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Get the most from this book 

Ewryone has to decide his or her own revision strategy, 
butitisessencialtoreviewyourwork,learnitandr.estyour 
understanding. This Revision Guide will help you to do 
that in a planned way, topic by topic. Use this book as the 
cornerstone of your revision and don't hesitate to write in it 
- personalise your notes and check your progress by ticking 
offeachsectionasyourevise. 

0 Tick to track your progress 
Usetherevisionplanneronpages4~6coplanyourrevision, 
topic by topic. Tick each box when you have: 

• revised and understood a topic 
• testedyourself 

• praccisedcheexam-stylequestions 

Youcanalsokeeptrackofyourrevisionbytickingoffeach 
topic heading in the book. You may find it helpful co add 
your own notes as you work through each topic. 

I

· --~--. ,,., .... - -,, __ _ 
Individual and market demand curves 

•@cr@rweo ~ "' __ .._ ... ,.._,.,,,....._, ____ .., __ .., __ .,,. _,,..."' ,...,.... .. ___ .... ___ ,,. 
- ..... .... _ ...,9.., ...... K, ........... 

Features to help you succeed 

Throughout the book there are tips from the expErts 
on how to maximise your chances. 

Clearandconcisedefinitionsoftheessentialkeyterms 
fromthesyllabusaregillE'nonthepagewherethey 
appEar. The key terms are highlighr.ed in bold and a 
glossary is provided at the back of the book. 

4'14 MH:Fi,MBtD 
The activities will help you to understand each topic in 
anmceracciveway. 

These short, knowledge-based questions provide the 
firststepintestingyourlearning.Answersareatthe 
back of the book. 

Use the exam-style questions and answers to 

consolidateyourrevisionandpractiseyourexam,kills. 
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AS topics 

Revised Tested Exam 
1 Basic economic ideas =dy 

8 Scarcity, choice and resource allocation D D D 
9 Different allocative mechanisms D D D 

10 Problems of transition D D D 
11 Production possibility curves D D D 
13 Decision making at the margin D D D 
13 Positive and normative statements D D D 
14 Ceteris paribus D D D 
14 Factors of production D D D 
15 Division of labour D n D 
15 Money: its functions and characteristics D n D 

2 The price system and the theory of the firm 

18 Individual and market demand curves D D D 
22 Price, income and cross elasticities of demand D n D 
25 Firms' supply curves D n D 
29 Price elasticity of supply D D D 
31 Interaction of demand and supply D D D 
33 Consumer and producer surplus n D D 
35 Prices as rationing and allocative mechanisms D D D 

3 Government intervention in the price system 

36 Externalities D D D 
39 Social costs and social benefits. n D D 
40 Decision making using cost-benefit analysis D D D 
41 Private and public goods. D D D 
42 Merit and demerit goods D D D 
43 Examples of government intervention D D D 

4 International trade 

46 Principles of absolute and comparative advantage D D D 
49 Arguments for free trade and motives for protection D D D 
50 Types of protection and their effects D D D 
53 Terms of trade D D D 
53 Components of the balance of payments D D D 
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5 Theory and measurement in the 
macroeconomy 

56 Employment statistics 

58 General price level: price indices 

59 Money and real data 

60 Aggregate demand (AO) and aggregate supply (AS) 

62 Interaction of AD and AS. 

6 Macroeconomic problems 

63 Inflation 

67 Balance of payments problems 

68 Fluctuations in foreign exchange rates 

7 Macroeconomic policies 

72 Policies designed to correct balance of payments 
disequilibrium 

73 Policies to influence the exchange rate 

73 Possible conflicts between macroeconomic 
policy objectives 

74 AS questions and answers 

A level topics 

8 Basic economic ideas 

79 Efficient resource allocation 

79 Concept of economic efficiency 

9 The price system and the theory of the firm 

Revised 

0 
0 
0 
0 
0 

0 
0 
0 

0 
0 

D 

Revised 

0 
0 

82 Law of diminishing marginal utility 0 
83 Budget lines 0 
84 Short-run and long-run production and cost functions .. O 
90 Types of cost, revenue and profit 0 
92 Differing objectives of a firm 0 .. 
93 Different market structures 0 
99 Contestable markets 0 
100 Conduct and perfonnance of firms .0 
101 Growth and survival of firms 0 
103 Demand and supply for labour. 0 
105 Wage determination . 0 

~ 
Tested 

ready 

D 0 
0 0 
0 0 
0 0 
0 0 

0 0 
0 0 
0 0 

0 0 
0 0 

D 0 

Tested 
ready 

0 0 
0 0 

0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
n 0 

My revision planner 0 
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Revised , ... , 

ready 

10 Government intervention in the price system 

H B B 109 Sources of market failure 

111 Additiona l policies to correct market fa ilure 

112 Objectives of government microeconomic policy a a a 112 Effectiveness of government policies 

113 Privatisation D D D 
(There are no additional international trade topics at A level) 

11 Theory and measurement in the 
macroeconomy 

D D D 114 National income statistics 

118 The money supply a B a 119 The circular flow of income 

120 Keynesian and Monetarist schools ·H B B 121 The aggregate expend iture function 

127 

129 The demand for money 

12 M acroeconomic problems a a a 132 Econom ic growth and development 

136 Unemployment 

138 Inter-connectedness of problems D D D 
13 Macroeconomic policies 

D D D 140 Objectives of macroeconomic policy 

140 Types of policy a a a 145 Eva luating policy options 

145 Policies towards economica lly developing 
D D D economies 

148 A level questions and answers 

154 Now test yourself answers 

160 Key terms 
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• Start by looking at the syllabus ~ make sure you 
know exactly what material you need to revise 
and the style of the examination. Use the revision 
planner on pages 4~6 to familiarise yourself with 
thetopin. 

• Organise your notes, making sure you have 
covered everything on the syllabus. The revision 
plannerwillhelpyoucogroupyournotesinto 
topics. 

• Work out a realistic revision plan that will allow 
you time for relaxation. Set aside days and times 
for all the subjects chacyou need to study.and 
sticktoyourtimecable. 

• Setyourselfsensibletargets.Breakyourrevision 
down into focused !.essions of around 40 minur.es, 
dividedbybreaks.ThisRevisionGuideorganises 
thebasicfactsintoshorc,memorablesectionsto 
make revising easier. 

• Read through the relevant sections of this book 
and refer co the expert tips and key terms. Tick 
off the topics as you feel confident about them. 
Highlight those topics you find difficult and look 
atthemagainindetail. 

• Test your understanding of each topic by working 
throughthe'Nowtestyourselfquestionsinthe 
book. Look up the answers at the back of the 
book. 

• Make a note of any problem areas as you revise, 
and ask your teacher to go aver these in class. 

• Look at past papers. They are one of the best 
ways to revise and practise your exam skills. Write 
or prepare planned answers to the exam-style 
questions pravided in this book. Check your 
answers with your teacher. 

• Usecherevisionactiviciestotrydifferentrevision 
methods. For example, you can make notes using 
mind maps, spider diagrams or flash cards. 

• Track your progress using the revision planner and 
give yourself a reward when you have achievl'd 
your target. 

• Try to fie in at least one more timed practice of 
anentirepastpaperandseekfeedbackfromyour 
teacher,comparingyourworkcloselywichthe 
mark scheme. 

• Checktherevisionplannertomakesureyou 
haven'tmissedoutanytopics.Brushuponany 
areasofdifficultybytalkingthemowrwitha 
friendorgettinghelpfromyourteacher. 

• Attend any revision classes put on by your 
teacher.Remember,heorsheisanexpertat 
preparing people for examinations. 

• m:::kthroughthisRevisionGuideforuseful 
reminders, for example the expert dps and key terms. 

• Check the time and place of your examination. 

• Makesureyouhaveeverythingyouneed-extra 
pens and pencils, tissues, a watch, bottled water, 

• Allow some time to relax and have an early night to 
ensureyouarefreshandalertfortheexamination. 

Paperl 

Date:. 

Time:. 

Location: .. 

Paper2 

Date:. 

Time:. 

Location: .. 

Paper3 

Date:. 

Time:. 

Location: .. 

Paper Ii 

Date:. 

Time:. 

Location: .. 

Countdown to my exams 0 



1 Basic economic ideas 

Scarcity, choice and resource allocation 
Scarcity refers to the fact that at any moment in time, thl.' output that an 
economy is able co produce will be limited by the resources and technology 
available. People's wants and needs, however, will always exceed the resources 
available to ,acisfy them, i.e. these wanes and needs are unlimited. This is known 
as the economic problem. 

As a result of this condition of scarcity, choices must be made. In all economies, 
therefore, there is an inevitability of choice at all levels of decision making. i.e. at 
the level of the individual, the firm and the government. 

This focus on choice stresses the need co recognise the implications of not only 
choosing one thing. but also of not choosing something else. This is known as 
opportunity cost For example, using a piece of land for farming purposes or to 

build a factory on. 

wants: thingsthatarenotessential,e.g.an€Wcarortelevision 

needs: thingsthatareessentialforhuman5Urvival,e.g.foodorshelter 

resources: the inputs available to an emnomy for use in the production of 
goods and ,;ervic:es 

economi t problem: asituationwheretherearenotenoughresourcestosatisfy 
allhumanneedsandwants 

opportunityoost: thebenefitloregonefromnotchoosingthenextbestalternative 

I ltisimportantthatcandidatesfullyunderstandthedifferencebetweenawant 
i andaneed,andcandearlydemonstratethisunderstandingtotheexaminer. 

The emphasis on choice focuses on three basic economic questions: 
• what will be produced 

• how it will be produced 

• for whom it will be produced 

I =~~:~a;;:~::~~d~t~!,h;t::a:~~;~:n~:~c"h~u~ nce~ii~n: ,:
0
n :;~~/t:h!~i::: 

I areasofeconomicactivity,thesethreebasiceconomicquestionsarethethree 
' mostfundamentalones. 

1 Definewhatismeantbythe 
'economic problem'. 

2 Explainwhatismeantbytheterm 
'opportunity cost'. 

An swers on p.1S4 
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These three basic economic problems are solved in different ways in various 
economies, i.e. resource allocation can be approached through different systems 

or m echanisms, as the next section shows. 

Different allocative mechanisms 
Therearethreedifferenctypesofallocativemechanism: 

• market economies 

• plannedeconomies 

• mixed economies 

allocative mechanism: an allocative mechanism is a method of taking 
decisionsaboutthediflerentusesthatcanbemadeoffactor1ofproduction 
Ame<hanismisneededforeronomicgoodsthataresc:an:e. Free goods in 
wfficient supply to s.atisfy demand, such as air or wn:.hine, do not need an 
allocative mechanism 

Candidatesshouldunderstandthateverycountryintheworld(andthereare 
over200countries)willallocateitsscarceresourcesindifferentways.Thisrange 
ofallocativemechanismsissobroadthateconomistshavefocusedonthree 
main types: market economies, planned economies and mixed economies. 

4•~?!ffl1111@~1Ci!+~i:~i·~i:~rlim¥1.._~~~~~~~~~~~~~~~--iml!(::) 
This is where the allocation of resources is left to the m arke t forces of demand 
and supply through the operation of the price mechanism. The advantages and 

disadvantages are shown in Table 1. 

Table 1 Advantages and di5advantagesofthemarketeconomy 

• Oecisionsaremadebyindividual 
consumers, who act in their own 
self-interest,i.e.themaximisation 
oftheirutilityorsatisfac:tionwhen 
they consume a product. 

• Oecisionsaremadebyindividual 
producers, who act in their own 
self-interest,i.e.themaximisation 
of their profits 

• The use of the price mechanism to 
allocateresources{referredtoas 
'the invisiblehand'bytheScottish 
economist Adam Smith) means 
thatthereisnoneedforany 
govemmentinterventioninthe 
allocation of resources 

D1sadvantagesofthemarket 
economy 

• Someproductswillbeunder­
providedandunder-conwmedina 
market economy; these are known 
asmeritgoods,e.g.educationand 
healthcare. 

• Someproductswillbeover-provided 
andover-consumedinamarket 
economy; these are known as demerit 
goods, e .g. alcohol and tobacco. 

• Someproductswillnotbeprovided 
orconsumedatallinamarket 
economy because it would be 
impossibletochargeamarketprice 
forthem;theseareknownaspublic 
goods, e.g. defence and lighthouses. 

market economy (or market system): an economy where decisions about the 
allocation of re50Urcesaretakenthrough the price mechanism 

market: a Wirf in which buyers and sellers come together to exchange products 

Adam Smith: one of the founding fathers of Economics {1723--90) and author 
ofTheWealtho/Nations,publishedin1776 

Different allocative mechanisms 0 



44~Q!fflt1f¥111111··111ii~ll~:/~·i~::~Hil.,_~~~~~~~~~~~~~~~~~ 
Planned economies, also known as command economies, involve the 
allocation of scarce resources through government intervention with no (or very 
little) scope for market forces to operate. The advantages and dis.advantages are 
shown in Table 2. 

TablelAdvantagesanddi,13.dvantagesoftheplannedeconomy 

Advantages of the planned I D1sadvantagesoftheplanned 
economy economy 

• Govemmentinterventioninthe 
allocationofresourcesmeansit 
can take decisions in the national 
interest,e.g. itG1npreventthe 
production of socially undesirable 
products,suchasdrugsor 
pornography. 

• The government can intervene 
tobring abouta moreequitable 
distribution of income and wealth 

• A system with such a large amount 
ofgovernmentinfluenceandcontrol 
willtendtobebureaucraticand,as 
a result, maybe inefficient 

• Thelackofcompetitionandthe 
lack of the profit motive mean 
thatproductsareoftenofapoor 
qualitywithconsumershavinglittle 
choice. 

[ 

planned (or command) economy: an economy where decisions about the } 

. allocahonofresoorcesaretakenbythestate • 

A mixed eco no my combines elements of both market economies and planned 

economies, i.e. there i1 some degree of scar.e ownership and state intervention 

but in many areas of the economy market forces will be allo'Wed co operate. 

It could be argued chat all economies today are, co some extent, mixed 
economies. Howl'V{'r, there are large differences between, say, China, where the 

~;:~;a~~~:~:st~: ::~~n:r;;~ato~~; :
1
:::t:nr~:ri~~~:c:1~~:~:f ~!!!l!!Jl'!!!m~--1 

3 Distinguishbetweenamarket 
economy,aplanned economyand 

[ } 

amixedeconomy: ~)~~:~:::Y~:~ ~::ere the alkx:ation of resources is decided both Answer on p.l 54 

Candidatesneedtodemonstratetheyunderstandthatthedegree ofmixturein 
anyeconomyisnotstatic . Forexample,sincethe creditcrunchbeganin2007,a 

I numberofbanks inmanycount rieshave either beenbroughtundercomplete 
stateownershiporhavebeengivenfinancialassistancebygovernmentto 

I remaininbusiness. OnebankintheUK,RBS(Roy.ilBankofScotland),became 
l 84%stateowned. 

Problems of transition 
A number of economies are going through a period of change where the 

exr.encofcencralplanningisbeingreducedandmarketforcesarebeing 

allowed co have a greater degree of influence. China is an example of such a 

transitional economy. There are, however, possible problems associated with 

transicion,asTable3shows. 

4'14 MUi:fiiMhi 
Makealistof the keyfeatu resofmarket 
economies,plannedeconomiesand 
mixed economies. 
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Table 3 Problems of transitional economies 

A planned economy is generally better able to keep down the rate of unemployment in an economy; 
when there is a move towards greater reliance on market forces, the rate of unemployment in an 
economy is likely to increase because in a market economy, firms aim to maximise profits and this may 
lead them to reduce costs of production, possibly by laying off some workers 

In a planned economy, the state controls prices so it is easier to keep down the rate of inflation; when 
prices are determined by the free-market forces of demand and supply, it is more difficult to control 
pricesandsoinflationismorelikely. 

In a planned economy, it is possible for the state to support inefficient firms and industries; when state 
support is ended, such firms and industries may not be able to compete and so output could fall 

Aplannedecon0!11(isabletoprovidehousingandhealthcaretoeveryone;withtheintroductionof 
market forces, there may be a fall in welfare provision and this may have a detrimental effect on levels 
ofproductivityintheeconomy. 

Candidatesshouldrecognisethattransitionaleconomiescanvaryagreatdeal 
dependingonthedegreeofchangeortransitionthathastakenplace.Someof 
these economies will still be similar to a planned economy, with only a small 
degree of private sector involvement in the economy. On the other hand, some 
of these economies will have moved .tWay from a planned economy towards 
more of a market economy: It should also be understood that such economies 
arechangingrapidly,andagreatdealofchangecanhavetakenplaceinashort 
period of time. 

Production possibility curves 
A production possibility curve (or production possibility frontier, as it is 
sometimes called) shows the d ifferent combinations of produces chat can be 
produced if the economy is working at full capacity. It can also be referred co as 
a 'production transformation curve'. 

productionpossibility curve (orfrontier): agraphicrepresentation!.howing 
the maximum combination of gOC>m or services which can be prodoced from 

The shape of the curve !.hows chat there are a number of different combinations 
that can be used co produce products. It is drawn as a curve rather than as a 

straight line because not all factors of production are equally efficient. This can 
beseeninFigurel 

c. ... ,,ood,[S] 
per period 0 s 

<, A 

o' 

"' 
C1 Consumer goods 

per per iod 

Rgurel Aproductionpossibilitycurve 

4 Analysewhatismeantbya 
transitional economy. 

Answer on p.154 

Production possibility curves @ 



The production possibility curve (PPC) in Figure 1 shows the combination of 
capital goods (shown on the vertical axis) and consumer goods (shown on the 
horizontal axis) that an economy can produce at a particular period of time 
with the existing economic resources available. Point A shows one possible 
combination of outputs, i.e. where the economy produces K1 capital goods and 
C1 consumer goods. Any change along the curve from point A will show that 
the production of more of one type of goods will lead to production of less of 
the other (thus illustrating the concept of opportunity cost). 5 Explain what is shown in a 

Point C. which is inside the PPC. shows that the economy is not using its production possibility curve. 

resources efficiently and there is some degree of unemployment of resources. Answer on p.154 
Output of both capital and consumer goods is lower than it could be. 

Point B, which is outside the PPC, is unreachable at the present period of time 
given the resources chat the economy currently has. However, over a period 
of time, it is possible for there to be economic growth resulting from the 
availability of more resources and/or the more productive use of resources, and 
this would enable point B to be reached. This can be set'n in Figure 2. c.,,,,,ood,&l 

per period 

)' 

"'' =, 

Figure2Economicgrowth 

Consumer goods 
per pe riod 

Economic growth enables an economy to produce more of both goods, i.e. 
more of both capital and consumer goods. It refers to a situation where there is 
an expansion in the productive capacity or potential output of an economy. 
This can be seen in Figure 2 by a rightward shift of the PPC from PPC1 to PPC1. 

~ 
I It is important that candidates understand the difference between a movement 
I a/ong,andashiftof,aproductionpossibilitycurve.Amovementalongacurve 

I indicatesthedifferentcombinationsoftwogoodsthatcouldbeproducedfrom 
the given r=urces in an economy. A shih of a curve to the right, however, 
wouldindicateanexpansionintheproductivepotentialorcapacityofan 
economy,allowingmoretobeproducedofbothgoods. 

Production in an economy can take place in three sectors: the primary sector, 
chesecondarysectorandthetertiarysector. 
• The primary sector is the extractive sector and is concerned with 

production in areas of an economy such as fishing. forestry and mining. 

• The secondary sector is the manufacturing and construction sector and is 
concerned with production in areas of an economy such as car production 
and the construction of airport runways. 

• The tertia ry sector is the services sector and is concerned with areas of 
economic activity such as teaching. medicine and the law. 

6 Distinguish,withtheaidof 
examples,betweentheprimary, 
secondaryandtertiarysectorsof 
production. 

Answer on p.154 
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primary sector: productionthattakesplaceinagriculture,fishing,forestry, 
mining,quarryingandoilextraction 

secondary sector: productionthattakesplaceinmanufacturing,romtruction 
and energy 

tertiary sector: productionthattakesplacethroughtheprovisionofservic:es 

4'14 ih Ol,Eiihffi& 
Researchyourowneconomyandmake 
al istofthemainprimary,secondary 
andtertiaryindustrieslocatedinyour 
country. 

Decision making at the margin 
Economists, in their analysis of decision making. are often concerned with 
decisions that are taken at the margin, i.e. the point at which the last unit of a 
produce is produced or consumed. 

There are many examples of'marginal decision making' throughout this book. 
For example, marginal cost is the additional cost of producing one more unit of 
a produce, and marginal utility is the extra or additional satisfaction that can be 
gained from the consumption of one more unit of a product. The marginal 
efficiency of capital is the additional output produced by the last unit of capital 
investment employed in the production process. 

margin: the point at which the last unit of a product is produced or consumed 

costs of production: these are thevariomcostsinvolved in the production 
processandcanbegenerallydivided intofixedcosts,whididonotvarywith 
changesinoutput,andvariablecosts,whichdovarywithchangesinoutput 

fixedcapitalformation: buildings,plant,machineryandvehiclesfor 
commen:ialusethatareu1edintheproductionproce11 

investment: spending on capital equipment, such as a machine or a piece of 
equipmentthatcanbeusedintheproductionprocess 

workingcapital:thepart ofthecapitalofabusine1sthatisavailabletopayfor 
wagesandmaterialsandnottiedup infixedcapital,sudiasland,buildingsor 
equipment 

Theconceptofthemarginisoffundamentalimportanceineconomicsandyou 
will have opportunities to bring it in to many of your answers. For example, it is 
important,inthestudyofsatisfaction,todistinguishbetweenrnarginalutility 
and total utility. 

Positive and normative statements 
It is important in economics to be able to distinguish between two different 
types of statement. A positive statement is one which is factually correct. 
A normative statement, on the other hand, reflects the norms or values of 
thepersonexpressingthestatement,i.e.suchastatementwillinvolvea 
value judgement and will reflect someone's personal opinions. Normative 
statements often include the words 'should' or 'ought to'. 

positivestatement:astaternentwhich isfactualandobjective 

normativestatement: astatementwhichissubjectiveandexpressesavalue 
judgement 

value judgement: an opinion which reflects a particular point of view 

Positive and normative statements @ 



mmm, 
i Candidatesshouldunderstand thateconomicsisoneofthesocialsciences 

I 
sopositivestatementsplayan importantrole inthesubject.Normative 
statements,ontheother hand,aremoresubjectiveandare reflectionsofvalue 
judgements. 

