~ from abroad 

horizontal Integration: where firms at the ·same stage o.f 
p.roduc t i on m1erge 

hot money: flows of money that move from one country 
to another to take advanta_ge of different rates of interest in 
various councries 

household expe·ndlture: a survey is taken on a regular 
bas~s (usuaUy every month) to record changes in t he prjces 
of a se~ection of goods and servfces that constitutes a 
represencacive baskec 

Human Development Index: a composite measure that 
comb·~nes llffe expectancyJ average income in the form of 
gross national inco,me per capita (PPP US$), and years of 
schooring 

Human Poverty Index: this was devel'oped by the United 
Nattons to compJe1ment t he Human Development Index; 
~c put:s m.ore ·focus on ,:he excenc of deprrva.t:ron in dWferem: 
countries 

hyperinflation: a situation where the rate of inf lation 
ris beco:ming very high, say over 100%, and is damaging 
confide nee in ·che country's economy 

Idle balances: money which is withdrawn from r.he circular 
rlow of money 1n an economy, underprinning the speculative 
1mot:1v12 for hdldfng 1money 

lmmoblUty of labour: the degree of occupational 
im:mobil'lty and geograph~cal im,mobtlity of labour whfch 
1mak~s a labour market lless filexibll~ than it w,ould 
oth erw 1se be 

Impact of tax: the person, company or transaction o n 

which a tax is levied 

Imperfect co1mpetltt0in: a marker which lacks som:e, or all, 
of the features of perfect competition 

Import duty: a duty t hat is i,m1posed o,n an imported 
prod.ucc to make i1t more expensive1 in rhe hope thac this win 
reduce demand for the product 

Imported Inflation: a riise in the general feve1I of prices in 
an economy, caused primarily by a stgnrfican·c tncrease in ·cln1e 
price of ln1 ports 

Imports: goods a11d/or services that are produced hn 
foreign count ries and consumed by people in che domestic 
~conO'my 

Incidence 1of tax: how the burden of taxation ~s shared 
between the p reducer and consumer 

Income effect: the effect on consumption of a change in 
real income which oc,curs as a result of a prke ,change 

In come 1elastlc lty of demand: measures the degree t:o 
which a change 1n incomes !eads to a change in the quantity 

demanded of a product 

Income tax: a d:irect cax on the inc,omes of tndividuals 

indirect tax: a tax that is imposed on expend~ture; it is 
indirect in that the tax rs only paid w'hen t he produ,ct on 
whkh the tax is. levied is purchased 

Indifference curve·: a curve showfng aH the possible 
combinations of two products between which .an individual 
cons um er is in d 1fferent 

Induced •nvestment: cap1taJ fnvestm@nt thac ls related to 

changes in the level· of national inc,ome in an economy 

Industry: a col,lecrion of fi·rms producing si1m,llar products 

Ine lastic: where the response of demand (or supply) is 
proportionately les~ than the change ~n t he independent 
variable; the calculation is less than 1 

Infant •ndustry argument: the 1dea that a newly 
estabilished Jndustry shou1d be giver, tiime to establish itse1lf; 
it wi'II·, therefore, need to be protected, at least temporarily 

lnfer•or good: a good for which the demand fallls wft:h an 
increase in income 

Inflation: a general ~ncrease in ·che average l1eve1 of prrces ~n 
an economy over a period of t:i me 

Inflationary gap: a situatfon where the f1evel of aggregate 
demand ~n an econom1y is greacer than the aggregate supply 
at full employ,menr., ·Causing a rise in che general level of 
prices fn the scon omy 

Information failure: where peopl·e lack the rull informatlon 
that w,ourd alilow them co make the best deci1srons about 
consumption 
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Injection: spending which adds to the circular flow of 
incom,e; this can c,ome from 1in,vestment,. government 
expenditure and exporcs 

Integration: the process whereby two or more fi'rms com·e 
together through a takeover, merger or acquJsitJon 

Interest: che reward for pan:ing with 1lfquidity 

lnt-er·generatlonal equity: the degree to which differences 
in inco,me in an economy can influence the incomes of 
generations of people in the future 

Internal dise,conomies of scale: the disadvantages of a 
f1irm growing tn size, resuking in an increase ,in the average 
COS! of prod UC tio•n 

Internal economies of scale: the advantages of a firm 
growing f 11 size in the forr11 o.f a reduction i:n the average cost 
of producci.or, 

International Monetary Fund: an organjsation set up Jn 
1944 to prom,ote international trade through such measures 
as provrding firianci1al' support in Ihe form of a !loan to help a 
country overcome, or at lease reduce, a deficit: in i·cs balance 
of payments; 1t now has 188 member countr1es 

Investment: spending on capital equipmer,t, e.g. a machine 
or a piece of ,equlpment that can be used in the product:ion1 
proceiss 