Ceteris paribus 
Economb is one of the social sciences and there are many as.pects of the 
subject that involve a scientific analysis. It is recognised, however, that the study 
of human b€haviour is not really possible in laboratory conditions. 

Economists do, nevertheless, put forward theories by assuming chat certain 
other aspects of behaviour can b€ held constant. This enables economises to 
isolateasinglechange,assumingthatallotherpcmible influencesareunchanged. 
The assumption of ceteris paribus, that other things are equal, means that 
economists can analyse one aspect of behaviour at a time. For example, in this 
way it has been possible to put forward economic laws of demand and supply. 

These economic theories have been put forward in relation to both 
microeconomics and macroeconomics. 

ceteri s paribus: alatintermthat literallymeans'otherthingsbe.ngequal' 

economic law : an economic theOI")' put forward by economists, ruch as the 
laws of demand and rupply 

microeconomics: the study of the behaviour of relatively small economic units, 
suchaspartirularindividuals,householdsorfirrm 

macroeconomics: the study of economics at the national and international 
levels 

4'14 MIOi:fiiMhi 
Writeoutthreepositivestatementsand 
three normative statements. 

mmm, 4'14 MIOi:fiiMhi 
I Candidates should appreciate that it is virtually impossible to keep all variables Note down why the concept of ceteris 

constant, and this is why economists use t he concept of ceteris paribus to pa rib us is importa nt in economics. 
I indicatetheideaof'everythingelsebeingheldconstant '.Thisideacanbe 
! brought intoanumber ofanswers,suchasin relat ion toshowingthe 

I ;~~~0n~~: ~~;;:d~~~~ir:e:~r~~~;i~:t!;;i:~~l~~~~!r~::fi1:i~:1~:nces, 
I suchaschangesinincome,canbeassumedtobe constant. 

Factors of production 
Therearefourfactorsofproduction: 
• Land -thisreferstoallchenaturalresourceschaccanbeusedinche 

process of production. It can include farmland, forests, lakes and rivers and all 
the mineral deposits of a country, such as coal or oil. 

• Labour - this refers to all the human input into the process of production. 
It refers not just t.o the people themselve~ but co their skills, training. 
educationandqualifications.lccanalsobereferredtoas'humancapical'or 
'intellectual capital'. 

• Capital - this refers t.o the human-made aids to productOO that can be used 
in the process of production. It can refer to equipment, machinery and factories. 

• Enterprise-thisreferstothefactorthatbringstheotherfactorsof 
production together to produce produces in order t.o make a profit 
(profit maximisation} The individual who combines the other factors of 
production, and takes a risk in doing so, is an entrepreneur. 
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~ factorofproductionthatindudesallthegiftsofnature,ornatural I re50Urres,thatcanbeused1ntheprocessofproduct100,suchasm1nerals, 
forests and the sea 

la bo ur: thefactorofproductionthatinc:ludesallthehumaneffortthatgoes 
intotheproce11ofproduction,bothmentalandph~cal 

ca pita l: thefactorofproductionthatinc:ludesallthehuman-madeaidsto 
production, such as tools, equipment and machinery 

enterpri se: thefac:torofproductionthatreferstothetakingofariskin 
organisingtheotherthreefactorsofproduction 

pro fit max imisa tio n: the idea that the main aim of a firm is profit maximisation 

e ntrepre ne ur: theindividualwhotakesari!.kincombiningtheotherfactorsof 
production 

Candidatesoftenconfusethemeaningoftheterm'capital'asafactorof 
productionwithanothermeaningwhenitisusedtorefertomoney.ltis 
important that these two meanings of the term are carefully distinguished. 

Division of labour 
A car assembly line is a good example of the way in which a manufacturing 
process can be broken down into a sequence of specific casks. Workers will 
concencrateon,orspecia lisein,theseparcicularcasks,givingrisetothe 
existence of division of labour. One of the first studies of this process was by 
the Scottish economist, Adam Smith, who described in his book The Wealth 

of Nations (1776) how division of labour in a pin factory enabled a great deal 
more co be produced than if each worker cried to do everything him- or 
herself. The process of producing pins involved 18 Sp{'Cific operations. If one 
person did all of these, that person would be able to produce 20 pins a day. 
However, if division of labour was applied, it would be possible for each worker 
toproduce4,800pinsaday. 

spe cialisatio n: the process whereby individuals, firms and ecooomies 
concentrateonproducingthoseproductsinwhichtheyhaveanadvantage 
lndividua~ working for a particular firm are an example, in the form of divi§ion 

of labour. Whole eainomies can also benefit from specialisation through the 
principle of comparative advantage 

divi sio n oflabo ur: thewil'finwhichproductionisdividedintoasequeoceof 
~fictaskswhichenablesworkerstospecialiseinapartic:ulartypeofjob 

Money: its functions and 
characteristics 
Mon ey is defined as anyth ing which is g€nerally acceptable as a means of 

payment in an economy. Liq uidity is defined in relation co how easy it is co 

turnafinancialassetintocash,withcashbeing100%liquid. 

7 Explainthemeaningoftheterm 
'capital'whenusedasafactorof 
production. 

Answer on p.154 

4'14 iti/.i:fiiHMO 
Chooseaparticularformofproduction, 
suchascarproductionoragriculture, 
andidentifyexamplesofthefour 
factors of production involved. 

4·H iHH,fiitHUt 
Makealistofthemainadvantagesand 
disadvantagesofthedivisionoflabour. 

Money: its functions and characteristics 0 



money: anything which is generally acceptable in a society as a means of 
payment 

cheq ues: cheques are a method of payment, i.e. they are a means of 
tramferringmoneyfromoneao::ounttoanother.Theyarenot,h<M<ever,aform 
ofmooey 

liquidi ty: theextenttowhichafinancialassetcanbetumedintocash.For 
example, if some shares in a wmpany are sold, the paper asset becomes money 

in terest: therewardforpartingwithliquidity.Thismeansthatifapersoo 
depositsrnshinasaving1acrount,whiditheyrnnnolongeruseforaperiodof 
time, their reward is an additional sum of money that they will get back with the 
amountofmoneyoriginallydeposited 

Moneyissaidtohavefourfunccions: 

• amediumofexchange 

• aunicofaccouncormeasureofvalue 

• astandardofdeferredpayment 

A medium of exchange 
One function of money is chat it operates as a medium of exchange. It works 

muchmoreeffectivelythanbarte r, inchacmoneyisgenerallyacceptableasa 
means of payment for goods and services. This is the main reason that money is 

usuallypreferredtobarcer,i.e.chereisnocaneedtoestablishadouble 
coincidence of wants betwE'€n two people. 

medium of exchange: the use of money as an aa:eptable means of payment 
betweenbuyersandseller.;ofaproduct 

barte r: the directexchoogeofonegoodorservireforanother 

doublecoinc idenceof wants: asituatiooinasystemofbarterwhereaseller 
needs to find a buyer who wants what is being sold and where the seller als.o 
wants=thingthatthebuyerhasgotandiswillingtotradeinexchange 

! Candidatesshouldunderstandthatthegreatadvantageofmoneyoverbarteris 
[ thati t avoidstheneedfora'doublecoincidenceofwants'.Thisdoesnotmean, 

I 
however,thatbarterhascompletelydis.appeared.lnmanyeconomies,barter 

, stillexists. 

A unit of account 
A second function of money is that it operates as a unit o f account or as 
a measure of value. Money enables the value of different produces to be 
compared. This is another distinct advantage of money over barter. 

[ 

unit of account (or measureof value): theuseofmoneytoestablishthe 

. valueofaproduct 

0 Cambridge International AS and A Level Economics Revision Guide 



A store of value or wealt h 
A third function of money is that it operat~ as a store of value or wealth. 
Wealth can be scored as money and this is much more convenient than storing 
items that might have been used in a barr.er system, such as cattle. Of course, 
one problem with this particular function of money is that inflation will reduce 
itspurchasingpowerandthereforeitsvalue. 

( storeofvalueorwealth: theuseofmooeytostorewealth 

A standard of deferred payment 

) 

As a standard of deferred payment, this fourth function of money enables 
people co borrow money and pay it back at a lar.er date. This encourages credit 
and can act as an incentive co trade. Payment can be spread over a period of 
time, something that was not possible with barter. 

standardofdeferredpayment: theuseofmooeytopurchaseaproductnr:JN 
andrepaythedebtinthefuture 

credit referstoasituationwhereapersoncantakepossessionolaproduct 
immediately,butnotberequiredtopayforituntilalatertime 

f ittflM®'tmi,,i·i:\4$ 
Table 4 summaris.es the main characr.eristics of money. 

Table4Themaincharacterinicsofmoney 

_M_oo_ey-,-,,~,,-,o~be- ge- ,-~~,11-y ~- ,-ep-<ab~l,-i,-,-=- i,-<y~,-, ~i, 
going to be used as a means of buying and selling goods 
and services 

Moneyneedstobeeasilycarriedaroundifitisgoingto 
perform its functions effectively. 

Unle55 money is relatively scarce, it will become worthless 

Moneyneedstobeeasilyrecognised;thiswillhelpto 
establishitandmaintainpeople'sconfidenceinit 

Moneyneedstobereasonablystableinvalueoveragiven 
periodoftimeifpeoplearegoingtohaveconfidenceinit, 
althoughinflationcannegativelyaffectthischaracteristic. 

It must be po55ible to divide money into smaller parts, 
or denominations, if it is going to be able to carry out its 
functions. 

8 ldentifythefourfunctionsof 
money. 

Answer on p.154 

4+i MUi:Ei,hffi@ 
Makealistofthevariousreasonswhy 
moneyistobepreferredtobarter. 

4·M iti/.i,fii#O 
=~----------~ Considerthevariouscharacteristicsof 

Don't confuse the functions of money with the charaaeristics of money. 

moneyanddecidewhichisthemost 
important. 

Money: its functions and characteristics 0 



2 The price system and the theory 
of the firm 

Individual and market demand curves 
tt~Off~·m®t!m:i·ttfflm-Dt~·i!i~,:rm-1~:t·m11;1~11~·111t-~~~~~~~~~~~~~~lll!!(:=) 

An individual demand curve shows the quanti ty of a produce chat a 
parcicularconsumeriswillingandabletobuyateach and every price ina 
given periodofcime,ceterisparibus(i.e.allotherthingsunchanged). The 
individual demand curve will slope downwards from left co right, indicating 
chat a consumer will be more likely co buy a product at a lower price than at 
a higher price. 

demand: thequantityofaproductthatcomumer,;arewillingtobuyatagiven 

priceinagivenperiodoftime 

law of demand: a law (or the()()'} which states that there is an inverse 

relationshipbetweenthequantitydemandedofa product and the price of the 
product,ceterisparibus 

CP4@iMCffltltttiGM::fi:!IH11§4ii·UMi::fliUii::fi,Ila.......cm() 
A demand curve can be drawn for every consumer in a society for every 
product, but in economics it is more usual co focus on market demand curves. 
Market demand for a product is derived from bringing together (or aggregating) 
all the potential buyers of a product. It is the total quantity of a product that all 
potential buyers would choose co buy at a given price in a given p€riod of time. 

demand curve: a curve that show<; how much of a good or service will be 
demandedbyconsumenatagivenprice inagivenperiodoftime 

e ffectivedemand: consumersmustnotonlywanttobuy a particularproductbut 

be able to afford to pay for it. Effective demand re~ to demand that i'i backed by 
theilbilityandthewillingne11topayforaproduct 

A demand schedule could be produced for a particular product, such as DVDs. 
This schedule can then be plotted co give a market demand curve. This can be 
seen in Figure 1. 

The price of DVDs is shown on the vertical axis and the quantity of DVDs 
bought is shown on the horizontal axis. 

@ Cambridge International AS and A Level Economics Revision Guide 



,O«ol"'rs;:J DVDs(£J 50 

" 
" 
" 10 0-.and 

' 0 20 40 60 80 100 120 

Figure 1 A demand curve for DVDs 

Qua ntity o f DVDs 
(thousa nd s per pe riod) 

The demand curve shows the relationship betwe€n price and the quantity 
demanded. It is downward sloping, indicating an inverse relationship 
b€cween the price of a product and the quantity demanded of a produce, i.e. 
as chepricefalls,thedemand rises. 

de ma nd schedule: this give~ the quantit ies sold ofa product at different 
prices and enables a demand rurve to be drawn from the information in the 
schedule 

de rived de mand: this i:s where the demand for a component depends upoo 
the final demand for a product that u~s that component. For example, the 
demand for rubber i:s derived from the demand for c.ar tym. Derived demand 
canalwbeusedinrelatKl!ltothedemandforworker1,e.g. thedemandforbus 
drivers derivesfromthedemandforbustrans.portfrom people 

4%3i·ifii,1111ii,iil:i4·ii,,fi,Ilt 
Price 
A major influence on the demand for a product is its price. Figure 1 shows that 
there is an in\1€rse relationship betwe€n a change in the price of a produce and 
the quantity demanded of a product, all other th ings unchanged. 

When it is only the price of a product that changes, this can be shown on a 
demand curve by a m0\/€ment along the curw. This can be seen in Figure 2. 

0001 QuantityofDVOs 

Figure 2 A movement along the demand curve 

Whenthepriceofaproductisreduced,e.g. fromP0 coP,,thequanticy 
demanded goes up from Qo to Q,. This i1 shown as a downward mo11ement 
along the demand curw, indicated in the diagram by the arrow in a downwards 
direction. If, on the other hand, the price of a product was increased, the 
quantity demanded would fall and this wouki be shown as an upward 
movement along the demand cur11e. 

change inqua ntitydemanded: thisiswheredemandforaproductdlanges 
asa result of a change in the price of the product; change in quantity demanded 
is shown by a moYement along a demand curve 

Answer on p.154 

4'14 iti/.i,fii#@ 
Produceademandschedulefora 
particularproductandplotthisina 
demand curve. 

Individual and market demand curves 0 



Other factors influencing demand 
However, price is not the only factor that influences demand. If the ceteris 
paribus assumption is naw remmed, it is possible to consider all the other factors 

chat were being held constant. These other factors coukl include the following: 

• a change in the incomes of consumers 

• achangeinthepriceofasubstituteproduct 

• a change in the price of a complementary product 

• anadvertisingcampaign 

• achangeinpopulation 

• achangeinthetastesandpreferencesofconsumers 

• a lowering of interest rates, making borrowing more affordable 

• a change in the weather, possibly aswciat.ed with different seasons 

When it is one of these other influences on demand, this can be shown by a 

shift of a demand curve. This can be seen in Figure 3 . 

. ~~ 
Quanti ty of DVDs 

Figure3Ashiftinthedemandcurve 

lnthisdiagram,therecouldhaveb€enanincrea!.einincomesand/oran 
effective advertising campaign and so the demand curve ffiifts to the right, from 

D0 to D,. shown by the rightward arrow. 

composite demand: this refers to the demand for a product which can be 
usedformorethanonepurpose.Stone,forexi!mple,couldbeusedforbuilding 
purpmesandcouldalsobeusedinthernnstructionofroads;aparticularpiece 
oflandcooldbedemandedtobuildbothshopsandhouses 

mmm, 

I Candidates wmetimes confuse movements along a demand curve and a shift 
ofademandcurve.ltisimportantthatyouunderstandwhatwillcausea 
movement along a demand curve and what will cause a shift of a demand curve. 

Normal and inferior goods 
Figure 3 shows what usually happens when there is an increase in the 
incomes of consumers, i.e. more of the produce is bought at every price and 

there is a rightward shift of the demand curve. Such goods are called normal 
goods. 

However, it is possible that the demand for some goods and services decreases 
when there is an increase in incomes. For example, while there might be an 

increa!.e in the demand for cars as a result of an increa!.e in incomes, there might 
be a decrease in the demand for public transport, such as bus journeys. This can 

be seen in Figure 4 where there is a leftward shift of the demand curve for bus 
journeys. Such goods are called infe rio r good s. 

2 Explainthedifferencebetweena 
movementalong.andashiftof,a 
demand curve. 

Answer on p.1S4 

4·i4 ih •irfiihffi@ 
Chooseoneparticularproductand 
listallthepossiblefactorsthatcould 
influencethedemandforit. 
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Quanti tyof bus joumeys 
per peri od 

Figu re4Ashifrinthedemandcurvefollowinganincreasein 
con1il.lmerincomes(aninferiorgood) 

no rma l good: a good for whic:h the demand rise1 with an increase in income 

infe ri or good : a good for which the demand fall1with an increase in income 

Candidatesneedtoensurethattheyunderstand the difference between a 
normal good and an inferior good and can demon mate this in their examination 
answers. A normal good is one where demand will increase as a result of a rise 
in income. An inferior good is the opposite: this is a good where demand will 
decreaseasaresultofariseinincome. 

It is important co recognise chat the demand for normal and inferior goods 
shows the relationship between a change in demand and a change in income, 
not price. Figure S shows this relationship for a normal good. ,a,om•0 

Oem.aM 

/ 
Quantity o f foreig n 
holidays per period 

Figu re S Demand and income for a normal good 

Candidatescansometimesconfusetheeffectofachangeinpri,eandachange 
inin,omeinexaminations.Thesetwoeffectsneedtobeclearlydistinguished. 
Forexample,thedemandfornormalandinferiorgoodsisinresponsetoa 
changeinaperson'sincome,nottochangesinthepricesofthegoods. 

Figure 6 shows this relatiom,hip for an inferior good. -51 
Quantity of bus 

journeys per period 

Figure 6 Demand and income for an inferior good 

3 Distinguishbetweenanormal 
good and an inferior good. 

Answer on p.154 

4'\oi ihiU,EiiMhi 
Thinkofpossibleexamplesofinferior 
goods in your country. 

Individual and market demand curves 0 



Price, income and cross elasticities 
of demand 

··~Ptt!l§:l!·l·mhl~-a/®!mlifil!l·IG~H~·~,;~1:~i·J•1--~~~~~~~~~~~~~~mm!(:=) 
Price e lasticity of demand measures the res.ponsiV€ness of the demand for 
a produce in relationcoachangeinitsprice.lciscalculacedbychefollowing 
formula: 

percentage change in the quantity demanded of a produce 

percencagechangeinthepriceofaproducc 

For example, if the price of a good rises by 20%, and the quantity falls by 40%, 
then the price elasticity of demand is 40% divided by 20% = 2. There should 
reallybeaminussignbefore2becauseicisanegatiV€number,i.e.thereisan 
inverse relationship between the change in price and the change in demand. 
However, the minus sign is usually left out. 

price elasticity of demand: this meawres the degree to which a change in the 
priceofaproductlead5toachoogeinthequantitydemandedofaproduct 

Price elasticity of demand can vary from pErfectly inelastic co perfectly elastic, as 
Table 1 shows. 

Table l Elasticity 

Perfectly inelastic 

Inelastic Greaterthanzerobutlessthanone 

Unitary elastic 

Greaterthanonebutles.sthaninfinity 

Infinity 

changeintheindependentvariable,thenthecakuiationisgreaterthanoneand 
i1 thusdescribeda1elastic 

perfectlyelastic: thisrefer.;toasituatioowhereallthatisproducedissold/ 

boughtatagivenprice;iti1'i.hownasahorizootalstraightline 

inelastic if the respon1e of demand {or ~pply) is proportionately less than the 

changeintheindependentvariable,thenthecakulationislessthanooeandi1 
thusdescribeda1inela1tic 

perfectlyinelastic.: thisi1whereachangeinpricehasnoeffectonthequantity 
demanded{orsupplied};thecakuiationwillbezemandit is'i.howna1avertical 

straight line 

unitary elasticity: this is where the proportionate change in demand {or ~pply} 
isexactfyequaltothechangeintheindependentvariable;thecalrulationwillbe 
equal to one 

rectangular hyperbola: this ishov,,unitaryeia1ticityofdemandis represented 

in a diagram; a movement up or down a demand rurve will leave total revenue 
unchanged 

totalrevenue: thetotalinc:omethatfirm1receivefrom1oale1;itiscalrulatedby 
thepriceofaproductmultipliedbythenumberofproductssold 
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A straight-line demand curve does not indicate constant elasticity of demand 
along the entire length. The price elasticity of demand will, in fact, vary along the 
line.ThiscanbeseeninFigure7. 

hin thi, •~nge. of.''". demandrurYI'. 
demand.,pric•.!•rtic 

At the mid-point of the d.maod 
rn..,.,then,.,unit•larticity 

"'""""'"'"~' demiindcurve.de"""'d 
c• ir..i.stlc 

Qu•nt,ty 
per per iod 

Flgure7Thepriceelasticityofdemandvariesalongastraightline 

There are a number of factors affecting price elasticity of demand, including 
the following: 

• the availability of substitutes - the more substitutes chat are available for a 
particular product, the more price elastic will be the demand, e.g. different 
brandsofceaorcoffee 

• the definition of the product - the wider the definition of a product, the more 
price inelastic will be the demand, e.g. the demand for tea or coffee generally 
will be more inelastic than the demand for particular brands oft.ea or coffee 

• the amount spent on the product - if the amount spent on a product is 
relatively small, the demand is likely to be inelastic, e.g. the amount spent on 
boxes of matches oron nev,,spapers is likely to be a small proportion of weekly 
expenditure, so the demand for such products is likely to be relatively inelastic 

• time - in the short run, demand for a product is likely to be more inelastic 
than in the long run when it might be possible to think about alternatives to 
the produce 

Price elasticity of demand is very important to an undersranding of business 
decisions, especially because of the link with rewnue. If the demand for a product 
ispriceelascic,abusinessshouldlowerthepriceoftheproductbecausemore 
products will be bought and this will be great.er than the reduced amount 
received from each product sold. If the demand for a product is price inelastic:, 
a business should increasethepriceofcheproduct because even though fewer 
it.ems will be bought, the increased revenue from each product sold will offset this. 

Table 2 shows the link between price changes and rE."venue changes in relation to 
different price elasticities of demand. 