J .. curv,e effect: the per1od o.f t ime after a depreciation. 
when the current: account of tine balance ,of payments gets 
worse before ic getcs bect:er 

Joint demand: a situatJon where two ~terns are consumed 
togethet i.e. they are complemencs; an exa1mple would be 
shoes and shoe I.aces 

jo1int supply: a situation where the process of producing 
one product l'eads to the production of another product 
(e.g. meat and 1·eacher) 

Keynesian approach: an approach to the m:acro economy 
based on t he views of the economist John Maynard Keynes 
(11883-1946) 

Kuznets curve: a curve which shoy.;s that as an econon1y 

develops.t economi,c inequality first increases and then 
decreases 

labour: the factor of productlon that indudes all the 
human effort that goes into the process of production, both 
mental and phys~cal 

labour force: t:he number of peopte who are avallabl,e for 
work in a country 

labour force .survey: r:lhis lncludes not on ly those who are 
off1c~ally regjscered as unemployed, buc also chose who are 
avarlabl'e for work but who do not quaHfy for any benefit 
given by the state 

labour ... lntenslve production: a process o·f production 
w1ith a relat~veo/ hlgh proportion of labour inputs, compan~d 
to other lnputs 

labour productivity: productivity measures the level! 
of efficiency tn the use of resources; l'abour productiv[ty 
cherefore measures the efficiency of 1·abour in cerms of che 
out:put: per person per per~od of tlm2 

Laffer· curve: a way of shovving the relationship between 
changes in che rate of tax and changes i1n t:he revenue gained 
from1 ·che cax: when che cax rate is ~ncreased, ·che revenue 
first begins to rfse and then falts 

land: the factor of production that includes all the gifts of 
ina:cure, or natural resources, chat: can be used in r:he process 
of producrion, E?.g. minerals, forests and the sea 

law of demand: a law (or theory) which states that: there fs 
an h1verse rela.ttonsh1p between the quantity demanded of a 
produce and t:he prlce of the product:., CE?CE?rJs parlbus 

law of diminishing marglnal utlUty: the principle that the 
marginal util'ity of consuming successive untts of the same 
produce wil1I fall· 

law of diminishing returns: as additional units of a 
variabie factor, such as labour, are added ·co a fixed facto~ 
such as capital, che add·it i·o,nal output (or marginal product) 
of the varrable factor will eventual ly dimijn]sh; also known as 
the ilaw of varlab~e proportions 

law of supply: a law (or theory) wh fch scares chac t:here 
fs a direct relatlon,ship be·tween ·rhe quant1ity suppHed of a 
product and the price of the productJ ceteris paribus 

leakage ~or withdrawal): money which 1leaks out of t he 
clrcul1ar flow of income; this can be as a resu~t of sav~ngs, 
taxation and money spent on imports 

legal tender: any form of payment whicth is leg.ally 
recognlsed r.o settlie a debt 

licence: where perm~sslon to produce or seM ijs gtven by a 
government to a supplier,. but tn1s perm.ission ~s restricted in 
some way 

llmlt pricing: the selection of a price that i,s belovv the 
profit-maxim.is:ing price 

llquld•ty: the excerrc to which a financra.l asset can be 
turned into cash, e.g. if some shares in a company are sold., 
the paper asset be,comes money 

Hqu•dlty prefe·r@nc:e theory: thQ Keyneslan cheory 
of interest rate determ1nat1on, based on three motives 
for ho1d.rng money - the transactions motive, the 
precaut:1onary motJve and the speculat1ive motive 

liquidity trap: a sicuation a.c low races of interest when 
changes in the money supply wt'II have no effect on the rate 
of interest and where the demand for money is perfectly 
ela:scrc 

long run: the t~me period when lt beco,mes possiblle to 
change aH of the factors of productlon 

Lorenz curve: a way of showing the degree of inequa.Hty in 
the dlstrlbution of lncome fn an economy 
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macroeconomics: the study of economics at the national 

and international 1·evels 

managed or (dirty) float: an exchange rate thac .ls partly 
deteirmfn@d by the forces of dem,and and supply: but is also 

managed by a government; so that rt ·is only alfowed to float 
between ce n:ain para:m eters 

margin: the point ar which the last unit of a product i-s 
produced or consumed 

margtnal cost: rhe additional cosc of producirng an excra 
unit of a product 

marginal physjcal product: the amouli1t of extra output 
tha·c is produced 1f a fir·m ~ncreases tts input of labour by 
on~ un·i·c 

marginal product: the additiional outpLLt that is produced 
from employing ano,·cher unit of a variable facto~ e.g. the 
excra out:puc from employing a.n add:itiona11 worker 

marginal propen:slty to consume: the proportion of an 
·increase in income that is spent 