Table2Elasticityandrevenue 

Inelastic l ... ,ise 1 ... fall 

Unitary elastic l ... staythesame I staythesame 

Elastic 1 .. .fall 1 ... rise 

Acommonerrorinexaminationsistodescribeaparticulargoodaselasticor 
: inelanic.ltisimportantthatyouavoidthismistake.ltisnotthatagoodis 

elasticorinelastic,butthatthedemandforaparticulargoodisela!ilicor 
inela!itic. 

4 Explain what is meant when the 
priceelasticityofdemandfora 
productissaidtobeelastic. 

Answer on p.154 
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tt~1:~B~·iD:::1;a;~tffl1111t1aiir1~~,aa,mrn~,,zM~:i~·t._~~~~~~~~~~~~~~ 
Income elasticity of demand measures the responsiveness of the demand 
for a product in relation to a change in income. It is calculated by the following 
formula: 

percentage change in the quantity demanded of a product 

percentage change in income 

The income elasticity of demand for most products will be positive, i.e. as 
incomes rise, the demand for products will rise. These are known as normal 
goods. However, the income elasticity of demand for some produces will be 
negative, i.e. as incomes rise, the demand for products will fall. These are known 
as inferior goods. 

inoomeelasticityofde ma nd: thismeasureo;thedegreetowhichachangein 
incomes leads to a change in the quantity demanded of a product 

There are a number of factors affecting income elasticity of demand, including 
the following: 
• the proportion of income that is sp€nt on a particular good ~ the demand 

for some products will not be IIE'ry sensitive to a change in income because 
they are not IIE'ry expensiw, such as matches. Income elasticity of demand 
willbevirtuallyzero 

• the definition of the produce~ the income elasticity of demand for cars will 
be positive, but it may be negative for particular, cheaper, models of cars 

• the economic development of a particular economy~ in some economies, 
a motorcycle may be regarded as a normal good and so the income elasticity 
of demand will be positive, but as the economy develops and more people 
can afford cars, the demand for motorcycles may fall as incomes rise 

Income elasticity of demand JS important to an understanding of business 
decisions. Changes in an economy, and particularly changes in the lellE'I of 
incomes, can influence what a business is going to produce or stock; for example. 
if an economy is growing. and incomes are rising. a business might want to move 
from inferior goods towards producing normal goods. This will influence the 4llill!l!ml'J!!!!m!r"" ___ l 
planningofbusinessesinthefuture,suchasin relation co employment 
requirements. On the other hand, if an economy JS facing a recession, a business 
will wane to be producing or stocking produces with a relatiwly low income 
elasticity of demand; for example, people will still want to buy food in a 
recession,buttheywillbemuchlesslikelycowanttobuyexp€nsivecars. 

5 DistinguiVlbetweenpriceelasticity 
ofdemandandincomeelasticityof 
demand. 

Answer on p.154 

t•i+1;.1;111;mM1;t®~tcr1,ma~·i!i,~rf~-1~H·~• ..... ~~~~~~~~~~~~~~~ 
Cross elasticity of demand or cross price elasticity of demand measures the 
responsiveness of demand for one produce in relation co a change in price of 
another produce. It is calculated by the following formula: 

percentage change in the quantity demanded of good A 

p€Kencage change in the price of good B 

If the two goods are substitutes, such as tea and coffee, the cross elasticity of 
demand will be positillE'. If good B increases in price, a number of people will 
switch co the substitute, good A, and so the demand for good A increases. 

If the two goods are complements, such as DVDs and DVD players, the cross 
elasticity of demand will be negative. As the price of good B rises, fewer people 
will buy it and so fewer people will buy good A as well. 
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The existence of complements gives rise to the concept of joint demand. Thi1 

occurs when two products are consumed together, such as the example of 

DVDs and DVD players. An increase in the sales of one product may lead to an 

increaseinthes.alesoftheotherproducc. 

Cross elasticity of demand is also important to an understanding of business 

decisions. In terms of a substituce, a firm would be able to estimate the effect on 

the demand of its produce as a result of a change in the price charged by 
another firm in the market, such as in relation to a change in the price of tea 

and the demand for coffee. In terms of a complement, a firm would be able to 

estimace the effect on the demand for a product if there was a change in the 

price of a complement; for example, a fall in the price of DVD players would be 
likely to lead to an increase in the demand for DVD players and, therefore, an 

increase in the demand for DVDs. 

I crossel.as ti cityofd.ema nd (o r cross p.riceelasti cityofd e ma nd): this 
mea1uresthedegreetowhichachange1nthepnceofoneproductleadstoa 
change in the quantrtydemandedofanotherproduct 

substitute goods: goods which are possible alternatives, e.g. gas or electricity as a 
source of energy in a home. These goods have a positive cross elasticity of demand, 
i.e. a rise in the priceofooe of them will lead toan inc:rease in the demand for the 
other good 

comple me nta ry goods: goods which are consumed together, e.g. DVDs and 

l 
DVD players. These. good. '. """. a negative cro.s s elasticity of demand, i.e. a r. ' '. 
in the pnce of one of them wdl lead to a decrease 1n the demand for the other 

jo int de ma nd: this is a situation where two items are comumed together, 1.e 
they are complements. All example would be shoes and shoe litCes 

A number of candidates write the formula for the three elasticities of demand 
the wrong way round in examinations. To avoid making this mistake, remember 
thatinallthreecalculations,i.e.price,incomeandcrosselanicityofdemand, 
thepercentagechangeinthequantitydemandedisalwaysonthetop. 

Firms' supply curves 
A firm's supply c u rve shows the quantity of a particular product that a firm 

iswillingandabletosellateachandeverypriceinagiventimeperiod,ceteris 

paribus (all other things unchanged). A firm's supply curve will slope upwards 

from left co right, indicating that a producer will be more likely to sell a produce 

atahigherpricethanatalowerprice. 

~ ~quantityofaproductthatproducer:sarewillingtosellatagiven I Pfk~i~ a given penodoft1me 

lawof supply:alaw{ortheory}whichstatesthatthereisadirectrelationship 

bt>tween the quantity supplied of a product and the price of the product, ceteris 
paribus 

sup ply curve: a curve that shows how much of a good or service will be 
suppliedbyproducersatagivenpriceinagivenperiodoftime 

1

6 Whatistheformulaforcross 
elasticity of demand? 

Answer on p.154 ~ ~· 
4'14 iti/.i,fii#O 

Abusinesspersonwillbeinterested 
inprice,incomeandcrosselasticity 
ofdemand.ldentifythedifferent 
waysthattheseelasticitiescanaffect 
business decisions. 

Firms' supply curves @ 



GU@¥iiMll·iWtlt®IWMi11§41i·li@i,,fil@i11ib&cmo 
A s.upply curve can b€ drawn for every producer in an economy for every 
produce, but in economics it is more usual to focus on market s.upply curves. 
Market supply of a product is deriVM from bringing together (or aggregating) 
all the potential s.uppliers of a product. It is the total quantity of a product chat 
all potential sellers would choose to sell at a given price in a given period 
of time. 

A supply schedule could be produced for a particular produce, such as DVDs. 
This schedule can then b€plottedcogi\1€amarketsupplycurve.Thiscanb€ 
seen in Figure&. ·-[ZJ 

Qua nti ty per pe ri od 

Figure8Asupplycurve 

The price of DVDs is shown on the vertical axis and the quantity of DVDs 
sold is shawn on the horizontal axis. The s.upply curve shows the relationship Answer on p .154 
b€tween price and the quantity supplied. It is upward sloping. indicating a direct 
relationship b€tween the price of a product and the quantity supplied of a 
producc,i.e.asthe price rises, the supply rises. 

4ffii·itil,lil1ii,iii,i4,,fil@!Jij§W, 1111() 
Indirect taxes 
A government may decide to impose an indirect tax, such as a sales tax, on a 
particular good or service. Examples could include VAT (value-added tax) or GST 
(goods and services ca4 The effect of the imposition of s.uch a tax can b€ seen 
inFigure9.lnthiscase,thetaxisaspecific taxwithafixedamountoftaxp€r 
unit and so the supply curve shifts upwards parallel to the original s.upply curve. 

/;? ,,;,.~ ""', 

~ 
Qua nti ty 

Figure 9Theeffectofasalestaxonsupply 

Figure 9 shaws how the imposition of an indirect tax will affect the price of a 
product. As there is an upward movement of the supply curve, this will lead co 
an increase in price. In order to determine the exact price charged, it would be 
necessary to include a demand curve in the diagram. 
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~ax: atax.•.hatisimpo!ie.d.onexpenditure;.iti~ind.irectinthatthetaxis I onlypilidwhentheproductonwhichthetax1slevied1spurdiased 

specific t ax: an1nd1recttaxthat1safixedamountperur11toloutput 

a d valo remtax: ooindirecttaxwithapercentagerate,e.g.ataxrateof20% 
per product sold 

incidenceoftax: thi5referstothe burdenoftaxation. Forexample,withan 
indirecttaxonexpenditure,theburdenofthetaxislikelytobesharedbetweenthe 
producer and the consumer. Ha.Yever, if the price ela'iticity of demand is perfectly 
inelastic, ood there is a Yertical demand rurve, the incidence of the tax will be 
entirely oo the consumer. On the other hand, if the pna' elasticity of demand is 
perlectlyeli!Stic, andthereisahorizontaldemandrurve, theincidenceoflhetaxwill 
beeotirelyontheproducer 

impact of t ax: this refers to the person, company or tram.action on which 
ataxislevied,i.e.rnmeoneisresponsibleforhandingthemoneytothetax 
authorities.Theimpactofatax,therefore,isessentiallyconcernedwiththe 
legalsituation.Asindicatedabove,theeventualincidenceolataxcouldbe 
differentiftheburdenofthetaxispassedtommeoneelse 

di rect taxa tio n: wherei!Sanindirecttaxisimposedonexpenditure,adirecttax 
is imposed on the inrnmes of individuals and firms. EMmple1 of direct taxation 
in dude income tax (on the incomes of individuals), corporation tax (on the profits 
of companies) and inheritanCI' tax (on the wealth of individuals} 

income tax: a direct tax on the incomes of individuals. There is usually a personal 
allowance,whichi:staxfree, andthendifferenttaxratesfordifferentlevelsof 
income over the tax-free allowance. lnrnme tax, therefore, is usually progressive 111 

the tax rates change a1 inrnme1 rise, i.e. it takes a higher proportion of a higher 
income and a lower proportion of a lower income 

Candidatesoftenseemconfusedabouttheprogressivenatureofincometax. 
It is not simply that a government takes more from a person who has a high 
income;it takesahigherpercentageof thatperson's income. 

Subsidies 
The effe<:t of a subsidy can be seen in Figure 10. Whereas the imposition of 
a tax shifted the supply curve upwards to the left, a subsidy has the opposite 

effe<:t. If a government pays firms a subsidy to produce a particular product, this 

will have the effect of reducing their costs. This will encourage firms co supply 
moreoutputatanygivenprice.ThiscanbeseeninFigure 10withthesupply 

curve shifting downwards to the right. 

Quanti ty 

Figure 10 Theeffectofasub5idyonsupply 

Theeffe<:tofthesubsidy,inshiftingthesupplycurvetotheright,willbea 

lowering of price. The actual price will be determined where the 5 with subsidy 
line intersects with the demand curve. The effect of the subsidy is that both 

producers and consumers may benefit. 

Firms' supply curves @ 



subsidy: an amount of money that is paid by a government to a producer. This 
i1 done so that the price charged to the rustomer will be klwer than would 
otherwi~havebeenthecasewithootthesubsidy 

~ 
i Thedistinctionbetweentheeffectofataxandtheeffectofasubsidyis 

I 
anotherareathatcandidatesoftenconfuseinexaminations.Youneedto 
rememberthattheeffectofataxistoshiftthesupplycurvetotheleft, 
whereastheeffectofasubsidyistoshiftthesupplycurvetotheright. 

Production costs 
An important influence on supply is the cam of production. If the costs of the 

inputs in the production process, i.e. the com of the factors of production, 
increase, then firms will be inclined co supply less output at any given price. 

This can be seen in Figure 11. The increase in production cam causes the supply 
curvecoshifccothelefcfromS0 to51.Theincreaseincostscanb€seenl]ithe 

vertical distance b€tween 50 and S1. 

-Pl] 
Quantity 

per period 

Figure 11 Thesupplycurveshiftstotheleft 
ifproductioncostsincrease 

Technology of production 
Another important influence on supply is the technology of production. If the 

technology of production is improved, this means that firms will be able to 
producemoreeffectivelythanbefore. 

This can be seen in Figure 12 where improved technology leads to firms 
supplyingagreateroutputatanygiven price.Thiscanbeseeninthediagramby 

thesupplycurveshifcingco therightfromS0 to51. 

lU 
Quantity 

per per iod 

Figure 12Thesupplycurveshiftstotheright 
if production costs fall 

The prices of other goods 
There may be a degree of substitution on the supply side if the prices of 

different products change. In many cases, the factors of production that a firm 
has can have alternative uses, and so a firm may be influenced 11)' changes in 

prices of d ifferent products to produce more of one product and less of another. 

8 Explainhowasubsidycanaffect 
thesupplyofaproduct 

Answer on p.154 

4'14 ih ·irfiiMIO 
Makealistoftheargumentsforand 
againsttheprovisionofasubsidyona 
particular product. 

@ Cambridge International AS and A Level Economics Revision Guide 



A rise in the price of a product could increase profitability and so a firm may 
decide co switch production from one produce co another. 

The innuence of price changes on the decisions of firms to supply particular 
produces can also be seen in r.erms of a situation of joint supply. 

In a situation of joint supply, one produce may be a by-produce of the 
production process of another product. An increase in the price of one of the 
produces could mean chat a firm will decide to produce more of both goods. 

joint supply: asituationwheretheprocessofproducingoneproductlei!dsto 
the production of another product, §Uch as meat and leather. It can sometimes 
happen in the chemical industry where one chemical can be produced ao; a by­
product of the production of another 

Expected prices 
A final innuenceon man<£'t supply relates to the expectations of firms about possible 
future pric:~ This is especially the case in those situations where the production 
process cakes quir.e a long time. Firms will thus need to take supply decisions on the 
basisofexpecr.edpric:esinthefuture.Thisisofr.enthecaseinagric:ulcure. 

4•~&~11:01,~::!HD:i!iilE·~[·~i,!i¥E·i~:i~·@~M~rt'lttl!:·~fa.,1,1~,a~@~·l·im1Di,!kt-~~~~~~~~C!l!II(::) 
It is important co distinguish between a movement along a supply curve and a 
shift of a supply curve. If there is a change in the market price of a product, and 
nothing else changes (i.e. assuming ceteris paribus), this will involve a movement 
along a supply curve. This will show how firms react to a changt> in the price of a 
product.ThiscanbeseeninFigureS. 

If the situation of ceteris paribus cannot be assumed, how!.wr, and there is a 
changeinanyoftheocherpossibleinnuencesonsupply,thenthesupplycurvewill 
shift because this will affect the willingnes, of firms to supply at any given price. As 
hasalreadybeenindicar.ed,chiscouldinvolveashifccotheleft,fcxexampleas 
a result of the imposition of an indirect tax on the consumption of a product 
(seeFigure9)orasaresulcofanincreaseinproducdoncosts(seeFigure11),ora 
shift co the right, for example as a result of the introduction of a subsidy 
(see Figure 10) or as a result of an improvement in r.echnology (see Figure 12} 

Thepossibleconfusionbetweenamovementalongademandcurveandashift 
ofademandcurvehasalreadybeenpointedout.Thepossibilityofconfusion 
alsoappliestosupply.Youwillneedtobeabsolutelycertainthatyou 
understandthedifferencebetweenamovementalongasupplycurveanda 
shiftofa 51.1pplycurvebeforetakingtheexamination. 

Price elasticity of supply 

9 Distinguish between a movement 
alongasupplycurveandashihof 
a supply curve. 

Answer on p.154 

4·~""m-mt!ti:!ml@~11~ui;~.,mom;;1;~,~-Y~1m&Dii!i4i#fiNfi=·l!~·~·~._~~~~~~~~~~~C!l!II(::) 
Price elasticity of supply measures the responsiveness of the supply of a prodoct 
inrelacioncoachang€initspric:e.ltiscalculatedbythefollawingformula: 

percentagt>changeinchequantitysuppliedofaproduct 

percentagechangeinchepric:eofaproducc 

lfthepercentagechangeinsupplyisgreaterthanthepercentagechangein 
price,chensupplyispriceelascicandthefigureforchepric:eelasticityofsupply 
willbegreaterthanone.lfthepercencagechangt>insupplyislessthanche 

Price elasticity of supply @ 



percentagechangeinprice,thensupplyisinelasticandthefigurefortheprice 
elasticityofsupplyislessthanone. 

I' As with elasticity of demand, make sure you remember that the quantity goes 
ontopoftheformula. 

••!•mm· ?rna1~::mH,!t~1:1m,~1:~n~&m·~ii~:i:dd~·1m11~;11,~rt1:m:1®m11ti~·Zctt1»tl!!!l·~·~ ... ~~~~~~~~ 
There are a number of determinants affecting price elasticity of supply, including 
the following: 
• the number of producers - the greater the number of suppliers, the more 

icislikelyfortheindustrytoincreaseoutputinresponsetoapriceincrease 
andsosupplyislikelytoberelativelyelastic 

• the amount of stock - some produces will be easier to stock than others, 
and this will make the supply of them relatively more elastic, but some 
products will be perishable and so more difficult to stock for long periods, 
making supply less elastic 

• the time period - supply is likely to be more elastic over a longer period 
of time (see Figure 13) as it gives firms more time to invest in more 
factors of production and also gives more time for new firms to join the 
industry 

• theexistenceofsparecapacity-thegreaterthedegreeofcapacityin 
the industry, the easier it will be for firms to increase output if the price of 
produces increases and this is likely to make supply more elastic 

• the length of the production period - supply is usually more elastic in 
manufacturingthaninagriculturebecausemanufaccuringusuallyinvolvesa 
shorcerproduccionperiodthanagriculcure 

• the degree of factor mobility - the easier it is for economic resources 
to be transferred into the industry, the more elastic the supply is likely 
tobe 

These various determinants give an indication of the speed and ease with which 
firms in an industry can respond to changed market conditions. 

stocks: good5whidihavebeenproduced,butwhichi!reunsoldand5tored 
forrnleinthefuture.Forexample,afirmwhichsellscartyreswillu:suallyhave 
considerablestoc:hoftyrestofitawiderangeofdifferentcars 

perishability: thelengthoftimeinwhichaproductislikelytodecayorgobad; 
theshorterthetime,themoreperishabletheproduct.Forexample,cheesewill 
uruallyhaveasell-bydateandadatebywhidiitshouldbeconsumed 

Figure 13 shows the relationship between the price elasticity of supply and the 
time period. Supply curve 55 shows supply in the shore run when it will usually 
be more difficult to alter supply at relatively shore notice and so supply tends 
to be relatively inelastic. Supply curves, however, shows supply in the long run 
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when firms are usually more able to increase production and so supply tends to 
be relatively elastic. 

-GE] 
Quantity 

per peri od 

Figure13Short-andlong-runsupply 

Of course, it is possible chat there may be a situation of petfeccly inelastic 
supply; in this situation, it is not possible co increase supply no matter how 
much price increases by. Agricultural products are a good example of perfectly 
inelasticsupplyasitcantakeanumberofyearscobringsuchproduccstoche 
markec.ThisisshownbychesupplycurveS;inFigure 14. 

At the other extreme, it is possible chat there may be a situation of perfectly 
elastic supply; in this situation, the firms in the industry would be willing to 
supply any amount of the produce at a given price. For example, if resources are 
available, the supply of batteries by firms in the industry may become perfectly 
elastic.ThisisshownbythesupplycurveS 0 inFigurel'l. 

P.:-tectly 
el.irtK 

'"""' 
Quant ity 

per period 

Figure 14Perfectlyelasticandinelasticsupply 

10 Whatistheformulaforprice 
elasticity of supply? 

Answer on p.154 

Interaction of demand and supply 

~•Z·!l!ll~M·~h~l1~1:D,Fm·i~:!lmt~·IIHl+~l1~ii~M·=h~l1~1:D, .... ~~~~~~~~~~~~~ 
Having considered both demand and supply, it is now necessary co bring them 
togethertoestablishwhatismeantbymarketequilibrium. 

Market equilibrium is shown in Figure 1S. The downward-sloping demand 
curve and the upward-sloping supply curve cross at the equilibrium position 
of price P' and quantity Q'. If the price were higher than this, there would 
be excess supply and this would cause the price to move downwards to the 
equilibrium position. If the price was lower than this, there would be excess 
demand and this would cause the price to move upwards to the equilibrium 
posmon. 

Interaction of demand and supply 0 



O' Qua ntity 

Figure l SBringingdemandandsupplytogether 

If a situation of excess supply or excess demand were co exist for a period of 

time, this would be called d isequilibrium until a position of equilibrium was 

evt"ntuallyrestored. 

equilibrium: a situation where the quantity demanded in the marketplace is 
exactly equal to the quantity supplied. There is neither excess demand nor excess 
supply in the market. It is sometimes referred to as a state of rest or balance 

di sequilibrium: a situation where there is an imbalance between demand and 
supplyinamarket,i.e.therewillbeasituationofexcessdemandorexce§Ssupply 

I ltisimportantthatcandidatescandistinguishbetweenasituationof 
! equilibriumandoneofdisequilibriuminamarket 

Now that demand and supply have be€n brought together, it is possible to 

consider the effects of changes in demand and supply on equilibrium price 
and equilibrium quantity. 

equilibriumprice: thepriceatwhichamarketclears.Theprocessof 
marketclearingarisesbecausethepriceisfreetochangeand§ettleatthe 

equilibrium level 

equilibrium quantity: a situation where a market clears, with consumers 
gettingalltheywantat theequilibriumpriceandproducersnotbeingleftwith 
unsoldproducts,i.e.thereisnoexi::essdemandorexcesssupplyin themarket 

In Figure 16, there has be€n an increase in the demand for a produce, for 

example as a result o f an increase in incomes in an economy. The demand curve 

shifts co the right and thell' is a movement along the supply curve. Equilibrium 

price goes up from P0 to P1 and equilibrium quantity goes up from Oo to Q1• 

,, ~ ~ ""~ ,. 

' /~~o, 
00 01 Quantity 

Figure16 Theeffectofashiltofademandcurvetotherighton 
equilibriumpriceandequ ilibriumquantityinamarket 

11 Explainwhatismeantby'market 
equilibrium'. 

Answer on p.154 
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lnFigure17,therehasbeenanincreaseinthesupplyofaproduct,forexample 
as a re,ult of a reduction in the costs of production. The ,upply cur11e shifts to 
the right and there is a movement along the demand curve. Equilibrium price 
comes down from P0 to P1 and equilibrium quantity goes up from Q., to Q1• 

~rKl 
Oo Q, Quantity 

Figure 17Theeffectofa5hiftofasupplycurvetotherighton 
equilibrium price and equilibrium quantity in a market 

ttffll®iii·i:fJ.lGii,,fi,i·llttttfflU!1t1Mff 
Demand and ,upply analysis can be applied to a wide variety of different 
situations. For example, if an economy is exp€riencing an increase in incomes, 
there is likely to be an increase in the demand for cars. shifting the demand 
cur11e to the right. At the same time, an improvement in technology has 
reduced the cost of producing cars, shifting the ,up ply curvt• to the right. The 
effect of these two changes can be 5e€n in Figure 18. The demand curve shifts 
totheright;theeffectofthisisthatequilibriumpricegoesupfromP0 toP1 

and equilibrium quantity goes up from Q., to Q1• The ,upply cur11e also shifts to 
the right; the effect of this is that equilibrium price goes back down to P0 and 
equilibrium quantity goes up from Q, to Qi. Of course, whether equilibrium 
price actually returns to its original position will dep€nd on the extent of the 
shifts of the demand and ,upply curves. 

,,;,. ~ , 

,, 
,, 

Do ~ 

Oo 01 Qi. Quanti ty 

Figu re18Anapplicationofdemandand5Upplyanalysistocars 

12 Explainwhatismeantbyan 
equilibrium in a market. 

Answer on p.154 

Consumer and producer surplus 

t·~+~·iD:tm11~1:~,rn~111~·1~uu~u»t-~~~~~~~~~~~~~~~~~~ 
Consumer surplu s is shown in Figure 19. Con,umers are able to obtain a value 
from con,uming a particular product that is above the price paid until at some 
pointconsumerspayapricethatisexactlyequalcothevaluegained.lnthe 
diagram, this is P'. All the consumers up to Q' ha11e gained a value that is above 

Consumer and producer surplus @ 



the price and this is shown by the shaded area between the price line and the 
demand curve. When price is P' and quantity is Q', the consumer surplus has 
disappeared. The demand curve is actually showing the marginal social benefit 
(MSB) of the consumption. This means chat the demand curve combines all 
the points where consumers are gaining from the face chat one price is being 
charged co all consumers in the market, despite the face chat they would have 
been prepared co pay more. They are gaining a marginal social b€nefic by b€ing 
able co buy a produce at a lower price than they were originally prepared co pay, 
i.e.cheygainfromcheaddicionalbeneficreceived. 

Dem.and(MSB') 

Quantity 

Figure19 Consumersurplus 

consumer surplus: a situation that comes about because some consumer1 
willvalueaparticularproductmorehighly thanotherconsumersandyetthey 
will pay exactly the same price for it as the other consumers. Consumer surplus 
refers to the value of this extra 1atisfaction; it is !.hown on a demand and supply 
diagram by the triangle between the price line and the demand curve 1

13 What ismeantbytheterm 
'consumer surplus'? 

An swer on p.154 -----r--

44~fflZ·~·~li/mi!iiE\~1i!l&!ll!llf------------------iamQ 
Producer surplus is shown in Figure 20. Producers are able co gain becaus.e for 
alltheunics,oldupcoQ',theyhavereceivedapricechatisabovethecoscof 
producing chose unit>. The supply curve is actually mowing the marginal social 
cost of the production. This means chat while thl.' supply curve is made up of 
the points indicating the cost of producing chat output, a firm will gain because 
thepricechargedishigherthanthecost,i.e.itwillgainfromcheadditional 
b€neficreceivedwherethepriceisgreat.erthanthecost.Whentheproducer 
surplus disappears, chat additional benefit disappears. The producer surplus is 
shown by the shaded area between the price line and the supply curve. When 
price is P' and quantity is Q', the producer surplus has disappeared. 

Quantity 

Figure 20 Producersurplus 
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r:::: surplus: th.ediffer.=,be. >w=. theprice.thatcon. '"m. •. rsarewilling I iopayforapart,cularproductoodthepnc:ethatproducer1requ1re1norderto 
wpplytheproduct.Fmmw1llstop1ncrea5lngrupply1fthepnceisJustequalto 
themarginalccstofproduction,butforalltheoutputthatfirmshaverupplied 
uptothatpointtheyhaverece1vedapriceabovethecostolproduction. Thisis 
theproducer§Urplus;itisSOOW'nonademandoodsupplydiagrambythe 

triangleb{>tween the price line ood the supply curve 

4·joj M/.i:fi4Mht 
Usingadiagram,distinguishbetween 
consumersurplusandproducer 
surplu1>. 

Prices as rationing and allocative 
mechanisms 

f itnt!tfi·hH4 
Prices perform an important role in the allocation of resources in a market. The 
pricemechanism allocar.esresourcesbecaus.epricechangesactassignalsas 
the conditions of demand and supply in a market change. The Scottish 
economist Adam Smith {1723~90) argued chat prices in a market therefore 
acr.ed asan 'invis.ible hand' in allocating scarce resources. 

Prices also perform an important function in a market as a rationing mechanism. 
For example, if a producer has a limited capacity co produce certain produces, 
and if these products are expensive, this high price will have the effect of 
rationing demand. For example, in the case of exclusive brands of cars, which 
tend co be very exp{'nsive, the high price will limit demand to only those people 
who can afford co pay the high price of the cars. 

price mecha nis m: theoperationofdlangesinpric:esinamarkettoactas 
s.ignalstoproduc:erstoallocateresourcesi!Ccordingtochanges inoonsumer 
demand 

14 Analyse why price is so important 
in a market. 

Answer on p.154 

4'14 itiUi:fiiMBi 
Explain what Adam Smith meant when 
hereferredtotheprice mechanismas 
an'invisiblehand'. 
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3 Government intervention in 
the price system 

Externalities 
An extem ality arises if a third party is affected by the actions and behaviour 
of others. A third party can be regarded as someone who is not directly 
involved. An externality can also be described as a situation where there is 
a spillover effe ct . An external icy is external to a market transaction and so 
is not reflected in market prices. It can occur in relation co consumption or 
production. Ith a form of market failu re because if the cost or benefit is not 
reflecr.ed in market prices, it cannot be taken into account by all the parties 
involvedinacrans.action.Thaciswhychecostsorm'nefitsthatresulcfroms.uch 
acransaccionaffectachirdpartythatisnocdirectly involvedinthecrans.accion. 

externa lities: co,;tsOfbenefitsofeitherconsumptionorproductionwhichhave 
spilloverorthirdpill"tyelfectsthatarenotpaidlorbytheconsumerOfbythe 
producer 

thirdpa rty:individualsorgroupsthatareootthema.npartiesinatramaction, 
butarestillaffectedbyit 

spillover e ffect: theeffectofcertaindecisionswhichhaveanimpacton 
thirdparties,i.e.those\11/hoareneithertheproducersnortheconsumenofa 
partirularproduct 

market failure: amarketimperfectionwhichgivesrisetoanallocationofsc:arce 
resourreswhichisootasefficientasitmighthaveotherwisebeen 

i Candidatesneedtounderstandwhatismeantbya'thirdparty',i.e.someone 

I 

whoisnotdirectlyinvolvedintheconsumptionand/ortheproductionofa 
product.Thethirdparty,however,canstillbeaffectedindifferentwaysby 
consumptionand/orproductiondecisionstakenbyothers.Forexample,in the 
caseofpassivesmoking,apersonwhoisnotactuallysmokingacigarettecan 
bebadlyaffectedbytheactionsofothersaroundthem. Similarly,inthecase 

I i:i~ne~ ~~:~~c:;:;:~~:~: ;~1~:~~~:rpa;:r !~i~i~! :r!n:~~~~o::s~~ 

••~kMi~·!lllfr!,JE4=i~§fifiDll~·ltttllrJ._~~~~~~~~~~~~~~~---CII!(:) 
A po sitiveexterna lityreferstothebenefitthatcanbegainedbyathirdparty, 

i.e. someone who is not directly involved in a transaction. A positive externality 
can be seen in relation to either consumption or production. 

[ 
po~itive externa lity : theexternalbenefitthatmayocrurasaresultofan ) 

. act,on,bnng1ngsomebenefittoath1rdparty ..-

A positive consumption externality 
A positive consumpt ion ex t e rnality is where there is a beneficial sp illover 

effect on a third party arising from the consumption of a good or service. For 
example, the enjoyment provided by the views of private gardens. This can be 
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seen in Figure 1. MPB shows the marginal private benefit, but MSB shows the 
marginal social benefit. The equilibrium which cakes into account the marginal 

social benefit would be at quantity Q' , a greater output than would be the 
caseiftherewasonlymarginal privatebenefitatQ,becauseatthispointic 

is only the marginal privatebenefitchatisbeingtaken intoaccount,notthe 
marginal social benefit. The welfare gain from the equilibrium being where 

MSC crosses MSB, rather than MPB, is shown by the shaded triangle. ~~~;!VI 
l&J 

QQ' Qua nti ty 

Figure 1 Apositiveconsumptionexternality 

positive consumpt ion exte rna lity: anextemalitythataffectsthecom.umption 
s.ideofamarketinapositiveorbeneficialwi1-f 

A positive production externality 
A positive production externality is where there is a beneficial spillover effect 
on a third party arising from the production of a good or service. For example, 

ifafirmpurifiesitswasc.ewater,thiswillbebenefKialtoalocalfishfarminthe 
area. This can be seen in Figure 2. MPC shows a firm's marginal privac.e cost, but 

MSC shows the marginal social cost. This is lower than the MPC. The equilibrium 
should be at output Q' which is where MSC = MSB. The output at Q' is great.er 

than at Q. The welfa re ga in resulting from the extra output is shown by the 

shaded triangle. 

,.~:,':; ~ 

LLld 
Q Q' Qua nti ty 

Figure2Apositiveproductionexternality 

positive prod uct ion externa lity: anextemalitythataffectstheproduction 
sideofamarketinapositiveorbeneficialwi1-f 

welfare ga in: ooadditionalbenefitresultingfrommorebeingproducedina 
mari::et 

Externalities 0 



~•~· :! -~·=@li!4~Jttfu!i!· m!l·~tfitl .. ~~~~~~~~~~~~~~~-<CII!!(:) 
A negativeexternality referstothedisadvancagethatcanaffeccachirdparty, 
i.e. someone who is not directly involved in a transaction. A negative exr.emalicy 
can also be seen in relation co either consumption or production. For example, 
a third party might be negatillE'ly affected by the consumption of a loud music 
system by a neighbour. In terms of production, a third party might be negatillE'ly 
affected by pollution caused by a factory in the neighbourhood. 

[ 
n~ga.tive externality: the external. co,;t that may occur as a result of an i!Ction, } 

. bnngingsomed1si!dvantagetoa third party • 

A negative consumption externality 
A negative consumption externality is where there is a negative spillover 
effect on a third party arising from the consumption. For example, a person 
playing loud music chat irritates the neighbours living nearby. This can be se€n 
inFigure3.Anindividual'sappreciationofthemusiccanbeseenbyMPB,the 
marginal privatebenefit,butthenegativeeffectontheneighboursmeansthat 
MSB, the marginal social benefit, is lower than this. The equilibrium position 
for the person playing the music is at Q, where MPB and MSC cross, but the 
equilibrium position for the whole community, taking into account the negative 
effect of the loud music on the neighbours, is at Q' where MSC and MSB 
intersect. The welfare loss is shown by the shaded triangle. 

~~ 
o• Q Quantity 

FigurelAnegativeconsumptionexternality 

negative consumption externality: an extemality that affects the consumption 
sideofamarketinanegativeordis.advantageousway 

welfare loss: a situation which arises when MSC exreed1 MSB, leading to a 
sociallyinefficientallocationofresources 

A negative production externality 
A negative production exteroality is where there is a negative spilkNer effect 
on a third party arising from the production of a good or service. For example, 
a factory producing noise and/or air pollution. This can be seen in Figure 4. The 
marginal private cost, MPC, only takes into account the cost of production to 
the firm. The marginal social cost, MSC, takes into account the full social costs 
of the production. For the firm, the equilibrium position would be at Q but 
for the whole society the equilibrium position would be at Q' where MSC and 
MSB intersect. If output was at Q rather than Q' , there would be a welfare loss 
shown by the shaded triangle. 
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Q' Q Quantity 
per period 

Figure4 Anegativeproductionexternality 

negativeproductioneJ1ternality: anextemalitythatalfectstheproductioo 
sideofamarketinanegativeordisadvantageouswif'/ 

1 hplainwhatismeantbyan 
'externality'. 

Answer on p.154 

4'14 iti/.i,fii#O 
Makealistofthemaindistinc tions 
betweenthevarioustypesofeJ1ternality 
thatcanexistinaneconomy. 

Social costs and social benefits 
fdk&tJ2+ 

Socialcosts represencthetruecostofsomethingcosociety,i.e.theydonot 
only include internal or private costs, but also the external costs imposed on 
thewholesocietyasaresulcofanaction. 

socialcosts: the!.Umofprivatecostsandextemalcosts 

externalcosts:thecostsimposedonthirdparties 

Candidatesneedtodemonstratethattheyunderstandthatsocialcostsinclude 
both private costs and external costs. A common mistake is to confuse social 
costs and external costs. 

2 Definetheterm'socialcost'. 

Answer on p.155 

••a•~·Dll·l~mttttm·l!i·tt111._~~~~~~~~~~~~~~~~~C!I!(::) 
Social benefits represent the true benefit of something co society, i.e. they do 
not only include internal or private benefits, but also the external benefits that 
areadvantageoustothewholesocietyasaresultofanaction.Forexample,the 
additional income that is created in an area when a new business locates there. 
This will lead to an increase in spending in the community. 

socialbenefits: thesumofprivatebenefitsandexternalbenefits 

externalbenefits: theadvantagesgainedbythirdparties,notjustthe 
con!.Umerortheproducer 

Candidatesneedtodemonstratethattheyunderstandthatsocialbenefits 
includebothprivatebenefitsandexternalbenefits.Acommonmistakeisto 
confusesocialbenefitsandaternalbenefits. 

4'14 itilOirfi,HMO 
Makealistofsomeofthemainsocial 
costsandsocialbenefitsthatexistin 
your country. 

Social costs and social benefits @ 



Decision making using 
cost-benefit analysis 

t•iit#~·~ll!IM1fflm·=·~h~¥rtffi~-~-~ratt11:t-~~~~~~~~~~~~~~----,~ 
Cost-benefit analys is provides a framework where all the com and benefiu 

of an investment project can be analysed, not only private ones. It is a 
particular feature of major transportation projects, such as the building of a 
road, a runway or a railway line. Its key feature is that the full social coses and 
the full social benefitsneedcobetakenincoaccouncb€foreadecisioncanbe 

taken as co whether a particular investment project should go ahead or not. In 
chisway,chetruecostandbenefitcosocietycanbetaken intoaccountbefore 

a final decision is taken. The advantage of cosc-b€nefit analysis is that a wide 
view can be taken of a project by caking into account its full impact on an 
economy over a p('riod of time. 

cost-benefit analys is: ananalysisolaprojectwhichindude1avaluationofthe 
totalcost1andtotalbenefitsinvolved,i.e. includingprivateandextemalrosto; 
andprivateandextemalbenefits 

D€spicecheseadvancages.haweV€r,theprocessofcost-benefitanalysisd(}{'s 

faceanumberofproblems,ascanbeseen in Table 1. 

Table 1 Problemsofcost-benefitanalysis 

Cost-benefitanalysistakesintoaccountallcostsand 13 Explainwhatismeantby 
benefits,butnotallofthesewillhaveamarket 'cost-benefit analysis'. 

r-------,r:,';_\:e_b1~_;'_,~_:a;~rf_,1;_·~:~:o1_d1~_;ii~_"'_' '_' "_"'_'m_pos_ sib-1,._,o---f Answer on p.155 -----r-

Absence of market 

Need to use shadow 
prices,i.e.pricesthat 
are estimated rather 
than accurately 
calculated 

ln the absence of market prices, values will need to be ...,__ 

=i~::::::~~~! !c:::~:.:.~~:aj:;:~ b~t:~: or (@·i!!i4i!lli4l'!i4i!li.j,li!!i4]!jffil!f)f) 
an accident Contrastthemainadvantagesand 

The future Thecostsandbenefitsolanyproject,suchasthe 
buildingofaroadorarunway,willbespreadovera 
long period of time, so it will be difficult to compare the 
interests of present and future generations 

Di:scountedvalues Futurecostsandbenefitswillneedtobeconvertedinto 
presentvaluesthroughdiscountingfuturevalues,but 
thisisquiteacomplexprocess 

Spillover effects ltisrecognisedthataprojectwillhavespillOYereffects, 
but it may be difficult to establish what these are and 
how far they extend 

Political versus Cost- benefit analysis may produce a decision in favour 
economic decisions of a particular project, butitmaystillberejected 

because of political decisions 

disadvantages of using cost-benefit 
analysistodecideonwhetheran 
investmentprojectshouldgoahead. 
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Private and public goods 

4•~P~n!~mn11m;~.1~+~r-.-~~~~~~~~~~~~~~~~~~C!l!II(::) 
A private good is one which is consumed by an individual for their own 
privar.e benefit. This would apply co most produces in an economy. The key 
feature of a private good is chat there is rivalry in cons.umption, i.e. once a 
produce has been consumed by one pt>rson, it cannot b€ consumed by another 
because other people are ucluded from consumption. There is rivalry in such a 
situation because different consumers are in competition with other consumers 
to consume a particular product. Examples could include food and clothing. 

private goods: goodsthatareboughtandcoosumedbyindividuillsforthefr 
own benefit 

exdudable: a ~tuation that oa:ur.; with private goods in that when a product i1 
conwmedbyooeper500,allothersareexc:ludedlromit 

rivalry: rivalry in com.umption means that when a product is comumed by one 
person,itcannotbecomumedbyanother 

lt isimportan tthat candidatescanclearlydist inguishbetweenprivate 
goodsandpublicgoodslnthei r examinationanswersonthistopic.Thekey 
charac teristic ofaprivategoodisthatitinvolves riva lry,i.e.i t ispos.sible to 
excludepeoplefromthe consumptionofsuchagood. 

4·~@11m,im11r;~.~H~·t-1._~~~~~~~~~~~~~~~~~~C!l!II(::) 
In contrast co private goods, public goods are provided by society as a whole so 
that (".l{'ffOne can benefit from them. No one is excluded from benefiting from 
such products and consumption by one person does not prevent others consuming 
them. Examples could include street lighting, defence and the police. 

These produces need co be provided by the state or the public sector because 
it would m> impossible co exclude someone who had not paid if the products 
were provided in the private sector. This gives rise co the free rider problem; 
it would not be possible to provide street lighting through the private sector 
because it would m> impossible to exclude someone who had not paid. When 
such products are provided by the public sector, they are part of government 
expenditure and are financed out of taxation. 

In addition co being non-rival and non-excludable, public goods are also non­
rejectable. This means that even if a person did not want co be protected by their 
country's defence and police system, they would not actually be able co reject it. 

~ ds : goodsandservice1thatarepmvidedbythepublicsector, I ~;;;~~theywouldnotbeprmided 

non-rivalness (ornon-rivalry): wherethecom,umptionoloneproductdoes 

notpreventitsconsumptionbysomeoneelse 

non-excludability(ornon-excludable): wheretheconsumptionofaproduct 

by one person does not exdude others from consuming the s.ame product 

freerider: theideathatitwouldbeimpo,;sibletochargepeoplefortheuseof 
something because it would be virtually impossible to charge each person for the 
use of a product; this is why street lighting, for example, is provided as a public 
good rather than as a private good 

Private and public goods 8 



government expenditure: the total of all spending by a government 

non- rejectabili ty: a5ituationwhereindividualscannotactuallyabstainfromthe 
consumption of a public: good, even if they wanted to, e.g. an individual cannot 
rejectbeingdefendedbythearmedforcesofacountry 

i Whereasakeyfeatureofaprivategoodisthatitinvolvesrivalry,candidates 
I needto emphasiseintheir answersthata keyfeatureofapublicgoodisthat 
! itisnon-rival,i.e.itisnotpossibletoexcludepeoplefromtheconsumptionof 
I such a good. It is, therefore, non-excludable as well as being non-rival. 

Merit and demerit goods 

A merit good is a particular type of private good. Like other private goods, they 
are both rival and excludable, but what distinguishes a merit good is the fact 
that it would be likely co be under-produced and under-consumed if pr()',lided 

through the private sector as they generate positive externalities, with the social 
benefit from consumption exceeding the private benefit. This could be regarded 
as a market imperfection. 

A merit good has intrinsic benefits for an individual, but it also has external 
benefitstothewidersociety.Examplesincludeeducationandhealthcare.The 
problemisthatthereis informationfailure,i.e.theallocationofresourcesis 
sub-optimal because people lack full information. For example, people don't fully 
appreci.1te the value of a good education. Without government intervention, it 
is likely chat there would be market failure because merit goods would be under­
produced and under-consumed in the private ,ector. They are provided through 
the public sector, alongside private sector provision, so that those who could 
not afford to consume chem in the private sector would be able co do so in the 
public sector. 

meritgoods: productswhicharerivalrousandexcludablebut,iflefttoafree 
market, would be likely to be under-produced and under-consumed 

marketimperfections: theseocrurinanimperfectmarl:et,suchasaneedfor 
govemmentinterventioninamill"ket 

informationfailure: a5ituationwherepeoplelackthefullinformationthat 
would allow them to make the best decisions about consumption 

I 
Candidates sometimes get confused and describe merit goods as examples of 
public goods. Theyarenotexamplesofpublicgoods,butof privategoods.Like 
allprivate goods,theyarerivalrousandexcludable. 