marginal propen.slty to Emporb the propon:ion of an 
increase rn income that is spent on ·imported products 

marginal propensity to save: the proporcion of an 
increase r n income chat is saved 

marllnal revenue: the extra reve:nue obtained from the 
sale of an additional unit of a product 

mar~nal revenue product: the extra revenue obtained 
by a firm as irt increases jts output by using an additional 
unit of labour 

marginal tax rate: du~ proportlon of an increase in incom.e 

which is taken in tax 

margtnal utHlty: the addltl,o,nar ucillii:y or sar:isfaction 
obtained from the consumpt:1on of an extra unrr of a 
prodLKt 

market: a way in wh~clh buyers and seflers come together to 
exchange products 

mark·et economy (or market system): an economy 
where de c iS!lo n s about the a I focat [on of resources are take ni 

chrough che price mechanism 

market fa•lure: a market imperfe-ctlon wh1ch g1ves rise to 
an al location of scarce resources which is not as effider,t as 
i·c might ot:he rwi s e have been 

market Imperfection: a feature of a market which faHs to 

perfor:m perfectly; necessitati,ng government ~intervention 

Marshall-Lerner condition: che requirerment chat,, for a 
depreciation to be success-fut the sum of the prlce eilasticity 
of demand for exports and the prke elastic,ity of demand for 
imporcs must be greater than 1 

maximum prlGe controls: controls which estabHsh a 
1maximum price for a product; prke is not allowed to rise 
above this specific level 

means ... tested benefits: benefits that are provided to those 
p.eople enttt'led co chem after caking im:o acc,ount their 
i,n.come and, t herefore, t:herr need for the benefits 

medium1 of exchange: the use of money as an acceptable 
means of payment between buyers and seHers of a product 

me·nu costs: the ,costs of cont~nuaUy havfng to change the 
prlces of goods and services as a result of an inflrationary 
situation 

merger: where ·cwo or mor~ frr1m,s come ·cogecher under one 
management 

merit good: a product whi,ch ts rivalrous and excludab,le 
but1 if le.fc co a free market:, woutd be likely co b~ 
underproduced and LU1derconsumed 

microeconom•cs: the study of the behaviour of relatively 
smallli economic unlcs, such as parclc:ular individuals, 
households or firms 

migration: the movement of peopl·e fro,m one area to 
an.other, either within a ,country or between countries 

mi nlm um effic tent sea.le: the lowest level of output where 
average cost ~s at the m f n im,um 

minimum price controls: controls whlch es·cablish a. 
mini·mum price for a produce; price is not alilowed to go 
below this specific level 

m•xed economy: an .econo1my where the alloca·cion of 
resources fs decided boch by market forces and by the state 

mobU•ty of labour: the degree to which labour finds it easy 
to move from one job to another (occupat,ional mobiUty) 
and/or from on@ locat:1on to another (gf?ograph~ca~ mobillt:y) 

monetarist approach: an approach to the macro economy 
based on the views of a number of economis1:s, of which t he 
best known iis Milton Friedman (1912-2006) 

monetary base: the cash held by the general pubHc and by 
·che banking system. includjng che balances of the financial 
ii1nstitutions wich che cenrrall bank of the country; i1t aces as 
che basls for any expansion of bank 1:ending in an ecoriomy 

monetary Inflation: a r~se in the general' level of prtces 1n 
an economy, caused primarily by too much money 1n an 
economy 

monetary union: a group of countr1es which decide to 
brine their econom1es closer cogether through the adoption 
of a singlie currency 

monetary policy: the use of interest rates and/or the 
money supply to :influence the leve·I of aggregate de,mand in 
an economy 

money: anything which is generally acceptabl:e 1n a society 
as a means of payment 

mon@·y supply: th~ amount of money availiabl@ co che 
general publlc and the banking system in an ,economy 
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monopolistic competition: a mariket or industry w here 

there is C·ompetitron between a large number of firms which 
produce produces t:hac are similar buc differenciated, usuaUy 
thro,ug.h che use of brand images 

monopoly: a market or 1industry where there is a single fiirm 
wh~ch controls the supply of t:he product 

monopsony: a stngle buyer of a product or of a factor of 
production such as :labour 