~ 
i Candidates can also sometimes confuse a merit good with a free good, 

I ~:;~::r f:ae;:~~~u:~1:S.:~'.{1;:sg~:t~::t!;. fs
0

!~:~~~;;~~!~~~~ly 

I ~~::;i:t;;~~~~;ah~::~hf:e~~ ~~1:~~i~~~~:~~s~ ~hna; ::;~!~~~:I 
I demandatzeroprice,e.g.air. 

4 Distinguish between a private good 
and a public good. 

Answer on p.155 

4·14 MUi:Ei4Mhi 
Findoutwhichpublicgoodsexistin 
you r country. 
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4•d::iMli#it+t 
Demerit good s are the opposite of merit goods. Whereas merit goods 
would be under-produced and under-consumed in a free market, demerit 

goods would be over-produced and over-consumed in a free market. 
A demerit good is socially undesirable in some way. Examples include 

~~~~~l~n!~~k~:c~~lu:i~~~~!~:r~;r~tn;~:~::::i1~n~c!:~~;o~:;:ere ~!l!ll!l'lll'!!lml:.------1 
and over-consumed in the private sector. 

5 
~~~ti;~~~he~;~::i~ a merit good 

demerit goods: product1 which are rivalrou:s and exdudable which, if left to a 
free market, would be likely to be over-produced and over-consumed. The rnc:ial 
costsofproductionlconwmptionootweightheprivatecmts 

ltisimportantthatcandidatesclearlyindicatehowademeritgoodis 
fundamentally different from a merit good. Whereas a merit good is likely to 
beunder-producedandunder-consumed,ademeritgoodislikelytobeover­
producedandover-consumedinafreemarket.Thisisaconcerntosociety 
becauseoftheharmfulside-effectsofdemeritgoods. 

Answer on p.155 

Findoutwhatactionsthegovernment 
ofyourcountryistakingtoencourage 
the consumption of merit goods and 
todiscouragetheconsumptionof 
demerit goods. 

Examples of government intervention 

4&f f il::111::l·liHii·i:liMt 
One form of government intervention in an economy is to establish a 
maximum price in a market for a product which prevents the price rising 6 Explain why a maximum price 
above a specific level. The maximum price will need co be established might be introduced in an 
below the equilibrium price which would otherwise have established a price economy. 

resulting from the intersection of demand and supply. Examples could include Answer on p.155 
bread and rice, because without maximum price controls, the price of these 
could rise so high that poorer sections of a community would not be able 
toaffordthemandthiscouldhavedetrimentaleffectsontheirhealchand 
standard of living. 

maximum price controls: controls which establish a maximum price !Of a 
product;priceisnotallowedtori1eabovethisspecificlevel 

4•~P~nz-~1:1,,~-1~m~lffilE-~ttffltl· ~ .... ---------------~Cl!I!!(::) 
lflefttofree-marketforces,thereisalv,,,aysachancethatpriceswillfluctuate 

widely in those markets where there can be great variations in supply over a 
period of time. This is especially the case with agricultural markets. In such a 
situation, a government could inter\1€ne through what is called a buffer stock 
scheme. When supply is very high, the go\1€rnment purchases some of the stock 
and stops it from entering the market; the effect of this is to stop the price 
going too low. When supply is very low, the government releases some of this 
stock;theeffectofthisisrostopthepricegoingtoohigh. 

Examples of government intervention e 



price stabilisation: a !.ituation where a government intervenes to purchase 
stocksofaproductwhensupplyishighandtosellstocksofaproductwhen 
supplyislow 
buffer stock: a stock of a commodity which is held back from the market in 
timesofhighproductionandreleasedontothemarketintimesofla,vproduction 

In the case of a demerit good, a government could intervene in a market 
through taxation in an attempt co discourage consumption of the demerit good. 
For example, if expenditure taxes, such as excise dut ies, were placed on demerit 
goods co such an extent that the price was substantially increased, this woukl be 
likely to discourage the level of consumption of the demerit good. 

( extiseduties: anindirecttaxonexpenditure 

This can be seen in Figure S. MPB shows the marginal private benefit of the 
consumption of a demerit good, tobacco, but given the por.ential health 
dangers of smoking tobacco, the social benefit can actually be shown by MSB, 
the marginal social benefit. The equilibrium in a market without government 
intervention woukl be at Q where MPC (marginal private cost) is equal to MPB, 
giving a quantity Q. A gmernment, however, decides to intervene by imposing 
anindirectcaxsothatthesupplycurveshiftsupwardsbytheextentofchetax 
co Supply + tax. This gives an equilibrium output of Q'. 

S-•:(MK) 
' 

Demand 
{MPB) 

q• Q Quantity 
of tobacco 

FigureSTaxingtobacco 

Whereas in the case of a demerit good, a government will aim co intervene in a 
market to discourage consumption, it is the opposite with merit goods where 
a government will se€k co encourage consumption. This coukl be achieved 
through a subsidy. 

This can be se€n in Figure 6 in relation to a subsidy on museums. The original 
equilibrium, without government inr.ervencion, woukl have been at a quantity 
of Q and a price of P where MPC is equal to MPB. A museum, however, can 
be regarded as an example of a merit good and so if a government decides co 
encourage the number of people visiting museums, it could provide a subsidy 
shown by the vertical distance between Supply (MPC) and Supply with subsidy. 
The new equilibrium will produce a quantity of Q' and a price of P'. 

) 

4·14 ihiU,EiiMhi 
Outlinethemainadvantagesand 
disadvantages of a government 
interveninginaneconomytoinfluence 
prices of particular products. 
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Figure6 Subsidisingmuseums 

•·~·1m1tm~1-11,mu~n1·+1,i~u~,,~.1~,m;: ·m·!·m•~-!l·t!Bm11,mH:1t-----------cm() 

Examples of government intervention 8 



4 International trade 

Principles of absolute and comparative 
advantage 
International trade between countries is based on specialisation whereby one 
country is more efficient than another at producing a particular produce. This 
giws rise to two types of advantage: absolute advantage and comparative 
advantage. 

absolute advantage: a situation where a ro1mtry um produce a particular 
good using fewer resources than another country 

comparative advantage: asituationwhereacoontrymightbemore 
efficient at producing everything compared to another country, but where 
there would still be an advantage if it produced something that it was least 
bad at producing 

Absolute advantage refers to a situation where one country is able to produce 
a particular good with fewer resources than another country. As a result of this, 
the country will enjoy a cost advantage and this is why absolute advantage is 
often referred to as 'absolute cost advantage'. 

The reason for this advantage i1 that each country is endowed with a particular 
mix of factors of production and so one country may be more efficient than 
another country at producing a particular good. For example, a country in the 
Caribbean, such as Jamaica, would havt> an absolut.e advantage over the UK 
in the production of bananas because of the fact that the weather conditions 
would be much more favourable. 

t•iS~· iD::~1+m-1zzmB~111,.,m-t~·C!r.f~U!¥~T«»m ... ~~~~~~~~~~~~~~~~ 
The principle of comparative or relative advantage is different co that of 
ab10luceadvantage becauseictakesincoaccouncnotjusttheabsolute 
efficiency of one country compared to another, but its relative efficiency. 
This then allows a country to produce something in which it does not have 
an absolute advantage, but in which it is relatively good compared to other 
goods that it might produce. To put it another way, a country will specialise 
in the production of something in which its comparative disadvantage is leis 
than for another country. 

This can be se€n in Figure 1. Two countries, country 1 and country 2. have 
differentcomparativeadvantageswhichcanbeseenbytheslopeoftheir 
respective production possibility curves. Country 1 has a comparative 
advantage in the production of manufactured goods whereas country 2 has 
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a comparative advantage in the production of agricultural goods. At point 
A, if each country produced 20 units of manufactured goods and 20 units of 

agricultural goods. total world output with no trade would be at point B, i.e. 
there would be 40 units of manufactured goods and 40 units of agricultural 
good,. 

If, however, country 1 specialised on the production of manufactured goods 

and country 2 specialised on the production of agricultural goods. the total 
worki output with trade wouki be at point C with 60 units of manufactured 

goods and 60 units of agricultural goods. As a result of applying the principle of 
comparative advantage, total world output with trade would be greater than 

thesituationwithoutanycradetakingplace. 

Manufactured 70 - ----------­
goods 

60 a>cf« 
country1 

Figurel PPCsfortwocountries 

co 
Tot.Jlworklou!put 
with trade 

Agr ic ultural goods 

Figure 1 shows the situation where just two countries are trading with each 
other. This is known as bilat e ral t rade. Of course, in the real world, the 

situation is more complex than this, given the existence of mult ilate ra l trade. 

r 
bilate raltrade: wheretradetakespli!Cebetweentwocountries 

multilate ra ltrade: amorereali!i!icsituatKl!lwheretradetakesplilCebetween 
a number of countries 

glo ba li sation: the process whereby there is an increasing world market in goods 
andservices,makinganincreaseinmultilateraltrademorelikely.lthasbeen 
madepossiblebyanumberoffi!Ctor:s, indudingprogressintradeliberalisation 

exports: goods and/or services that are produced domestically in one country 

l '"'""'""'"~="''"' imports: goods and/or services that are produced in foreign countries and 
consumed by people m the domestK economy 

c:mmm, --------
ltisimportantthatcandidatescandemonstratetheirunderstandingofthe 
distinction between bi/a tern/ trade and multilateral trade. Economists use two 
countriesonproductionpossibilitycurvediagrams,butinrealitytradewill 
involvetheparticipationofmanymorecountriesintheworld. 

1 Distinguishbetweenabsolute 
advantage and comparative 
advantage. 

2 Distinguishbetweenbilateraltrade 
and multilateral trade. 

Answers on p.1S5 ~-4'i4MIOi:Ei4hffi@ 
Findoutasmuchasyoucanaboutthe 
tradingpatternsofyourcountry,both 
intermsofthecountriesinvolvedand 
thevariousproductsimportedand 
exported. 

4•~;t¥11--m1111111,l!!n1t1~u~,,m1¥~-nm&~1:1m+._----------------il:!I!!(::) 
The principle of comparative advantage is helpful in explaining how total world 

outputcanbeinueasedasaresultofspecialisation,butthereareanumberof 
real-world limitations. These include the following: 

Principles of absolute and comparative advantage @ 



• It is assumed that there are no transport coses invol\/€d in international trade, 
but this is unrealistic and transport costs may actually offset any cost advantages 
arising from the application of the principle of comparative advantage. 

• It is assumed that there are constant returns co scale and constant com 
ofproduccion,butitisalwayspossiblechacanincreaseinoucpucleadsco 
diseconomies of scale and a situation of rising com of production. 

• It is assumed that there is free trade between countries, but in reality there 
are many import restrictions which exist in different parts of the workl. 

• It is assumed that the benefits of international trade will not be affected by 
exchangeraces,bucmovementsinexchangeratescanhelpcomaketrade 
more or less advantageous co a country in the real workl. 

~ci·~a;+~ua1~n~m~r1~-m11111m+~1:~B1+~1,1-1~11t¥m·t·t~M~·a1tt1z-t·ttm·._~~~~~~~~--i~ 
The principle of comparative advantage is reflected in differences in opportunity 
cost. Workl trade will substantially increase if each country concentrates 
on producing the product(s) in which it has the lowest opportunity cost. 
lnternationaltradewillalwaysbebeneficialif chereisadifferenceinche 
opportunity cost ratios between countries and if each country specialises in the 
product in which it has the lowest opportunity cost. 

It is possible to appreciate the importance of opportunity cost in 
international trade through a trading possibility curve. This will show 
the extent co which output can be increased without the need for 
any additional resources. By specialising according to the principle of 
comparative advantage, countries will minimise the opportunity cost of 
production. When countries trade thei r surplus output, there will be more 
for everyone co consume in the world. 

trading possibility curve: ameans of5ha,vingtheadvantage1oftwo 
countrie1tradingwitheachothera1longa1theopportunitycostsofproduction 
are different 

t·~·nimu;maa;a1~-1mMD:f~-Bm11~1:mt1m-,~:\D·G~·==· crn!;,~,1~1:1H~H1illm·~Clttlaz-t·@m· ~,tttt~·11 .... ~~~~~~ 
Traditionally, economises have always focused on the principle of comparative 
advantage as the main explanation of trade flows. However, given the existence 
of the real-world limitations co the principle already discussed, economists have 
begun to look at other possible explanations and determinants of trade Hows. 
These include the following: 
• competitive advantage ~ this is the idea chat it is not so much 

opportunity cost chat is important, but the actual cost of production in 
different countries, e.g. the decision of multinational companies to locate 
production in particular countries co take advantage of differences in 
labour costs 

• factor endowment - differences in endowments of factors of production 
invariouscountriesarealreadyanelemencintheprincipleofcomparative 
advantage, but some economists have greatly stressed the significance of 
differences in the quality and quantity of factors of production betwl'{'n 

• government policy - a government may be concerned about the possible 
disadvantages of over-specialisation on particular products and so might 
decide co encourag€ a greater degree of diversification of production than 
mighcotherwisehavebe€nthecase 
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Arguments for free trade and motives 
for protection 

0411,,ii,id&liMiZTlt 
For many years, economists have messed the potential advantages of free 
trade for a country. These include the following: 

• worldoucpuccanbeincreased 

• resourcesareallocatedmoreefficiencly 
• consumers can have a wider range of produces to choose from 

• this can concribur.e to a substantial increase in economic growth 
• it will lead to an improved standard of living and quality of life 

A reduction in trade barriers will bring about a greater degrl'€ of free trade and 
thisprocessoftradelib€ralisationwillleadco tradecreation. 

free trade: tradewhichisnotrestrictedorlimitedbydifferenttypesofimport 
controls 

trade creation: theueationofnewtradeasaresultofthereductiooor 
elimination of trade barriers 

4ilti'Mflijirt1tl•Jiii:iff ift 
The World Trade Organisation was set up in 1995 co encourage free trade. le 
replaced another organisation which had previously existed since 1948 with the 
same purpose, the General Agreement on Tariffs and Trade (GATT). lcs head 
office is in Geneva, Switzerland, and it currently has 157 member countries. It 
has sought co regulate trade between countries through a series of discussions. 
The latest round of discussions has been the Doha Round and these have been 
taking place since 2001. 

WorldTradeOrganisation: anOfganisationsetupin 199Stopromote 
freetradeintheworldthroughthereductionoltradebarriers 

3 Explainthepurposeofthe 
World Trade Organisation. 

Answer o n p.1 SS 

-·~M~*Dii!&!~1,~rn~i~·IZi·Dit¥i!·mtt1,~ ... ~~~~~~~~~~~~~~--iml!II(::) 
Despite the undoubted potential advantages of free trade, economists 
emphasise chat there can be a number of motives in favour of protection. These 
include the following: 

• Infant or sunrise industries need protection, at lease as a temporary 
measure, to allow firms co be strong enough to compete with other already 
established firms. 

• Sunset or declining industries need to be protected, at lease temporarily, 
to give sufficient time for the factors of production to be transferred co 
alternative productive use. 

• A strategic industry may need to be protected, such as weapon production, 
becauseifnocacountrymaybevulnerabletoattackbyanenemy. 

Arguments for free trade and motives for protection e 



• Firms which sell produces that have been imported into a country may sell 
them not only cheaply to establish a market foothold, but at a price chat 
is actually below the cost of production; this is known as dumping and a 
country may decide to use protectionist methods to protect themselves 
fromsuch'dumping'. 

• A country may be expt>riencing a balance of payments deficit on current 
account. e.g. the value of the imports may exceed the value of thl.' exports, 
and so protectionism may b€ employed to try to overcome this deficit 
by restricting the imports coming into the country (such a policy will not 
overcometheunderlyingreasonforthedeficit). 

• Some protectionist methods, such as tariff>, raise revenue and so a 
government may use tariffs as a way of increas.ing its revenue. 

When trade barriers are established, it can lead to a process of trade diversion, 
i.e. a certain amount of trade will be lost as a result of the establishment of 
the barriers. 

infantindust ryargument: theideathatanewfyestablishedindustry~ould 
begiventimetoestablishit1elf;itwill,therefore,needtobeprotected,atleast 
temporarily 

sunrise industries: industrie1 that are new, or relatively new, and whidi are 
growingfast.ltisalsoexpectedthattheywillbecomeveryimportantinthe 
furue 

sunsetindustries: industrie1thathavepassedthe.rpeakandarenr:JNin 
decline,withnorealistichopeofrecovery 

dumping: thepracticeofsellingaprodoctatapricethatislessthantherostof 
prodoction 

trade diversion: whereacertainamountoftradeislo5tasarerultofthe 
imprn.itionoftradebarrie~ 

1

4 Distinguishbetweenasunrise 
industryanda5Unsetindustry. 

'----------------- Answer on p.155 ____.-

o:mm 
I Candidatesohenstatethatdumpingiswhereaproductissoldcheaplytogain 

I :~~;~n bt; :o::s~:~-;~o~~~:.
11
b~: ~~~~ ~~::'~~; :::~\~~~:'~ ;~::t~~le of 

I dumping.Fordumpingtotakeplace,theproducthastobesoldatapricethat 
~ lailstocover thecostofproduction. 

·~ I 

4'14 lbi-i,fiiMhi 
Summarisethemainargumentsforand 
against free trade. 

Types of protection and their effects 

t·~&~ffl1111lirt¥m·!@atDi~·t=*m'"=· iee·lMMMlllll·l!ljfjjjjjl!l~·~lll!Bm1m@1 .... --------~~ 
There are a number of different methods that can b€ used to protect domestic 
industrie>. These include the following: 

• tariffs - these are taxes or duties that are imposed on imported products; 
the effect is to make the import.ed products more expens.ive than they 
would otherwise b€ and this should lead to a reduction in the demand 
for them, although the actual effect will dep€nd on the price elasticity of 
demand for the imported product 

• quotas~ these arl.' restrictions on imports into a country in terms of the 
number of goods imported, the value of goods imported or the proportion 
of market share that they represent; the effect is that as there are fewer of 
them, less will be purchased by domestic consumers 
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• subsidies - these are payments by a government co a domestic firm co 
help it keep down the coses of production; the effect is that if the lower cost 
is passed on co cons.umers in the form of lower prices, the demand for them 
is likely co increase and make chem a more competitiwly priced product co 
compete with the imports 

• exchange controls - these are restrictions on the buying and selling of 
foreign currency; the effect is co make it more difficult co actually finance the 
purchase of imported produces 

• embargoes - these are complete bans on certain imported produces, a 
decision that is usually taken for political, rather than economic, reasons; 
the effect is co make it impossible co purchase imported produces from 
particular countries 

• administrative procedures - this is where the paperwork, or 'red tape', 
is made more difficult than it would otherwise be; the effect is to make it 
much more difficult co get the imported produces actually into the country 

tariff: ataxordutythatisimposedonanimportedproducttomakeitmore 
expensiveinthehopethatthiswillreducedemandfortheproduct 

quota: alimitontheimportedproductsthatareallowedtoenteracountry;a 
quota can be in the form of a limited quantity, a limited value or a limited market [ ,miimmmir,----1 
!.hare 5 Explainthedifferencebetweena 
embargoes:bansonimportsfrompartic:ularrnuntries. Theycaneitherapplyto tariff and a quota 
particularproduct1ortoallproduct1fromparticularcountrie1. They are usually 

An swer on p.155 

" 4'\oi ihiU,EiiMhi 
ltisimportantthatcandidatescandistinguishbetweenatariffandaquotoas 
thesetwoformsoftradeprotectionareoftenconfusedinexaminationanswers. 
Atariffreferstoataxordutythatisplacedonanimportedgood.Aquotaisa 
remictionontheimportofcertainproducts,andthiscanbebyquantity,value 
or market share. 

(*411'ilif iiG·Ui,IU1iZiilit+ 
In some situations, one country might be fearful that another country to which 
it is exporting may decide to impose protectionist barriers on chat trade, which 
couki have dramatic consequences on the exporting country's economy. To 
reduce the likelihood of s.uch import controls being established, the exporting 
countrycoukiestablishavotuntaryexportrestraint orrestriction,limicing 
the amount that the country could export. The idea is chat the other importing 
country would now decide against imposing import controls on the exporting 
country. 

voluntaryexportrestraints:adeci:sion,takenbyanexportingcountry,to 
voluntarilyrestrictitsexporuinthehopethatacountrythatitexportstowill 
decideagaimtimposingimportcontrols 

There are different forms of economic integration in various parts of the 
worki and it is important that these different types of integration are clearly 
distinguished. 

Outlinethemainadvantagesand 
disadvantagesofthevariousimport 
controls. 

Types of protection and their effects @ 



Free trade area 
A frei! trade area refers to a situation where a number of countries come 
together to trade fre€ly between each other, but where each of these countries 
maintains their own trade barriers with other countries outside the fre€ trade 
area, i.e. there is no common ext ernal t ariff barrier betw{'{'f) the member 

common external ta riff: where all of the countries in an economic organisation 
imposethesametariflwithothercountriesoutsideoftheorganisation 

A customs union refers to a situation whffe a number of countries come 
togethertotradefre€lybetweeneachother,andinadditiontothis,the 
countries establish a common external tariff against all other countries that are 
not members of the customs union. 

customs union: a group of countries which promote free trade between 
themselves, and which impose a common external tariff on imports from 

~ 
I Candidatesoftenconfuseafreetradeareawithacustomsunion.Bothtypes 

I
, ofintegrationencouragefreetradebetweenthemembercountries,butthe 

key difference between them is that in a free trade area the member countries 
i retaintheirowntradebarrierswithcountriesoutsidethearea,whereasina 
I customs union the member countries adopt a common external tariff with 

countriesouuidetheunion. 

Economic union 
An economic union refers to a situation which goes further than a customs 
union and which establishes a number of economic policies, rules and 
regulations which affect all the memb€r countries. An economic union may 
haveasinglecurrency,buticisnotnecess.arythacallmembercountriesagreeto 
usechatcurrency.Forexample,incheEuropeanUnion,thereare27countries, 
butonly17ofthemusethesinglecurrency. 

economic union: a group of countries which agree to integrate their economies 
asmuchaspossiblethroughvariousrules,laws,policiesandregulations 

I
i Latvia will become the 28th member country of the European Union in 2014 

andlithuaniaisduetobecomethe29thmembercountryin201S. 

Monetary union 
A monetary union refers co a situation where a group of countries come 
together and adopt a single currency. They may also adopt a number of 
common monetary policies co support the operation of that currer.cy. 