Multld•menslonal P,overty Index: ch~s replaced che 
Human Poverty llndex in 201 O and ls r11ade up of three 
dimensions and ten indicators; lrlke its predecessor1 it focuses 
on the extent of deprivatfon in different countrfes 

multilateral trade: a mor@ realistic sicuation chan bi.lat.ara:1 
trade, where trade takes p 11ace between a number of 
countries 

multlnatlonal: a firm whlch operates ·in different: coun·cri~s 

multlpller: the amount by whirch an increase in an injection 

·into the circular flow of 1ncome wtlll br1ng about an fncrease 
of cotall lnicome in an economy 

narrow money supply: a measure of the stock of money in 
an economy which is ,mainly ,cash 

national debt: t:he total of al'I delJc accum,ulaced by a 
govern1men t 

nat'lonal Income: a general tef'1m for t'he cocail inco,me of an 
econo,m,y over a parcicuJar period o·f cime 

natlonaUsation: wbere a government decides to take over 
the ownership of a particular firm or industry 

natural increase: a natural lncrease i:n the population of 
a counny is determined. by the ,crude birth rate 1minus the 
crude death rate of a popu~ationr i.e. it is the difference 
between che num,ber of 11ve b1rchs and the number of 
deaths in a country during a year 

natural monopoly: .a sir.:uation where average cost wi11.l 
be lower with jusc one provtder, av,oid~ng the wasteful 
dupl icacfon of resources 

n atura I rate of unemployment: the non-acce,leratlin g 
inflation race of unemployment (NAIRU) or equilibri.um 
unemployment; the rate of une1mproy,me11t ~nan econom,y 
which wFl:I prevent the rate of fnfiation increas.ing 

near money: something wh1ch can perform some, but not 
all, of the functions of money 

needs: thtngs that are essen·tral for human survivat e.g. food 
or shelter 

negaUve consumption externaltty: an excerna l1cy t:hat 
affects the consutnption s~de of a market ,n a negative or 
disadvantageous way 

negative externallty: the excernal cosc chat roay occur as. 
a resullt of an actfon, bringing some disadvantage to :a rchird 

party 

negative Income tax: the payment of m,oney to those 
peop:le on l·ow incomes instead of taking part of their 
income from them through income tax 

negative production external lty: an ·external ity that 
affects the product~on side of a 1market 1in a negatfve or 
di,sadvan·cageous way 

net advantages (of employment): the overall advantages 
of employment, taking into account both the pecuniary and 
the non-pecuniary advantages 

ne,t domest•c product: the gross domestic product of a 
country mjnus depreciatfon or capital consurnptfon 

Net Economic Welfare (or Measurable Economic 
Welfare): .a. broadier me.asure of economic welfare chan real 
GDP per capita; it takes into account such aspects as the 
value of chHd.care and looking after the Sfck and elderly, any 
dep~etion of natural; resources and changes in che natural 
envlronmenc 

net errors and omissions; those transactlons in the 
balance of payments chat go unrecorded 

net investment Income: the n~t: incoime that re~at:~s t:o 
investments1 e.g. d1vidends on shares or interest payments 

net national product: ·che gross natronal produce of a 
counr,ry minus depr~crat: ron or capital consum,pcion 

net property Income from abroad: the iriterest and 
profits on foreign invest1ments - the total interest, profits 
and dlvfdends reo~Jved by the res~den1:s of one councry on 
thefr forerrgn investments, minus the total interest" profits 
and dividends pald to foreign residents on their investments 
rn this particular country 

nominal exchange rate: an exchang~ rate t: har is expressed 
rn 1money terms w~thout taklng into account the possijhle 
effects of 1inflation 

nominal value: che value of a sum of money ·without 
taking int o ac::count the effects of inflation 

non .. excludabllity: where the consumptlon of a product 
by one person does noc exclude others from consuming che 
same product: 

non..-pecunlary advantages: che advantages of 
employ:men~. ocher 1chan the money char is gained, such 
as the job sat~sfaction gained from a particul'ar form of 
employment 

non ... reJectablUty. where indi,vidual,s cannot actually abstarin 
from t:he consumption of a publlc good, even if they want ·co 

non ... rlvalry: where the consumption of a product does not 
prevenc its cons.umption by someone else 

normal good: a good for which the demand rises wrth an 
rncrease in i:ncome 

normal pro,flc the h~vel of profit that a firm requires co 
keep operating ~n the industry 
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normative statement: a statement which is subjecti1ve and 
expresses a vatue j1udgement 

nudge theory: an attempt by a government co alter rhe 
economk behaviour of peopl1e in some particular way 

oligopoly: a markec or induscry in wh ich 1:here are a few 
llarge firms competing wit:h each other 

open economy: an economy which trades w1th the rest of 
the wotld 

open market operations: the process of a government 
buying or selltng bonds in order to· inrlu.eince the m·oney 
supply in an economy 

opportunity cost: th9 benefit forgone from not choosing 
the next best allte.rnative 

optimum p=0pulatlon: tlhe number of peop~e in a count.ry 
char wrn produce che hlght2st per cap1ta ~conomk return, 
given the fu ll utflisation of t he resources avaUabl·e 

optimum resource allocatlon: th·e best aillocacion .of 
resources possf b le ln given circurnscances 

output gap: the difference between the actual output and 
the potentiat output of an econom1y 

paradox of thrift: the contradfctlon between the potential! 
advantages and the potential disadvantages of savfng in an 
economy 

paradox of value: che fact chat: cercain products that are 
essential to survivat e.g. water, are cheaper than products 
that are less i.1mportant to survi1val. e.g. diamonds 