6 Distinguishbetweenafreetrade 
areaandacustomsunion. 

Answer on p.155 

[ 
monetary union: agroupofcountrieswh~decidetobfingtheireconomies \@·i4 j?4j.j,fi4fiffi@ 

'-'-'=_"'-""""- ~_ro_,_,h_~_, -"""- 'oo_,_, '-"-"'-''-"-'"_oc_, ____ ....,J :i~o~~u~;:~~~:~i~~~::~~ti:~~f~;~t 

I AnumberofcandidatesseemtobelievethatallcountriesintheEuropeanUnion 

i ~:~~~!~~~ ~~;:~~:~ ::0u:~: ~~:~ :: ~~~n!~i~t~a;~:h~ ~o~ue;~ 
' althoughitispossiblethatitmaydecidetouseitatsomepointinthefuture. 

trytodiscovertheimpactthatthishas 
hadonyourcountry'seconomy. 
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Terms of trade 
4C~""m·1®1:!l!lM~fflt¥ml, ~MDID::IM~ll~rtlffl3Zl·~·ttt-~~~~~~~~~~~~~--iC!II(::) 

The terms oftrade refer to the relative changes of export prices and import 
prices.lciscalculacedby: 

index number showing the average price of exports 
index number showing the average price of imports 

If, in one year, the terms of trade are equal co 100 and the import price1 rise 
by more than the export prices, the terms of trade will fall below 100. This is 
an unfavourable change because more exports will need co be sold to buy the 

same number of imports. 

However, if in another year, the terms of trade are equal co 100 and the import 
prices rise by less than the export prices, the t.erms of trade will be above 100. 
This is a favourable change because fewer exports will need to be sold to buy 
the same number of imports, assuming a situation of cet€fis paribus. 

Another confusion that candidates sometimes make is to regard a fall in the terms 
oftradeassomethingthatisunhelpfultoacountry'stradingposition.lnactual 
fact,afallinthetermsoftrademeansthatexportprices havebecomerelatively 
cheaperthanimportprices;ifthepriceelasticityofdemandforbothexporuand 

.... importsiselastic,thiswillhelptoimproveacountry'sbalanceoftradesituation. 

mmm ------------" Clll!llml'lll!lmll.----~ 
Candidates often confuse the terms of trade with the balance of trade. The 1 State the formula to calculate the 
termsoftradesimplyindicatetherelationshipbetweenchangesinthepricesof 
exporuandimports;theygivenoindicationofthechangesinthequantityor 

" valueofexportsandimportsthataretradedbetweencountries. 

terms of trade. 

Answer on p.155 

Components of the balance of payments 
The balance of payments is a record of the transactions that a country has 
with the rest of the world. It shows the payments and receipts arising from this 
internationaltrade.ltconsistsofthreeaccounts:thecurrentaccount,thecapital 
accountandchefinancialaccount. 

balanceofpayments: arerordofalltransactKl!lslinkedwithexportsand 
imports, together with international capital movements. It comist1 of the current 
acrount,thecapitalacCDUntandthefinancialacCDUnt 

4•ui~:ili!·~·ua/!i,~lfE·i!iZ+~l1~1:imt~~IGDlffll!·D®~·!H~:i!iil!l:llim¥tZ·~·iD::!H~:i!r+ ... ~~~~~~~C!II(::) 
The current account is made up of the following four pares.: 

• trade in goods - this is the balance of trade in t.erms of visible exports and 
visible imports (visible balance) 

• trade in services - this is the balance of trade in terms of invisible expom 
and invisible impom (invisible balance) 

• income - this is the nee income from investments (net investment income) 

• current transfers - this refers to transfers of money by governments and 
individuals; in the case of individuals, this could relate to gifts, charitable 
donations and money sent to, and received from, relatives who live abroad 

Components of the balance of payments @ 



currentaccountofbalance ofpayments: thi1ismadeupoffourelemenll 
-thetradeingoods,thetradeinservices,incomeandamenttransfer:s 

visible balance: this refer:s to the trade in visible goods, such as cars, between 
countries 

invisiblebalance: thisrefer:stothetradeininvisibleservices,suchasbanking, 
between countries 

net investment income: this refer1 to the net income that relates to 
investments, such as dividends on shares or interest payments 

currenttransfers: thisrefer:stothenetpaymentsbygovemmentsandprivate 
individuals, such as grants for overseas aid or cash remittances sent home to 
theirrr-Nncoontriesbymigrantworkers 

8 Explainthedifferencebetweena 
visibleandaninvisiblein relation 
tothecurrent account ofthe 
balance of payments. 

Answer on p.1S5 

t•u1~:1111+~u~J11m1,~-iia·~ll~:.~:1,m,~,aimtt1lll:®~1m-1:~iim1~11m1~¥t~-·~.,c,rnm,Di¥1 .. ~~~~~----CII!!(:) 
The capital account is that part of the balance of paymentl which records 
capital movements, in terms of assets and liabilities, into and out of a 
country. These could include physical assen s.uch as the purchase of land. 

capitalaccountofthebalanceofpayments: thisismadeupof 
transactionswherethereisatramferoffinancialassetsbetweenonecountry 
and another. Forexample, sucha financialassetcouldindudethepurchaseof 
aphy!.icalassetsuchas land 

4•ui~ttttl· ~ll~:fmi:~HmfDiEC-i~ii~ll~1i~Ull~1Galltt11· ~®~· fC-iCHi~im•~ii~¥iC· Z~,~:ilh~itl .... ~~~~~--il:II!!(:) 
The financial account is that pare of the balance of payments which records 
the capital inflows into a country and the capital outflows out of a country 
resulcingfrominvestments,suchaschebuildingof factories. 

There is a final part of t he balance of payments that needs to be mentioned. 
This is known as net errors and omissions. It is not always possible co 
identify all payments accurately and so there may well be some transactions 
chat go unrecorded: these are shown in the balance of payments as net errors 
and omissions. 

financialaccountofthebalanceofpayments: thisismadeupofthecapital 
inflowsandcapitilloutflowsresultingfrom investmentindifferentcountries 

neterrorsandomissions: thosetransactionsinthebalanceofpaymentsthat 
go unrecorded 
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-·~·mm-~tM!ll:tiiffll·!ll!l·Dttffll'l!ll·~ee:tim·~~~~~~~~~~~~~~~~4lilll(:} 
The balance of payments as a whole, or one particular part of ic, can have a 
deficit or a surplus. A deficit in the balance of payments means that the 
money going out of a country is greater than the money coming into the 
country.Ontheocherhand,asurplusinchebalanceofpaymentsmeansthac 

the money coming into a country is greater than the money going out of the 
country. The term 'deficit' or 'surplus' is therefore said to refer co the external 
balance of a country. 

deficit: a negative balance when expenditure exceeds income 

su rplus : a positive balance when income exceeds expenditure 

externalbalance: thebali1ncebetweenreceiptsandpayrnent1inrelatKlllto 
intemationaltransactionsbetweenonecountryandotherc:ountrie1inthewortd 

4'14 itilOi:fi,tMO 
Trytofindoutasmuchasyoucan 
aboutthecompositionofthebalance 
ofpaymentsofyourcountry. 

Components of the balance of payments @ 



5 Theory and measurement 
in the macroeconomy 

Employment statistics 

t•u1~um,1u;111-m1:11111;a.~,,,~11!a~1:mrn~n1tf\ia,ma1tt1~·1m~-~ttrttt1!l!llctttttt~·ml· ._~~~~~~~~~ 
The labour force refers to all the people in a country who are employed or 
who are looking for work. It is therefore both the employed people and the 
people who are unemployed. The lx>st way of defining it is the number of 
people in a country who are available for work. 

The size of a country's labour force dl.'pends on a number of factors, including 
the following: 
• the total size of the population 
• thebirthrace 

• thedeathrace 
• theschoolleavingage 
• the number of people who stay in full-time education after leaving school 
• theretiremencage 

• the availability and value of welfare benefits to cho,e who do not 
have a job 

• theavailabilityandcoscofchildcare 

• the attitudes in the society to women working 
• the star.e of the economy 

labourforce:thenumber ofpeople thatareavailableforWOO:inacountry 

amm 
[ Candidatesoftenseemtobel ievethattheterm'labourforce'onlyappliesto 
i thosepeoplewhoareemployed,i.e.tothosepeoplewhoactuallyhaveajob.lt 

I :~:·a~::~:·;l:d~ot only to those people who have a job, but also to those 

The working population 
Another way of expres>ing the number of people in a country who are available 
co work is to refer co the working population. 

There will always be some people who are coo young to work, or who stay 

on in education beyond the school leaving age, or who are too old, or who 

are too disabled. All these people determine the dependency ratio of a 
country. 

working population: the people in a country who are worl::ing or who are 
actively seeking work 

dependencyratio: theratioofthosepeopleinacountrywhoareunableto 
'NOl"l<.dividedbythosewhoareabletoWOO: 

Answer on p.155 

4'\oi ihi·irii4Mhi 
Findoutasmuchasyoucanaboutthe 
labourforceandthedependencyratio 
in you r country. 
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The participation rate 
The labour participation rate is an indication of the people in a country who are 
either in work or who are officially registered as unemployed. It gives an indication 
of the ext.ent co which the population of a country is economically active. 

participationrate : theproportionofthepopulationwhichiseitherin 
employmentoroffiriallyregisteredasunemployed 

4•m,~-·maD11m11~-1~1·mrt~M1111tfflm11t1~---------------~mll(::) 
Labour productivity is the measurement of the efficiency of labour in t.erms of 
the output per worker per period of time, such as 1 hour, 1 day or 1 weEk. 

The productivity of workers can vary for a numb€r of reasons. including 
differences in: 
• education • technicalknowledgt" 
• training • levelofcapitalavailable 
• skills • working methods and practices 
• exp€rience • motivation 

la bourproductivity: prodoctivitymeasuresthelevelofefficiencyintheuseof 
re50Urres.Labourproductivity,therefore,measurestheefficienc:yoflabourin 
terms of the output per per;oo per period of time 

ltisimportanttodistinguishbetweenproductivityandproduction.Candidates 
oftenconfusethesetwoterms.'Production'referstototaloutputfromresources, 
whereas'productivity'referstotheefficiencyofaninputintotheproduction 
process,suchaslabour. 

4•ffl@Mi11:M::iWJ::MH + 
Unemployment refers to the situation which occurs when people are able and 
willing to work, but are unable to find employment. 

unemployme nt: a situation where people who are able and willing to wOO:. are 
unable to find work 

2 Explainwhatismeantby 'labour 
productivity'. 

Answer on p.155 

@+i ihiU,Ei,hffi@ 
Chooseonetypeofproductioninyour 
country.Outline thedifferentwaysin 
whichtheproductivityoftheworkers 
inthisindustrycouldbeimproved. 

-·~·»ml~illli~iil+l·~l:i!1·~i@!·!·l·~i,ia,~.i¥!·!9~1\Cil~:\4D11:mM~·~:i@!lm· ·ZH~:i!i:~j --------~ml!(:) 
There is no one agreed method of measuring unemployment. This is significant 
because different W-.r-fS of measuring unemployment can give different results. 
Mose countries use one of the two following methods. 

The claimant count 
The claimant count is one method of measuring unemployment in a country. This 
is 'M'lere the number of people who officially regist.er as unemployed is count.ed; 
they register Mi that they are eligible co claim any benefits {kn<Mn as transfer 
payments) that the state may provide for those people who are unemployed. 

claima nt oount: the number of people who officiillly register as unemployed 

Employment statistics @ 



The labour force survey 
An alternative W-.r-f of measuring the number of people who are unemployed in 
a country is to take the claimant count and then add to it those people who are 

able and willing to work, but who haw not officially registered themselves as 
unemployed. This is known as a labour force survey. 

labour forcesu rvey: thiswillindudenotonlythosewhoareofficially 
registered as unemployed but als.o those who are available for wOfk but who 
havenotofficiallyregisteredthemselvesa1 unemployed 

i ltisimportantthatcandidatescandemonstratethattheyunderstandthere 
are two different ways to measure the number of unemployed people in 

I ~~:;~;~u~I~; ~s;h:n~:~:t ::h~~\~~:o:;~ ~ot~: ~=~:r::~:;~· 
I methods. 

3 Distinguishbetweenthetwo 
different methods of measuring 
thenumberofpeopleunemployed 
in a country. 

Answer on p.155 

f i:\9 11,M,,i@i,,M,iifiM,iii,tfi,lltM®tlWM,,M,I----GII() 
It is important to distinguiffi between the number of people who are 
unemployed in a country and the unemploym ent rat e. The of unemployment 

rate refers to the total number of people who are unemployed in a country 
divided by the labour force. 

Economists are interested in dis.covering patterns and trends in the rate of 
unemployment in a country over a period of time. It is useful to establish 

whether the trend is upward or downward; if it is upward, the government will 
need to devise appropriate policies to try to reduce the rate. 

) 
4·14 ihiU,fiitM@ 

Findoutaboutthepanernof 
unemploymentinyourcountry.lsthe 
trendinrecentyearsgoingupordown? 

General price level: price indices 

The general pr ice level of an economy gives an indication of the average 

price level of the various consumer goods and services in an economy at 

a given period of time. It is a way of measuring the cost o f living in an 
economy. 

The general price level in an economy is measured through the use of an index. 

gene ra l price leve l: theaveragelevelofpricesofallcoosumergoodsand 
servicesinaneconomyatagivenperiodoftime 

costofliv ing: thecostofaselectiooofgood1andservicesthatarecon1umed 
by an average household in an economy at a given period of time 
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There are a number of different price indices chat can be used to measure 
changes in the cost of living in an economy over a period of time, but the two 

most common ones are the consumer prices index (CPI) and the retail 
prices index(RPI). 

consumer prices index: a WWf of meawring changes in the prices of a number 
of ronsumer good1 and 5ervices in an economy over a period of time 

re ta ilprices index: anindex,justlikethecoosumerprice1index,which 
measures changes in the prices of a number of goods and 1ervices in an 
erooomy CNer a period of time, but it includes a number of items that are not 
indudedintheCPl, 1ucha1theco1tsofhousing 

There are a number of stages involved in the construction of a price index, as 
Table 1 indicates. 

Tablel Theconstructionofapriceindex 

Ba!.l::et of goods and services A selection of a number of goods and services is included in a representative basket; the 
number of items is often around 600. 

Household expenditure A survey is carried out, uwally every month, which monitors changes in the prices of these 
- ~and services 

Weights An index is constructed to show the changes in these prices, but it is recognised that some 
items are more important than others; these differences in importance are reflected in 
weightsthataregiventothedifferent itemsintheba!.l::et. 

Base year To show the changes in the general level of prices a.er a period of time, a starting point is 
chosen;thisiscalleda baseyea r andisgivenavalueof 100. 

Calculation of the index figure The percentage change in price for each item is then multiplied by its weight and this will 
givetheaveragechangeintheindex;thisisusuallycakulatedeachmonthandshowsthe 
changeinthegeneralpricelevel,a.ertheprevious12months 

~theitemsinarepresentativesilmpleofgoodsandservicesbought I by ~1e in an economy will not au be of the x1me importance; we.ights are 
g1ventoeachofthe1temstoreflecttherelat1ve1mportanceofthedifferent 
componentsintheba!.l::et,andsoapriceindexinvolvesaweightedaverage 

baseyear: ayearchosen1othatcomparisonscanbemadeoveraperiodof 
time;thebaseyearforanindexisgivenavalueol100 

householdexpenditure: awrveyistakenonaregularbasis(uwallyevery 
mooth)torerordchangesinthepricesofaselectionofgoodsandservicesthat 
constitutes a representative basket 

sampling: the use of a representative sample of goods and services consumed in 
aneconomytogiveanindicationofchangesinthecostolliving 

Money and real data 
It is important co distinguish between nom inal value and real value. 

The nominal value of a given sum of money does not cake into account the 
effects of inflation. No allowance at all is made for inflation. 

The real value of a given sum of money, however, shows the value after the 

effectsofinflacionhavebe€nremoved.Thiscanbeachievedwichapriceindex 

byexpressingthedacaatconscantpricesusingabaseyear.Thismeansthatche 
value of money is calculated by assuming that the prices of goods and services 

in an economy have not changed and have remained constant. 

4 What is meant by 'weighting' in the 
constructionofapricesindex? 

Answer on p.155 
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An example of nominal value is if a person receives a wage rise of 8%. An example 
of real value is if, at chat time, inflation is 7%; this 7% has co be subtracted from 
the 8% so chat the real value of the wage increase is 8% ~ 7% = 1%. 

nominal value: the value of a sum of money without taking into ilCrount the 
effect of inflation 

real value: the value of a sum of money alter taking into ilCcotmt the effect of 
inflation,i.e.theeffectsolinflationhavebeenremoved 

Aggregate demand (AO) 
and aggregate supply (AS) 

Aggregate demand refers to the total demand for all the goods and services in 
an economy. There are four sources of this demand: 

• cons.umerspending 

• investment by firms in machinery, equipment and plant 

aggregate demand: the total amount that is spent on an economy's goods 
andservire1overagivenperiodoltime;itismadeupolfourelement1-
consumption,investment,governmentspendingandnetexports 

The aggregate demand curve slopes downwards from leh co right. This can be 
seeninFigure1.lfthereisachangeinthepricelevel,chiswillcauseamoV€ment 
along the AD curve. 

Real output 

Figure 1Anaggregatedemandcurve 

If there is a change for any reason other than price, however, the AD curvt' will 
shift.lfthereisanincreaseinaggregacedemand,checurvewillshiftcocherighc. 
This can be se€n in Figure 2 (from AD0 to AD1i If there is a decrease in aggregar.e 
demand,thecurvewillshifttotheleft. 

5 Distinguish between 'nominal' and 
'real'data. 

Answer on p.1SS 

4·14 ihi-i,Ei,Mhi 
Consider why itisimportant to 
dist inguishbetweennominalandreal 
data. 
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,, ,, ·~ ADo 

YoY1 Real 
output 

Figure2 Ashifrinaggregatedemand 

emw+B1111aa 
The short-run aggregate supply curve slop{'S upwards from left co right. This 
canbeseeninFigure3.lfthereisachangeinchepricelevel,thiswillcausea 

movement along the AS curve. 

"'°Ill -llJ 
Real output 

FigurelAggregate5Upplyintheshortrun 

aggregatesupply:thetotaloutputthatthevariou1finminaneronomyare 
ableandwillingtosupplyatdiflerentpricelevelsinagivenperiodoftime;it 
indudesbothrom,umerandcapitalproducts 

If there is a change for any reason other than price, however, the AS curve will 
shift.lfthereisanincreaseinaggregacesupply,thecurvewillshifttotheright, 

as can be seen in Figure 4 (from AS0 to AS1). If there is a decrease in aggregate 
supply,thecurvewillffiifctotheleft. ,~.[~ 

-~ 
Real output 

Figure4 Ashiftinaggregatesupply 

In the long run, howE.".'er, the shape of the AS curve will change. Ac low leV€ls of 
output, the AS curve can be horizontal, indicating chat it is perfectly elastic. Ac 
high levels of output, the AS curve can be vertical indicating chat it is perfectly 
inelastic. lndE'N, 10me economists argue chat the long-run AS curve is perfectly 
inelastic to indicate that an economy will operate at full capacity. 

up aggregate demand. 

Answer on p.155 

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



Interaction of AD and AS 
Equilibrium is determined 'M"len AD and AS intersect. This can be seen in Figure S, 
where the equilibrium price le\1€1 is P and the equilibrium real output level is Y. 

~~ 
Y Rea l 

output 

FigureSMacroeconomicequilibrium 

This equilibrium position will not necessarily be at the full employment level 
for an economy. This can be seen in Figure 6. The equilibrium where AD' 
crosses SAS (short-run aggregar.e supply) is at price p• and real output Y; at 
this point, the macroeconomic equilibrium is at full employment. Howewr, the 
equilibrium where AD1 crosses SAS is at price P1 aod real output Y1; at this point, 
the equilibrium is below the full employment level in the economy, so there is 
surplus capacity. 

,,;,.~ = leve l 

,. 
P, AD" 

AD, 

Y1r Real 
output 

Figure6 Wi llmacroeconomicequi librium 
beat full employment! 

Figure 7 shows the equilibrium position in relation to long-run aggregate supply. 
Asindicatedabove,aggregar.esupplyisinitiallyelastic,butasitgetsnearerto 
the full employment level, shown by r, it becomes increasingly inelastic until it 
evt>ntually becomes perfectly inelastic when the full employment (r) level of 
output is eventually reached. 

lS[] 
YY' Realoutput 

Figure7Macroeconomicequilibriumrevisited 

It is important to recognise that the equilibrium of AD and AS will not 
· necessarily be at the full employment level of an economy. 
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6 Macroeconomic problems 

Inflation 

lnflat ion referscoasituationofariseinthegenerallevelofpricesinan 
economy over a p€riod of time. 

infla ti on: a general increase in the average level of prices in an economy oYer a 
period of time 

amm,··--···--··----~-
Candidatesneedtoreali5ethatitisnotnecessaryforallpricesinaneconomy 
toberisingtoconstituteasituationofinflation.ltisoftenthecasethat,at 
anyonetime,thepricesofsomeproductswillbefallingwhilethepricesof 
otherproductsarerising.Whatisimportantinaninflationarysituationisthat 
thegenerallevelofpricesonthewholeisrising. 

Degrees of inflation 
lnflacion,ashasbeen scated,isasituacionofrisingpricesinaneconomy,but 
there are varying degrees of inflation. In many economie~ the gollE'mment 
aims to keep the rate of inflation down co, say, about 2%, but in some 
economies a rate of inflation of, say, 4% or 5% would not be regarded as a 
major problem. 

In some economies, however, the rate of inflation has been significantly 
higher than this. In some cases, countries have exp€rienced a rate of inflation 
of over 1,000%. Germany in the early 1920s, Hungary in the mid-1940s and 
Zimbabwe in the mid-2000s are three examples of countries which have 
exp€riencedexcessiverate1ofinflationinthelast100years. 

ltisnotinevitablethatacountrymuscalwaysbefacedwithinflation.ltis 
possiblethatacountrycouldexp€rienceasicuacionof deflation,orfalling 
prices.Thishashapp€nedinJapan inrecentyean. 

defla tio n: ageneraldecreaseintheaveragelevelofpricesinaneconomy 
over a period of time. Deflation can also mean a reduction in the level of 
aggregatedemandinaneconomy,incontra5tto refl ation whichmeansan 
increaseinthelevelolaggregatedemandinaneconomy 

Candidatescansometimesconfuseinflationanddef/ationintheir examination 
answers.ltisimportanttoclearlydistinguishbetweenasituationofinflation, 
whichreferstorisingprices,andasituationofdeflation,whichrefersto falling 
prices. 