Pareto optimality: a pan:itular use of the cerm1 'optimality' 
assodated wiith the Italian economist Vilrredo Pareto, who 

stated that this sltuat1on existed when it was not possible 
to real,locate resources to make someone better off withouc 
1ma.king someone else worse off 

participation rate: the proportlon of the popu1latfon 
whi1ch is either in employment or officially registered as 
unemployed 

pecuntary advantages: the advantages of employment 
that are in the form of financia l rewards or benefits 

perfect competition: a markec or 1nduscry consisting of 
many vfrtually identfcail firms which al1l accept the market 
price in the industry 

perfectly elastic: wihere a.II. chat is produced is bought/sold 
at a given prke; the calculation is infinity and i1t is shown as a 
hor,rzontal straight lime 

perfectly Inelastic: where a change in pirice has no effect 
on 'the ·quantfty demanded (or supplied); d,e ,catcuiation wfll 
be zero and it is shown as a verttcal straight lilne 

perlshabUlty: the 'length of time i:n wh,ich a product is 
Hk@ly to d9cay or go bad - t:h~ short~r ·eh~ c~m@J them.or@ 
per1shable th@ product; e.g. cheese will L1suaJly have a sell-by 
date and a date by whi.ch it shouid be ,consumed 

planned (or co,mmand) ,econ,0rmry: an economy where 
decis~ons about the alllocation of resources are taken by 
che state 

pollution permit: a particu,lar type of lkence that 1s given 
to a firm with the intention of redudng the :level1 
of PO'llucion created over a peri'od o-f time 

po,sitht,e consumption externaUty: an externality that 
affects the consumptlon sfde of a market In a positive or 
benefidar way 

positive externallty: t:he .external benefit that may occur as 
.a result of an actlon_ bringing some benefit to a thfrd party 

poSJJtlve production externallty: an excernaJ~cy char 
affects the productton side of .a m,arket in a positlve or 
beneficial: way 

positive statement: a statement which is factual and 
objecti1ve 

pot-entlal growth tn national output: .a sh1ft outwards 
,of the produccion possibility froncier, resulti1ng from a greater 
quan.cicy and/or quality of fact:ors of producrion ~.n an 
economy 

poverty trap: the sftuation where a person receives 
benefits, wh:ich increase cheir i'ncome but mean chat the 
person is no longer entitled to receive as m.uch as was 
the case before 

pr@cautJonary demand for money: money chat is 
req ulred ea pay for unexpecred -expenses; it: is an acci'v~ 
balance and is interest inelastic 

predatory pricing: where a market leader r,educes prices in 
a d~l1lberace accempt to, force orh~r firms out: of a markec 

price agr·eement: where firm,s in an oligopolistic m.arket 
agree to fix prices between themselves 

price discrimination: the process of charg·ing different 
prices in different markets where there are differences in the 
price eilastkit ies of demand 

prl,ce effect: th@ effecc on the consumptfon of a product: 
which occurs as a result of a. price change 

price elasticity of demand: 1measures the degree to wh~ch 
a chang~ i1n t:hE? prlc~ of a product leads l:·O- a chang~ in th~ 
quantity demanded of the product 

price ,elastl,clty of supply: measures 1che degree co whlch 
a change in the price of a product leads co a change in che 
quantity supplied of a product 

price me,chanlsm: the operat1on of changes i.n prrtces irn a 
markec to act as. signals to producers co all'oca:ce resources 
according to changes in consumer demand 

price stablllsatl,on: where a government intervenes co 
purchase s·coc ks of a prod ucc when supp,ly js high ain d co se·111 
sr.:ocks of a produce when supp'ly Js low 

@ Cambridge International AS and A Level Economics Revision Guide 



primary sector: productloni that takes place 1in agriculiture, 
fishing; forestry, mining; quarrying and oH extraction 

principal-agent problem: rh.e probl1em rha·c can occur 
as a result of the different objectives of an awrier (i.e. the 
prfncipal) and a manager (i.e. the agent) 

prisoner's dHemma: a sit:uacion wfiete cwo prisoners muse 
decide whether to confess, w1thout: knowing whether t:he 
other wil'I confess or not 

pr·lvate good: a good chat is bough'c and consu,m.ed by 
individuals for their own benefit: 

p,r·lvatisatlon: the transfer of the O"Nnership of an industry 
from the state or public sector to the priva·ce sector 

pr·oducer surplus: the difference between the price that 
consumers are widling to pay fo:r a particular product and 
the price chat producers req uJre 1n order co supply rt; this is 
eh~ producer surplus and is shown on a demand a.nd supply 
djagram by the triangle between the prfce line and the 
supply cu.rve 

production function: che ratio of lnputs 1co output over a 
given time period; ft shows the resources needed to produce 
a maximum level of output_ assumi,ng that the ~nputs are 
used efficiently 

production posslblUty curve (or frontier): a graph~c 
representation showing the 1maximum combination of goods 
or services wh~ch can be produced from given resources 

productive efficiency: where a flrm operaces ac the 
m,inim.um of lt:s average cost curve; or where a whole 
ec,onom,y is operating on its production possibility curve 

profit: the d~ffe re nee b etw.ee n c,o-tal revenue and cocal' coses 

profit maximisation: the situation where marg~ nai cost is 
egual to marginal revenue 

progTessive taxation: where caxation takes a h1gher 
proportlon of a person's tncome as that income rfses 

prohibition: the banning of a cerrafn product in an 
econom,y 

p,roperty right: the right of the owner of a good to decide 
how it shoufd be used 

proport•onal taxation: where a tax takes an equail 
proportion of income whatever a person's in,come !level 
happens ·co be 

public good: a good or service chat is provided by the 
public sectorJ and otherwise would not be provided 

purchasing power parity: the value of a currency in cerms 
of what ,it: would be ab[@ t:o buy in ot:h(?r countrles 

quaHty of llfe: a wider concept than the standard of t,iving 
to -compare living ,conditions in di.fferent countrres; it could 
cake fn·co accounc such ,criteria as che number of doctors per 
thousand of popu,lat~on. the qual1ity of drinking water and 
the average sjze of school class€s 

quantJtative easing: the process whereby the government 
of a ·country deUberately buys bonds and bills in order to 
,increase t:he money supply in an econormy 

qu antlty theory of money; the 1dea that sirn ce M V = PT. and 
the velocity of circulation (V) and the vol'ume of transactions 
(T) are ,con s1:an ~ eh a nges in ·c he p r.ice I eve J (P) in an economy 
are d~rectly proportional to changes in the money supply (M) 

quota: a limit on the imported products that are alllowed 
to enter a country; a quota ea n take the form of a ~ i m lted 
quancicy, a limit:ed vallJe or a llim1ted markec share 

r·eal exchange rate: an exchange rate that takes into 

account che effects of inflation in different countries 

real value: thei va1lue of a sum of mion~y afcer caki1ng ~nro 
account (removfng) the effects of inflatfon 

r·effatlon: an increase in the level of aggregate demand in an 
econo1my 

r·egresslve taxation: where a tax takes a larger proportion 
of row f nc,omes th.an lt does of high incormes 

regulations: a variety of 1lega,I and other rules whfch apply ro 
firms in different ci,rcumstances 

resour,ces: t he inputs available co an economy for use in t:he 
production of goods and services 

retail prices Index: ain tndex ·whtch measures changes in 
the prices. of a number of goods and services ~nan economy 
ovet a period of rime,. buc wh1ch rnc ludes a number of icems 
rhat are not induded in the consumer prlces index, such as 
the costs of housing 

r·eturns to scale: the relatlonshrp becween che 1level of 
output produced by a fir.m and the quantity of tnputs 
required to produ,ce that output 

revaluation: the r[se in value of a currency that ~s fixed 

revenue max.lmlsatlon: when the objectlve of a firm is to 
maximise the totalr revenue, rather than the profits of a firm 

r'lsk .. bearlng ,economies: by diversifying into different 
markets, the overall pattern of demand is ,more predictable 

and so a firm can save on costs, e.g. by reducing die amount 
of stocks held ~n reserve 

rivalry: rlvalry in consumption means t:hat when a. product 
rs consumed by one person, it cannot be ,consumed by 
another 

sales maximisation: when 'Che objeccive of a nlrm is co 
maximise the volume of sales 

sampling: th.e use of a representative sample of goods and 
servrces consumed rn an economy co grve a:n tndrcat:i.on of 
changes in the cost of lrvfng 

sadsFlclng: when the objective of a firm is to produce 
a fevel of profits that 1is sacisfactory co stakeholders,, 
e.g. shareholders a n.d man age rs 
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saving: the amount ,of disposable income that is not spent 
on consumption 

secondary sector: productlon t hat cakes place in 
rmanufacturing,, construction and energy 

shoe leather costs: ln a. s1ruat:ion of very high ~nfraclon, 
peopl,e need to ensure that their money is gain~ng fnterest 
and so wi ll be less tncljried to hold targe cash deposits 

short run: che time period when it is not possib'le to change 
all of the faaors of production 