Answer on p.1S5 

Oistingui5hbetweeninflationanddeflation. 

Inflation@ 



.i1~~~·m1;11~· 11en~,ij~-nm&~u,-~~~~~~~~~~~~~~~~~~ 
Economists have distinguished b€tween different types of inflation. 

Creeping inflation 
When the rate of inflation in an economy is relatively low, say about 2%, and is 
reasonably stable over a period of time, the situation is one of creeping 
inflation. 

Accelerating inflation 
Accelerating inflation is a situation where the race of inflation in an 
economy is getting significantly higher and is becoming a major problem 
in the economy. 

[ 

accelerating.inflation:asituationv,+.ere_therateofinflationi5rising,S<fflro-n5% } 

_ to25%,oodr.;beginningtobecomeasenousprobleminooerooomy • 

Hyperinflation 
It is difficult to b€ precise as to exactly when an economy has reached a 
situation of hyperinflation, but it is generally where the rar.e of inflation has 
reached such a high levt'I chat it affects confidence in the economy. It may lead 
co the collapse of a country's currency. For example. the rate of inflation in 
Germany reached over 20,000% in 1923, leading co the replacement of the 
currency. In Zimbabwe, the rate of inflation reached over 230 million% in 2008, 
and this caused many people co move away from the Zimbabwe dollar to the 
US dollar. 

hyperinflation: a ~tuation where the rate of inflation JS beroming very high, 
SJtOVer100%,andisdamagingconfidenceinthecountry'seronomy 

I Candidatesshouldunderstandthatitisnotpossibletogiveaprecise 
i percentagefiguretoindicatewhenasituationofhyperinflationexistsinan 
\ economy. 

Oneparticularfeatureofahighrateofinflationiswhatarecalledshoeleather 
costs. This term is used to refer to chose people who prefer to hold only a small 
amount of money at any one time and so ne«i to make more visits co a 
financial institution to obtain cash. Such coses can be regarded as 'search costs' 
chat come about as a result of the state of inflation in an economy. 

Another feature of a high rate of inflation is what are called menu costs. 
lfacouncryisexperiencingahighraceofinflation,itmeanschatpricesare 
concinuousJychanging.Havingcoalcerchepricesagainandagain involves 
time and expense. 

shoe leather costs: in a ~tuationofveryhigh inflation, people need to ensure 
that their money JS gaining interest and so will be less inclined to have large cash 
deposits . Thesecostsare,infact,1earchcoststhatarecausedbythehighrateof 
inflation in an economy 

menu costs: the costs of continually having to change the prices of goods and 
servicesasarewltofaninflationarysituation 

2 Explainwhyhyperinflationissucha 
serious problem. 

3 Explainthedifferencebetween 
menucostsandshoeleathercosts. 

An swers on p.155:i......r-
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4¥\itiiJ.itffliMiMi 
There are broadly four possible causes of inflation: demand-pull, cost-push, 
monetary and imported. 

Demand-pull inflation 
One cause of inflation is a situation where there is coo much demand in an 
economy, i.e. aggregate demand is greater than aggregate supply. Where an 
economy is at a situation of full employment, and an increase in demand cannot 
bemetbyanincreaseinoutput,thegeneralpricelevelwillrise. 

( 
demand-.puu inflation: a rise in the general level of prices in an economy, } 

. caused pnmanly by too much demand for products _ 

Cost-push inflation 
Whereas demand-pull inflation is essentially brought about from the demand 
side, cost-push inflation is due to the increase in the coses of production 
that are passed on co cons.umers in the form of higher prices. Labour costs, for 
example, could rise significantly, forcing firms co raise the prices of produces. 

There is also an element of ant icipated inflat ion in relation co labour 
costs. If inflation is anticipated or expect.eel, workers will build this into their 
wag€ demands. It is therefore possible chat the anticipated inflation actually 
concribur.escocheinflation.lnsuchasituacion,inflacionbecomesself­
perpecuatingandaself-fulfillingprophecy. 

Inflation can also be unanticipated; this is the difference between the actual 
race of inflation in an economy and the anticipated or expected rate of 
inflation. 

cost-push inflation: ariseinthegenerallevelofpricesinaneconomy,caused 
primarilybyas.ignificantriseintherost1ofproduction 

anticipatedinflation: theexpectedfuturerateofinflationinaneronomy 

unanticipated inflation: the actual rate of inflation in an eronomy minus the 
anticipatedorexpectedrateofinflation 

Monetary inflation 
This explanation of the cause of inflation is also from the demand side, but it 
stresses the importance of an excessive increase in the money supply making 
suchanincreaseindemandpossible. 

Monetary inflation is closely associated with the Monetarist perspective on 
economics, which stresses the importance of the quant ity theory of money. 

monetary inflation: a rise in the general level of prices in an economy, caused 
primarily by too much money in an economy 
quantity theory of money: the idea that MV: PT where Mis the money 
stock, Visthevelocityofcin::ulation,PisthegeneralpricelevelandTi1the 
volumeoftransactions.ThistheoryisactuallyanidentitybecauseMV.which 
representstotalspendinginaneconomy, mustnecessarilyequalPT,which 
representsthetotalaroountofmoneyreceivedforproducts.ltisas!.Umedthat 
VandTareconstant,and!iDthetheoryputsfOf'Nardtheideathatchangesin 
thepricelevelinaneconomyaredirectlyproportionaltochangesinthemoney 
!.Upplyin theeconomy 

velocity of circulation: the average number of times one particular unit of money is 
useda-Jefagivenperiodoftime 

4 Distinguish between 'demand-pull' 
and'cost-push'inflation. 

Answer on p.156 

4·MM/.rf,Mi@ 
Outlinewhatismeantby'thequantity 
theory of money'. 

Inflation@ 



Imported inflation 
This explanation of the cause of inflation is from the supply side, but it 
emphasises the increase in the costs of imports in particular. This can either be 

in the form of imported raw mar.erials and component pares that are used in 
do mestic production or the higher prices of imported finished goods. 

[ 
impo rted infl~ti~~: a rise in the .generill .level of prices in an economy, caused } 

. pnmanly by as.gnificant1ncrea1e1nthepnceof 1mports ,.. 

ltiscertainlythecasethat inflacionhasanumberofnegativeconsequencesfor 

an economy, but it should also be recognised that it is possibll.' chat inflatio n can 
have some posit ive consequences. Table 1 indicates the main consequences of 

inflation for an economy, both positive and negative. 

Table 1 Thecon~uencesofinflationforaneconomy 

• The purchasing power of a given !;Um of money will fall, i.e. it will be • A relatively low rate of inflation, caused by an 
abletobuylessinrealterms increaseinaggregatedemand,couldleadto 

• A country's exports will become unoompetitive, although the effect of people feeling more optimistic about future 
this will depend on the rate of inflation in one country compared to that economic prospects 
in another. • lfpricesrisebymorethancosts,thiswillhelp 

• There will be a redistribution of income, with some people adversely to increase the profits of firms, as.suming that 
affected, e.g. those on fixed incomes, and creditors (people who lend demand is price elast ic . 
money) unless the loans are index linked to the rate of inflation. Savers • Redistribution of income may work in favour 
will also be negatively affected, unless they can find a savings account of some people in an economy, such as 
with a rate of interest that is greater than the rate of inflation bommers; inflation will make the debt les.s 

• Menucosts,i.e. theneedtokeepchangingthepricesthatarebeing inrealterms.Thismayenc:ouragepeopleto 
advertised for various products, can be expensive and time consuming spend more, improving thefr standard of living 

• Shoeleathercosts,i.e.theneedtocontinuallysearchforthebest • lftherealoostofdebtisreduced, but the 
possible returns to try to keep ahead of inflation, also involve extra time price of property rises in line with inflation, 
and effort propertyownerswillbenefitsignificantly. 

• Uncertainty in investment, i.e. some firms may be reluctant to plan • If firms experience an increase in their 
investment as inflation creates a great deal of uncertainty in an profits, they may be encouraged to 
economy. expandandthiscouldleadtoareduction 

• A situation of fi scal dra g can occur if tax allowances are left in unemployment (although high 
unchangedinaninflationarysituation;morepeoplewillbecaughtin inflationcanalsobeassociatedwithhigh 
the'taxnet'. unemployment,asituationknownas 

fisca l drag: the idea that more peoplewillbedraggedintothe 'tax net' in a 
situationofinflationifthetaxallowancesarenotincrea5edinlinewiththerate 
of inflation 

stagflation: asituationwhereaneconomyisexperiencinghighinflationandhigh 
unempla)'ment at the same time 

It sho uld be clear, therefore, chat the overall effect of inflation will depend o n a 

numb€roffactors. Theseinclude: 

• whethercheinflacionisanticipacedornot 

• theexcentoftheincreaseinprices 

• whethercheinflationrar.eisacceleratingor stable 

• theextenttowhichother countriesareexperiencinginflacion 

aimm, 
I ~:~t:e~:~ :~:i~~~:~~~=i::

1~:~:~:~;i~: ~~~:n::~:;:n 
I under.1tandingofthefactthattheeffectsofinflacioninanyparticularcountrywill 

dependonanumbercipoMiblefactors. 

stagflati o n). 

5 Explainwhatismeantby 
'fiscal drag'. 

Answer on p.156 

4·14 ihiU,EiiMhi 
Consider whether the positive 
consequences of inflation outweigh 
the negative ones. 
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Candidatesoftenassumethatinflationcanonlyhavenegativeconsequences, 
butitisimportanttorealisethattherecanbewinners,aswellasl<>5en,asa 
resultofinflation.lfanexaminationquestionrequirescandidatestodiscussor 
evaluatetheconsequencesof inflation,ananswershouldincludereferenceto 
boththepossiblepositiveondnegativeconsequences. 

Balance of payments problems 

4=ffif i,iii·ii¥fl,,ii,IH+l111Mllil11::Fl:!IGIH+l111M,Jil11,, 
'Balanceofpaymencsequilibrium'referstoasicuationwherethedeficicsand 
surpluses of a country are cancelled out, both in a gi\1€n year and over a period 
oftime.Forexample,acurrentaccountdeficitcouldbecancelledoutbya 
financial account surplus. 

'Balance of payments disequilibrium' refers co a situation wh€fe a country is 
experiencingapersistentdeficitorsurplusoveraperiodoftime. 

The International Monetary Fund (IMF) exists to help countries with a 
persistent deficit. It can provide a loan to a country which will help it co finance 
the deficit in the short t.erm. This will hopefully allow time for economic policies 
toimprovethesituationinchelongcerm. 

lnternationalMonetary Fund: setupin 1944topromoteintemationaltrade 
through~chmeasuresasprovidingfinancialsupportintheformofaloan 
whichwillhelpacountrytoovercome,oratleastreduce, adeficitinthebalance 
of payment,;. It now has 188 member countries 

f i,i4¥11H4J.ii®fi,iii·ii@i,,M,1¥1-IH+l111M·lil11:: 
There are a number of possible reasons why a country might be experiencing a 
p€rsistent balance of payments disequilibrium. In relation to a persistent deficit, 
reasons could include the following: 

• The foreign exchange rate could be too high, causing exports to be more 
exp€nsive than they should otherwise be; if demand for these exports is 
priceelastic,thiscouldhaveasignificanteffectonthebalanceofpayments. 

• Consumers in a country could have begun co increase their demand for 
import.ed products. i.e. as incomes have risen, there has been an increase in 
the marginalpropensitytoimport. 

• A country could have borrowed funds from other countries to finance 
development projeccs,buttheseprojeccsha\1€notbeenassucces.sfulas 
had been anticipated and yet the debt still has cobe paid off. 

marginal propensity to import: the proportion of an increase in income that 
isspi'ntonimportedproclucts 

lnexaminationquestionsonbalanceofpaymentsdisequilibrium,candidates 
tendtoassumethatitcanonlyapplytoadeficit.However,itshouldbe 
rememberedthat itispossiblethat acountrycouldexperience apersistent 
~rplus,suchashasbeenthecasewithChina. 

6 Explaintheroleofthelnternational 
Monetary Fund. 

Answer on p.156 
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4•u1~u111+m1:1u:+~1·=rn~:1m1:,,m.~1,~®m- mH~:1m;;z.~1,n+t1-!~,~u:;~,1¥mt~·m1@1a~·t~·11~"l·hCt1~1:~,.,_~~~~~ 
Balance of payments disequilibrium will affKt a domestic economy in various 
ways.Theseincludethefollowing: 

• There will be an increase in unemployment if there has bero a decrease in 
the demand for exports and an increase in the demand for imports. 

• There will be a reduction in business confidence, leading to a fall in the level of 
investment in the domestic economy. 

• If corrective action is taken in an attempt to reduce, and hop€fully 
eliminate, the disequilibrium, consumers will either have a restricted range 
of imported produces co choose from (if quotas have been introduced) or 
will have co pay much more for the imported products (if tariffs have b€en 
introduced). 

• This increase in prices could haw an inflationary effect on the economy. 

The di,equilibrium in the balance of payments will also haV€ an effect on the 
external economy: 

• There is likely to Ix> a moll€ cowards greater protectionism in the 

inr.ernational economy, reducing the extent of the tx>nefics that would 
otherwise have been obtained. 

7 Analysehowabalanceofpayments 
ofdisequilibriumcanaffectan 
economy. 

Answer on p.156 

Fluctuations in foreign exchange rates 

A fo re ign exchange ra t ereferstothevalueofonecurrencyin relation 
to another. It is the price of one particular currency expressed in terms of 

another. 

The usual way to express the value of one currency in terms of another is 

through a nominal exchange race. However, this will not cake into account 
the purchasing power of a nominal sum of one currency in relation to the 

purchasingpowerofanochercurrency. ltisforthisreason chat exchange 
rates are o ften expressed in terms of pu rchas in g power pari t y, i.e. by 

taking into account price levelsindifferentcouncries,exchangeratescan Ix> 
adjusted so as to give a more accurate comparison of the purchasing power 
of currencies. 

fo re ign exchange: thefoft'1gnrurrencythatisusedinothercountriesa1a 
mediumofexdiange 

Fo rex (o rFore ign Exchange)Market: thecomingtogetherofbuyersand 
sellersofrurrenc::iestoestablishaprice 

purchasingpowerparity: thevalueofarurrencyintermsofwhatitwouldbe 
abletobuyinothercountries 

amm 
I Candidatesneedtodemonstrateaclearundemandingoftheconceptof I purchasing power parity. This concept is important because it enables the 
, purchasingpowerofacurrencytobeestablished by taking into account 
! differentpricelevelsinv.iriouscountries. 

8 Whatismeantbytheterm 
'purchasing power parity'? 

Answer on p.156 
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Another way of expressing changes in an exchange rate is co relate it to 
changes not in one other currency, but in a number of other currencies. 

These different currencies are weighted to cake into account their importance 
in international trade. As with other indices, a base year is selected and given 
a value of 100. The trade-weighted exchange rate canalsobecalledthe 
'effective exchange race'. 

( 
trade-weightedexchangerate:a wayofmeasuringchanges.inooexchange 

. rateintermsolawe.ghtedaverageofchangesmothercurreoaes 

t•u1~ttt1·~·t1~,m;1;.~,,~1:;;;~ttfflili~· ll!l·ldfll!D,f~-1:1mm1a&~-1eem-:»-~~~~~~~~~~~II!!!(::) 
Exchange rar.es can be determined in a number of different ways, but the three 
most common Wif'/S are floating. fixed and managed noac. 

Floating exchange rate 
A floating exchange rate is one that allows the value of a currency to be 
determined by the forces of demand and supply in an economy, just like the 
priceofanythingelseinafreemarket. 

This can be se€n in Figure 1. The demand for a currency is determined by the 
demand for a country's exports that leave the country and the supply of a 
currency is determined by the demand for the imports which come into the 
country. The vertical axis shows the price of UK£ in USS and the horizontal axis 
shows the quantity of UK£. The equilibrium is established where demand and 
supplyintersect,i.e.atapriceof PandaquantityofQ. 

o:~,;~Y '"""" 
~ 

Q UK£ 

Figure1Thepriceofsterling 

When the value of a noating exchange rate goes up, it is known as an 
appreciation. 

When the value of a noating exchange rate goes down, it is known as a 
depreciation. 

floatingexchangerate: anexchangeratethatisdetermined,likeanyother 
price, by the mari::et forces of demand and 5Upply 

appreciation:theriseinvalueofacurrencythatisfloating 

depreciation:thefallinvalueofarurrencythatisfloating 

Fixed exchange rate 
Whereas a floating system allows exchange rates to be determined by the forces 
of demand and supply in a free market, a fixed ,ystem is where exchange rat.es 
aresecataparcicularlevelbyagovernmenc. Theyarenotdeterminedbythe 
forces of demand and supply. The central bank of a country will continually buy 
and sell the currency in order to maintain its value. 

When the value of a fixed exchange race goes up, it is known as a revaluation. 

Fluctuations in foreign exchange rates @ 



When the value of a fixed exchange rate goes down, it is known as a 

devaluation. 

fixedexchangerate: anexchangeratethatisdeterminedataparticularlevel 
byaga,'emment 

revaluation: theriseinvalueofarurrencythatisfixed 

devaluation: thelallin valueofacurrencythati1ftxed 

lntheexamination,candidatesneedtoclearlydistinguishbetweena 
I revaluation/devaluationthatwilloccurinafixedexchangeratesystemand 
~ an appreciation/depreciation that will occur in a floating exchange rate 
I system. 

Managed exchange rate 
Sometimes a government may allow the rate of a currency co be determined 
by market forces co some extent, but will intervene to remicc the degree of 

-I• Candidatesneedtodemonstratetheyunderstandthat amanagedexchange 
ratesystemisamixtureofafloatingandafixed exchangerate system. 