social benefits: the sum of private benefits and external 
benefits 

social costs~ t:h~ sum of private coses and external' costs 

spedaUsatlon: the process whereby individuals, firms and 
econom,ies concentrate on producing tho·se products in 
which they have ;n advant:age 

spedflc tax: an indirect tax that 1is a fixed amount per unit 
of output 

spe,culative demand for money: money that is required to 
buy government bonds; it is an idl'e balance and ,is interest elastic 

sp•Hover effect: the effect of certain decisions wh1i,ch have 
an impact on th[rd parttes, i.e. those who are neither the 
producers nor the consumefs of a part~cu,lar product 

stagflation: a situation1 where an economy i,s experlencing 
thigh inflation and high unemployment: ac the same t:ime 

standard of deferred payment: the use of money to 
pur,chase a produce now and repay the deb,: in the future 

stocks: goods wh[ch have been producedJ but which are 
unsold and stored for sale fn the future. For exa,mp,le, a firm 
which sel Is car tyres wi,I usually have considerab~e scocks ,of 
cy res to fit a wide ra n,ge O'f different ears 

store o'f valu.e 10 ,r wealth: the use of money to store wealth 

subsidy: an amount of money paid by a governmenc c,o a 
producer, so eh at the prk e charged to the c usto:m er willl be 
'lower than wou,ld have been the case wfthout the subsfdy 

substitute goods: goods which are possibl,e alternatives, 
e.g. gas or ti? lect:ric.icy as a source of energy tn a home; chese 
goods have a posf ti:ve cross ellastkity of demand,, i.e. a rise 
rin the prke of one of them wil l lead to an increase i1n the 
demand for the other 

substitution ef'fect: the effect of a rise or fal I in the price of 
a product on the utiility or satisfaction obtained from each 
unir.: of money spenc on that: producr; as a resul:t of r.:he price 
eh angel expendlture can be rearranged co max~m ise the 
ucrnty or sac1sfactfon gained 

sun le costs: costs whij,ch were pa id when a Arm entered 
a market and are non-recoverab le when it :leaves, e.g. tor 
n~sea.rch and d~ve,lopm~nt 

sunrise Industries: industries that are new, or retatively new/ 
and which are growing fast; rit fs also expected chat they will l 
become very imporca.nt in che future 

sunset Industries: industdes that have passed thefr peak 
and are nO\IV in decline, with no ireal1st1ic hope of recovery 

supply: the quant~ty of a product thar producers are wrning 
to sel l at a given1 price tn a given period of time 

supply curve: a curve chat s,hows how 1much of a good or 
service Wi'H be suppHed by producers at a given prlce in .a 
given period of time 

supply .. side economics: the approach co change fn an 
econo1my chat purs the focus on che supplly side, racher 
than the dem,and side, e.g. privatisation, deregul1ation and 
coritracti n g out 

suppl·y ... slde policy: a pol~cy designed to enab'le m,arkets t:o 
work n1,ore effidenitly 

surplus: a positive balance when income exceeds 
exp en d~t ure 

sustalnabHlty; the capacity to endure; tt is the potential for 
the long-term m,aintenance of well~being in an econom,lc 
envJron ment so that the interests o,f future, as well as 
present, generatfons are ea.ken ful.ly tm::o a,ccount 

tariff: a tax that rs imposed on an imported product to 
make rt more expensive/ in the hope that this wfll reduce 
demand for the product 

tax credits: a form of benefit that is paid to peopl,e on low 
incomes to boosc their fncome and raise their standard of Hving 

technical economtes: a reduction ·in :average cost as a result 
of the application of advanced technology 1n a firm, whkh 
bri,ngs about a greater degree of efficiency 

technical efflc•ency: when~ a firm produc~s che max~mum 
output possible from g~ven. fnputs 

terms of trade: the price of exports in relation to the price 
of imports 

tertiary secto,r. production that takes place through the 
provtsron of services 

third party: individuals or groups that are not: che mai,n 
part~es in a transactlon, but a.re stllll affected by it 

total currency flow: an element of the ba~ance of 
pay,ments that refers ta, 1che cot:al inflow or outflow of momi~Y 
which results from1 a cou.ntry's international transactions 
wiith other countries 

total product! che cotaJ output: produc~d by the factors of 
production 

total revenue: che total amounr of income 1received rir~om 
sales ,of a product, calculated as the number of unics sold 
muklpl'1ed by the price of each unit 

total utUlty: the totai amount of satisfactton obtained from 
the purchase of a number of uni;ts of a produce 

trade creation: the creation of new trade as a result of the 
reduction or elimination of trade barriers 
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trade (business) cycle: the fluctuations in the national 
oucput of a country, ~nvolving a successron of stages or 
phases - boom, recessiion, slump a.nd recovery 

trade diversion: where a certa1n a1mount of trade ls 1ost as a 
rresuk of the i,mpos1tion of trade barriers 

trade un•,on: an organisation of workers wh[ch is 1involved 
iln col lecti,ve bargainlng with employers to ach~eve certain 
objectives, e.g. improvements in pay and working conditions 

trade ... welghted exchange rate: a way of measuring 
changes in an exchange rate in terms of a weighted average 
of changes in other currencies 

trading posslbHity curve: a means of showi,ng the 
advantages of two countries trading with each other, as long 
as the opportunity costs of production are different 

transactions demand for money: money that ls required 
c,o pay for everyday purchases; 1it: is an act:~ve baJarice and ijs 
1nterest inelastic 

transfer earnings: the minimum payment required co keep 
a fact:or of producclon ln it:s present use 

transfer payment: a form of payment to those in society 
who are 1less well off. paid for out of the revenue received 
fro,m taxac1on 

transitional economy: an economy that was previously a 
command or planned economy and whrch js now alilowing 
a greater degree of scope for market forces ro, operate 

transmission mechanism: the theoretica~ process which 
connects changes 1n the stock of money :i'n an econom1y to 
changes in the level of income and outpuc 

unanticipated inflation: t he actual rate of ~nflation ~n an 
economy m,inus the ant1cipated or expected r.ate of inflation 

unemployment: where .a number of people in an economy 
are abl'e and wrlling to work but are unable to galn employment 

unemployment rate: the number of unemployed peop!le 
djvided by the 1labour 'force 

unit of account {or measure of value): the use of money 
to estabHsh the value of a product 

unitary elasUclty: where the proporcionate change in 
demand (or suppl,y) is exactly equal to the change in the 
:independent variabte; the calculation will be equal to 1, It wil.l 
lbe represented by a rectangular hyperbola and a movement 
up or down a demand curve will! leave coca~ revenue 
unchangeid 

universal beneftts: benefits that are prov·ided to everyone 
who is encl'Cled co ·them, wichourc ta.king into account: the 
incom,e of those people 

value Judgement: an opinion which reflects a particul1ar 
point of vlew 

variable costs: th@ costs of production that vary with 
changes in output, Le. the cost is zero ,if nothing i6 produced; 
e.g. the cost of raw materia,ls and component parts 

variable factors of production: resource i,nputs that ,can 
be varied in che shore run, when at lease ·One faccor 
of production rs fixed, e.g. raw ma,cerials 

velocity of circulation: the average number of tl1mes one 
:partkular unit ,of money is used over a given period of ti'me 

vertical Integration: where a firm Joins wtth another fir:m 
at an earli:er stage of the production process (backward 
vertical integration) ,or a later stage of the production 
process (forward verci.car integracion) 

very long run: the time per~od when technJca.l progress 1s 
no ·longer assum,ed to be constant, as is the case rn the short 
:run and the long run, and the conditions of supply in an 
1ndustry can be affected, for examp'le, by 1the impact of 
a new invention 

voluntary e.JC1port restraint: a decision, taken by an 
exporting country, co rescrict: ii'cs exports volunca.rily tn che 
hope chat a count:ry c'hac it exports to wiU decfde agalnst 
Jmposing import controls 

wage drift: a s1cuat:ion where ·the average leve:1 of wages 1in 
an industry tends t:o ri'se raster than the supposed wage rates 

wants: things that are not essential,. e.g. a nevv car or 
television 

weights: the ftems in a representatrve sample of goods 
and services bought by people in an ecor,omy will not al l 
b.e of the· same importance; weights are given to each of 
rche items co reflect the rel.acive ~m.porcance of the differe.nt: 
components ~n the basket, so a price rndex involves a 
weighted average 

welfare gain: an additional benefit resulcfng from more 
being produced ln a m,arkec 

welfare loss: a situat1ion which arises when MSC exceeds 
MSB, leading to a socially lneffident alilocatfon of resources 

working capital: the part of the cap~ca11 of a bus1ness that 
is avail.abl1e to pay for ·wages and m.ateriails and not tied up in 
fixed capital such as land; buildings or equipm1ent 

working population: rhe people ln a country who are 
working or who are actively seeking work 

World Bank: the Internat ional: Bank for Reconstruction 
and Deve~op,ment:, or Worlld Bank as rt ~s morE? commonly 
known, was set up, ln 11947; ~ts main role is ta provide finance 
to developing countries to help various klnds of project 

World Trade Organization: an organisat:ron set up in 1995 
to promote free trade in rhe world through the reduction 

of tirade barriers 

X.,.lnefflctency: a situation where average cosc is not at its 
·1owest pO'int because monopoly power has glven rfse to 
,in effic i@n cy 

y•eld: the annual' Jn.come obtained from a bond or a share as 
a proporcfon of Its current: mark@! pricE? 
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