9 Distinguishbetweena'depreciation' 
anda'devaluation'ofacurrency. 

Answer on p.156 

~~~~~i~~o;ei~
0
~
1
~:~ty's exchange race can be caused by a number of factors, 4llll!ml'J!!ml:r-__ 1 

• the demand for the country's exports from other countries 10 ~:~:what is meant by'hot 

• the demand for imports into the country 

• inflationratesindifferentcouncriesaffectinginr.ernationalcompetitiveness 

• perceptions of quality/reliability in relation to both exports and imports 

• inr.eresc races in different countries, affecting mO\lemencs of 'hot money' 

• changesinunitco1tsinvariouscouncries 

• differencesinchestaceofcechnologyin11ariouscountries 

• crendsincourism 

hot money: flows of money that move from one rountry to another to take 
advantageofdifferentratesofinterestinvariouscountries 

Answer on p.156 

4'14 ihiU,fiUM@ 
Considerwhether amanagedfloatis 
thebestformofexchangeratesystem. 

4•ui~tttll· !· ~iMi!libl·~GGll:fa-1~:h!!m44411:4mH~,f~-i:~M:;a;~-iCiili~· iD,i~i,mlili!·~·i~:i~IU~:i~$ .... ~~~--i~ 
A country's exchange rar.e could be lowered in value in order co encourage an 
increase in exports and a decrease in imports. This effect, however, may not 
happen immediately and there may be a period of time when the >ituacion 
becomes worse before it gees better. This is known as the J-curve effect. 
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ThereasonforthisJ-curveeffectisthatbuyerstaketimetoadjusttoprice 
changes. A lower price for exports and a higher price for imports may eventually 
have an effect on demand, but the expected changes will not happen 
immediately. 

l <urveeffect: theperiodoftime, afteradepreciation,whenthecurrent 
aa:ountofthebalanceofpaymeotsgetswor:sebefore itget1 better 

Candidatesneedtodemonstrateintheirexaminationanswersthatthey 
understandwhatismeantbyaJ-curveeffect.Thisistheideathattherewillbe 
aperiodoftime,afteradepreciation,whenthecurrentaccountofthebalance 
ofpaymentsislikelytogetworsebeforeitgetsbetter.Youneedtomakeit 
clearthatyouundemandthattheJ<urveeffectwilldependontheprice 
elasticityofdemandforbothexportsandimports.ltisimpossibletobeprecise 
abouthowlongthisperiodoftimeislikelytobebecauseitwillvaryfromone 
country to another. 

Another factor to take into account when assessing the effect of a change in 
the exchange rate on an economy is in relation to the price elasticity of demand. 
A depreciation will make exports cheaper and imports dearer, but the ultimate 
effect of these price changes will depend on the price elasticity of demand for 
both the exports and the imports. 

A depreciation is generally expected co bring about an increase in the demand 
for exports, because they are now relatively cheaper than they were, and a 
reduction in the demand for imports, because they are now relatively dearer 
than they were. This may not, however, necessarily happen, as it will depend on 
the price elasticity of demand for both exports and imports. If a depreciation, or 
a devaluation, is to be successful in r.erms of impraving the balance of payments 
situation, the sum of the price elasticity of demand for exports and the price 
elasticity of demand for imports will need to be greater than one. This is known 
as the Marshall-Lerner condition. 

Marsha ll-Le rne r oondit io n: therequirementthatforadepreciationtobe 
wcce15ful,thesumofthepriceelasticityofdemandforexport1andtheprice 
elasticity of demand for imports must be greater than one 

11 Explainwhatismeantbya 
']-curve effect'. 

12 Whatismeantby'theMarshall­
Lerner'condition'? 

Answers on p.1S6 
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7 Macroeconomic policies 

Policies designed to correct balance 
of payments disequilibrium 
There are two approaches that can be used in an economy to correct a balance 
of payments deficit: expenditure switching policies and expenditure damp€ning 
policies. 

uC!l!·mM~:\~·li~U~hmili:Vi~itl•m:li~U!Q;·/~·imtt~-9------------~IBO 
Expenditure switching is concerned with policies chat will actually switch 
demand away from some produces and towards othe~ In particular, it will lead 
co an increase in thl.' demand for exports and a decrease in the demand for 
imports. 

expenditure switching: a policy which attempts to bring about a change in 
the pattern of demand in an economy by reducing the demand for imports and 
increasing the demand for exports 

Different methods can be used to reduce the demand for imports and 
encourage the demand for exports. These have bero covered above on pages 
S0~51. They can include the following: 

• tariffs 

• quotas 

• ,ubsidies 
• exchange controls 

• embar!!(){'S 
• administrativerescrictions 

The main problem assodar.ed with such policies is that they invoM' restraints on 
fr!'(' trade and are therefore generally opposed by the World Trade Organi,ation. 
This is why many economies decide to use expenditure dampening policies 
ratherthanexpenditureswitchingpolicies. 

1 Explainwhatismeantby 
'expenditure switching'. 

Answer on p.156 

uC!l!·mM~:\~·li~i'~ltm~a·!M~::~i44#4m·lmmN~·Il·i~M!l· .. -----------~IBO 
Whereas an expenditure switching policy is concerned with the change in the 
patterns of demand for different products, an expenditure dampening or 
reducing policy is concerned with a more general reduction in the demand for 
all produces in an economy. This will have two effects. First, the demand for 
imported goods will fall. Second, the demand from within an economy for all 
goods will fall, and so domestic producers will need to compensate for this by 
increasingthelevelofexports. 

expendituredampening(orexpenditurereduting):a policywhichattempts 

to bring about a reduction in the level of aggregate demand in an economy 
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This process of expenditure dampening will be carried out by various mat.egies, 

including the following: 

• deflationaryfiscalpolicy,e.g.throughanincreaseintaxationand/or 
areductioningovernmencexpenditure;theeffectwillbecocreat.ea 

downward multiplier effect (see page 125) in the economy, bringing down 

• ~:~::~:r:r:a!;~::;yd;:;i:~~e.g through an increase in interest races and/or 4l!!l!l!ml'!!!mr,---, 
areductioninthemoneysupply 2 Explainwhatismeantby 

'expenditure dampening'. 
Economists are agrE'M that the main way co reduce or eliminat.e a balance of 3 What is meant by a 'balance of 
payments deficit is to improve the quality of the goods produced in an payments disequilibrium'? 

economy so that more people will buy them, both within the domestic market 

and abroad. Marl-/ economies have adopted a variety of supply-side policies co 

improve the competitiveness of produces. 

Answers on p.1S6 

a:mmD 4+iihi-i,fi4hffi& 
Balance of payments di1oequilibrium has been discussed in terms of a persistent Contrast expenditure swi tching policies 
deficit,butdon'tforgetthatdisequilibriumcanalsorefertopersistentsurpluses andexpendituredampeningpolicies. 
inthebalanceofpayments. 

Policies to influence the exchange rate 
Another way of changing the aggregate demand in an economy is through 
the exchange race.If the exchange rateofacouncry'scurrencyfalls,either 

through depreciation or through devaluation, the demand for exports will 
rise, as they are now relatively cheaper, while the demand for imports will 

fall, as they are now relatively dearer. However, the extent to which this 

actually happens will depend on the price elasticity o f demand for both 

exports and imports. 

lnafloatingexchangeratesystem,theexcernalvalueofacurrencywillbe 

determined by the forces of demand and supply, but policies can be used to 
influence this. For example, interest rat e policy could be used to bring about a 

depreciacionintheexternalvalueofacurrencyifacouncry'sint.erestratesare 
lower than in other countries. In such a situation, more money is likely co leave a 

country than be attract.ed co it because money will be attracted by higher rates 
ofincerestinothercountries. 

interest ratepolicy: theuseofchangesinintere1trate1inaneconomytobring 
abootparticularobjective1,sucha1achangeintheexchangerate 

Possible conflicts between 
macroeconomic policy objectives 
It is not always easy for a government co achieve success in all its policy 

objectives and so there may oft.en be a conflict between the objectives. For 
example, a depreciation or devaluation of an exchange rate could be used to 

increase the demand for exports and decrease the demand for imports, thus 

~1dU::n~hefo~~~~~t~:a~~t~iyi::~:i~.d::
1

i~i~;:~~~:v~a~hye c~~~~r:st~~i;y 4·H iHH:f '1hffi8 
~~=::::~ ;~r: ::%si:1i~:C~~u~l;~~~t~~~~~ v;~r:~~~-i:~~ in ~a:s~~:~t!~t~:r~::~~~:i~:C:een 

themacroeconomicobjectivesofa 
terms of the import o f raw materials and component parts and in relation to 
the import of finished goods. 

government. 
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ThissectionconrainsASexam-scylequestioru.. The key ·ci~·~ttMm· ~-~·••---------
to the multiple-choice answers is given on p.n. The • 

data-response and essay questions are followed by expert Whkh of the following is an example of a public 
comments (shown by the icon ~) that indicate where good? 
credit is due and wtiere there are areas for improvement. A Education 

B Healthcare 
C Transport Multiple-choice 

questions 
D Defence [1) 

C•MMD+ 
In a command economy, how are resources 
allocated? According to: 

C:MMiM,it 
Which of the following is a definite advantage of 
international trade? 
A A wider choice of products for consumers 
B A guaranteed increase in the quality of life 
C An end to balance of payrnenu deficiu 

A theneedsofthecountry D An increase in the costs of production [1] 
B the needs of the consumers 
C the needs of the workers 
O the needs of the )'OUng 

C:MM8 
[1] C•MMMt 

Whkh of the following will happen if a cuS1oms 
union becomes an economk union? 

Which of the following is a positive statement? 
A Trade unions should be more powerful. 

A The exchange rate of all the currenctes will rise. 
B Standards of living will definitely increase. 

8 Income ought to be distributed more evenly. 
C Economic growth is measured through gTOSS 

C Member countries wll attempt to integrate 
their economies more dosely. 

D A common external quota will be imposed on 
domestic product. 

D The retirement age should not be increased. [1) 
imports from non-members. [1] 

~m:1~111,_ _________ ·ci~·~HMm-~tMNm·11=1•~-------~ GMMN+ • 
Which of the following states the quantity theory 

Which of the following would cause a shift of the of money? 
demand curve for a product to the right? A MP = VT 

A Anincreaseinprice B M+T=V+P 
B An increase in income tax c MT= VP 
c An increase in the price of a complement o MV = PT 
D An increase In the price of a substitute [1) 

[1] 

"!:!!!!!~~~--------- ·ci~·~ttM:·IIM\li~·!lllmt~-------~ C•Milll,i • 
Whkh of the following Is a positive externality? 
A An increase in noise pollution 
B An increase In ;Mr quality 
C An increase In traffic congestion 
D An increase in the number of shops in an area 

dosing 11} 

Whkh of the following will not be likely to hetp 
correct a defKit in the current account of a 
country's balance of paymenu1 
A A devaluation of the currency 
B The elimination of tariffs 
C The introduction of a quota on certain imports 
D An increase in subsidies gtwn to domestic firms [1] 
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C:JTMBM11Ut 
Which of the following is a reason why cost-benefit 
analysis is not always precise In its measurement of 
costs and benefits? 
A None of the cosu or benefits has a market price. 
8 External costs are dlffk:ult to estimate 

accurately. 
C It is impossibte to put a value on time. 
D Prices will ajways go up. (1] 

Key to the answers 
1 A 

2 C 

3 0 
4B 

s o 
6 A 

7( 

8 0 

9B 
JO B 

Data-response 
question 

C:HMBMIII+ 
SACU SHOWS RESILIENCE 

The Southern African Customs Union has seen an 
average economic growth rate of 3.4'1' over the past 
few years. There has been considerable expenditure 
on the development of infrastructure in the region 
and yet the rate of unemployment h;u remained 
stubbornly high in the member countries. 

The member countries have taken measures to 
encourage trade between them, especially in terms 
of reducing tariffs and quotas, but it is recognised 
that the existence of the customs union will lead to 
both trade creation and trade diversion. 

(a) Describe how economic growth is usually 
measured. [2] 

(b)Explain the dlffkulties involved in measuring 
unemptoyment. [4] 

(c) Whac are the gains from international trade? (4] 
(d) Ex.,.ain the difference between a tariff and a 

quota. (4] 
(e) Discuss whether the creation of a customs 

union should always be encouraged. (6] 

iffi@Miiisb 141 
(a) EcooomicgrawthisusuaHymm1¥ed throughcha~in 

thegrmsdomesticproductdacoumryo,,eraperiodof 
time,usualyoneyeM,ltisuswllymeasUfedinre.lltemisto 
d&ounttheeffectsdinfbtion. 

~ This is a ~!Nr and am, ate descriprioo of hew economic 
growth IS usually meastlf!d. Marft.: 2/2. 

(b) Milly peoplewho¥e ~ernployeddoregister.u-ly 
beausethisentidesthem rosorneform dncome. 
This method d me~nl'I unemployment rs b.ued on 
thedaimantcount.Howellef,not~who,s 
unemployed wil qua~fy for unemploy,nem benefit and so 

thereisanothermethodolledthelabourfo«:esuryey. The 

~ems arise because people may flO( be activefy seeking 
work, even though they .ve unempic,,,ed, and do rMX want 
togothroughtheembarrmmentofofficiallyregistefing 
as unemployed. It may also be the case that they do not 
actually need the income. 

Q The cand'.ddte has ':xphined some of the rifficulries 
\i:lf' involved m meaS{l1ng unemployment but the 
expl,mation needs robe devf!loped more fully, especially in 
te,ms of comparing the claimant count and the labour force 
surveyapproaches.Marlr:314. 

(c) Thegainsfromintemation.lltradeincludetheinaease 
inoutputresultingfromspeci.llisaoonmthoseareasof 
production where a councry ~a con,p~UtM! advanuge. 
Thisiicreaseiioutputwilprovideagreater.,.anetyd 
choicrforconsiniersindfferentcounrnes,le.idll'lgroan 
increaseinsunclardsofWW!g. 

• The candidate makes an attempt ro consider the goins 
from international trade especially in terms of greater 

output a wider choke for consumers and an increase in 
standards of living. The two keycor,cepts of specialisation and 
comparativeadvantiiK}e however,areonlyreferredtoin 
pa-;sing - the candidate needs to say much more on these 
two concepts. Mark: 214. 

(d)Atariffis anindirectti!Xthatisplacedoocheimpominto 
acoumry.Theideaisthatthehigherprk:e.broughtabol.lt 
bytheim~itionofthetariff.willleadroareductioo in 
rnmumption of the product. A quota is a limit imposed 
ongoodsenteringacountry.ltcanbeintheformofeither 
a phyY!:al amount <:I imports, a certain valued imports 
oraresrrk:tiononthedej:reedpenetmionintermsofa 
market share. 

,;;'J;, Thecandidateexpla~sthedifferencebetweenatariff 
\i:lf' andaqUOla, butwMethecovetageolaquotaisquite 
thorough, the ueatmem of the tariff needs robe developed 
f1IOff fuNy. lnparticular, thecanddateneeds ropointout that 
the potential effectiveness of a tariff would depend°" the 
price ela.s6dty of demand for the imported goods °" which 
thetariffisplaced. Mark: 314. 
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(,) A a.istoms ul'lion refers to a trading agreemem betwt't'fl 

a number ofcourmies. The member countries are aim- to 

trade freely illlong themselves, bot a oommon external 
t¥iffisirnposedonimpon:sfromout~detheunion. 

ltbri~ttlOOttridecreationsothattradebetwttn 

themembercouncritsisfllCOS~Withouttrade 
Nrriers ~aing triode betwttn the member aumies, 
it is possible for the member countries to benl'fit from 

greaterspeci~isal:ionincre,u1ngproduaionreducing 
lilt'IT'lplo,,nent and encourlging gro,,,ch and higher ~ving 
stand¥ds.Ho,,,e-.er,theescabhshmentofacornmon 
extern~tilllffcouldm,anthatthereisadegreeduade 

diversion, i.e. trade with omer counoirs that are not 

members ci the customs IXIIOll will be d&ouraged as a 
rtsl.lltdthecornrnoriextemaltariff. 

In conclusion. the creation of a customs union can 

sometimes be encouraged,e~llyv.tlfn there is a 

!argedegreedtradecreationv.ithff11heW1iooleadingto 
higheflMngstar,cfards.Hc,,,,ever,thisneedstobeba!anced 

byconsiderationofthepossibletradediver§ion,losing 

traditionaltradingparrnersandtradinglinksthatmayhave 

beeriboiltupovermanyyears,andsoitmaybethecase 
thatitisnotalwaysericooraged. 

~ ;:;::;:::~1:1:;n~~:,!s~:::~ 

advillltages and diS.:tdolanrages, recognising the cirtirrction 
bforween trade creation andtrade cii.ersion. Therei5a 115eful 
condl.15ion which is always important in a 'di=' quemon. 
Thecandidarerecognises thatthereneedstobfoaba/ancein 
talcingaocountoltheadvantagesandcis.idvilfltagesofr.uch 
a decision. Matk: 616. 

~ c;n,:;_~/~=7;,:;/;::e:::::r7:,5(c~: of 

r,nher limited ~n compilfed with the others. The overall 
mark is 16/20, equivalent to a G~B. 

Essay questions 

GN!Bt-tifi 
Discuss whether al l planned economies should 
become market economies. (12] 

Mififl@M!iieh ma 
lhny planned or corrvnand economies, where the !Ute 

IJ govemnet't pbys i key role ff1 the alocation ci 5Cil/U 

resou~rs,;ireintheprocessofmo...ingtowardsmoreofa 

market economy, such as Chim or Cuba. This means that the 

govetMll'lltW~lplayalessirnp:lfcantroleinthe~locarion 
ci5Cal"Cl'lfSOU~fSandth.itfl'ee-mar1<.etfoo:rs,throughthe 
operationofthepricemectwusmandtheinteriaiondthe 

infh.JenCl's ci de<mnd and supply, wil pby a more important 

""· 

~ ::::zoc:1~~=;::~:::,~c::;:~::. 
The candidate dearly demonstrates an I.Xlderstanding of what 
is meilflt by a p/illlned a command economy and there is 
then a consideration of what is meant bya market economy, 
especial y in terms of the importance of the price mechanism 
and thf> influel"l're of demand and ~ ly. The answer- a/50 
indudes someex,1mp/esofCOU1tries~ this has been 
happening, such as China and Cuba. The.mswercoukJbe 
improved, ho-. by mentiofling the term that is used to 
desaibe these~s thataremo'<'ing from ap/illlned 
economy towards more of a market ecooooiy, i.e. transmonal 
economies. It would also be useful to include a diagram to 
lliowhowtheforresofdemandand~ope,ateina 
market economy through the price mechanism. Examiner.. .Ne 
a/wa_y'I" keen to have clagrams included in answer~ as long a5 

they are relevant clear and aa:tM"afei'y drav.rt 

Therearedearadvantagrsinthisprocess.Manyplanned 

economie1tendtoberatherinefft<:ientandsoifthe 

governmeritplayedle1sofarole,andmarketfo~e1played 

moreof a role,theecooomywouldbemorelikelytooperate 

efficient ly.lffirmswerepartoftheprivatesector,there 
would be more inceritive for them to produce product1 of 

a good quality. They would be encouraged by the exi~ence 

ci the profit motive. Consumers would also benefit from 

the greater competition betWttn PfiVate sector firm~ 
Consumers woo Id have more choice and would be able 
toexerciseconsumersovereignty;thisshouldleildroan 

increaseinlivingnandards. 

~ The amwe,- is ckarty strvcrrxed and this parafFaph 
\:IP' focuses on the f)Ofenria/ advantages of this fXOCe55 of 
mcNing from a planned a command ecooooiy towards a 
more marker economy. There is a useful referer,ce to the 
importance of efficiency, although this term could bf> 
di5cussed more fully. There is a rather sweeping statement 
that 'ma~ planned economies tend ro bf, rather inefficient', 
bur the candidate really needs ro support this with some 
5.peCific examples. EXiJminers are imp,-essed ~n candidates 
use appropriate examples to SlfJPO(f the points being rrade 
in a discussion. The candidate does provide some examples of 
possible advanrages of a greater degree of market forre:;, 
such as in relation to the quality of goods, the importance of 
the profit motive and the greater scope f()( competition itnd 
consumer sovereignty, leading ultimately roan increase in 
living standards. 

There arealso,hc,,,,ever,possibledisadvamagrs.Thereis 
likelytobegreater instabilityinmarketeconomiesthanin 

planned economirs and the I~ of t111ffl1Ploymem is likely 

tobehigherintheformerthin inthelatter.Thereisalso 

likelytobegreaterinequalityinthed1mibuoonofincome 

and wealth in a market economy than in a planned economy. 
There is also a greater like~hood of market failure in a market 

economy. For example. there ,s likely to be a higher level d 
conwmption d demerit goods. such u too.llcco or alcohol, 

and a lower I~ ci consumpuon of ment goods, MKh as 

education or healthcare. 
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€, ::::;;:::~~::::. 5/:,;: !ec:;;:;r;;,=;;~ethe €} ::;;;:d;t;;!~'.~:~:~ tt~:;::n::;~~ :: 

potent@/ diSddvantages of the move from a planned or the separation of the production process into a series of 
command economy to more of a market economy. This is very different stages. The candidate refers to the important 
important in a 'discuss' question, as examiners will want to concept of 'specialisation' and indicates the link here with 
see that a candidate has addressed both points of view in an efficiency, although the comment that 'this will lead to a 
answer. The candidate refers to the possibility of greater greater degree of efficiency' is rather vague and could be 
instability, a higher level of unemployment and a greater developed more fully. There is a reference at the end of the 
inequality in the distribution of income and wealth. There is a paragraph to how this could have resulted in greater 
reference to the possible existence of market failure, but the production, but the link with the division of labour needs to 
candidate does not actually explain dearly what is meant by be made more explicit. The candidate aJ50 needed to 
this term. There is a good use of examples of both merit elaborate more fully on the concept of specialisation. 
goods and demerit goods, but the candidate does not dearly 
explain what is meant cy' these two terms. The last sentence 
would be better if further developed. 

lncondusion,therealityisthatbothplannedeconomiesand 
marketeconomieshavetheiradvamagesanddisadvamages, 
andsothesolutionisthatthemixedeconomyislikelytobe 
preferable. A mixed ecooomy allows market forces to operate 
in many a1pects of the economy, without any government 
interventioo,butitalwenablesgovernmentstointerwne 
to avoid the worst examples of market failure. For example, 
taxescouldbeplacedondemeritgoodstoencourage 
consumption.Theamwertotheque,tion,therefore,isthat 
allplannedecooomiesshouldbecomemixed,ratherthan 
market,economie1 

~ :,:i;~:~ ~::: :;~:a~~::;;5e;:::: aa :::;:!i,Usion, 

conclusion. The candidate confidently points out that both of 
these .systems have 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. 

~ :::'!~,;9::1~~:;~:::::::/t::::Oow. 
There are areas where it could be improved, as indicated in the 
comments, but it would gain a Grade A with a mark of 9112. 

C:JH#BMIIFt 
Explain why the division of labour in an economy 
depends on the ability of money to perform 
effectively. (8] 

iffiftMi!i:B di 
Thedivisionoflabourinaneconomyisbasedontheidea 
ofdividingupthep,ocessofproductioointoanumber 
ofdifferentstage1.Thisenablesworkersto1pecialisein 
particularpartsoftheproductionproc:e11andthiswilllead 
toagreaterdegreeofefficiency.Thiswasfirststudiedby 
Adam Smith in the eighteenth century in relatioo to how a 
pinfactoryoperated.Bydividingtheproce1sofproductioo 
intoas.equenceofparticulartasb,agreatdealmorecould 
beproducedthanwouldotherwisebethecase. 

In the pa>t, the exchange of goods took place through the 
systemofbarter,butthi,dependeduponthetradeofone 
product for another. This worked well whenever there was 
a double coincidence of wants, i.e. you wanted something 
that50mebodyelsehadandtheywantedwhatyouhad.The 
successofbarter,however,stilldependedooanagreernent 
beingreachedontherelatiwvalueoftheproduct1thatwere 
to be traded 

~ :;:::::!so;:, ::~a;:::~~~::::;,r:::1!: tt;;; 
modem development of money, i.e. when there was a 
situation of 'barter'. There is a brief explanation of what is 
meant by this term, but this really needs to be developed 
more fully. The candidate does, however, recognise the major 
limitation of barter, i.e. that it depended on the existence of a 

double coincidence of wants 

8arterlimitedtheextentofspecialisationinaneconomyand 
thisiswhyitewntuallygavewaytoamuchbetter1y1tem 
ofexchange,i.e.theuseofmoneytoenabletransactioosto 
bemade.Moneycanbedefinedasanythingthatisgenerally 
acceptable as a means of payment and 10 it is a much more 
convenientandusefulformofexchange. 

~ i!~t:;:.~~e:;t;,~o;;;1h:s/::;::::;~n the 

specialisation to the development of the modem economy. 
The answer stresses the advantage of monfY over barter, 
definingitas'anythingthatisgenerallyacceptablea.sa 
means of payment', but would benefit from a more 
developed explanation of how mo"ley has enabled economies 
to progress in ways that would have been unimaginable in a 
situation of barter. 

Money has four main functKlflS - a medium of exchange, a 
unitofaa:ounc,a1toreofvalueandastandardofdeferred 
payments.Themostimportantoftheseinrelatiootothe 
dMsionoflabouristhefirstooe.Workerscanspecialiseinthe 
processofproductionintheknowledgethatthemoneythat 
theyreceiveinwage,orsalariescanthenbeusedtopurchas.e 
theproductsthattheyneed 

~ ::::r::,n ::e::e t;a~~:ae::::r=~ ~~:p:'::: 
the question by clearly outlining the four functions of money; 
although each of these needs to be developed more fully. The 
candidate dearly recognises that the most important of these 
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functions, in tenns of rhe link with division of labol.r, is rhe 
function of a means of e!lChange. The last paragraph 
demonstrates a good understanding of this link bet""'-"en the 
divisionoflabol.xandrheft1Ktionofl1IO'leyasamNrnof 
exchange, although ir cookJ perhaps be developed~ fully. 

8 :s;::=v::~:;:=~a=::of 

the syllabus can be integrated. There areart'ds wheR" tm' 
answercoukJbedeveloped~fuDy, buritisweH 
structured and woold gain a Grade 8 with a mark of 518. 

C:#Mffi[t 
Expfain what is meant by (i) an inferior good and 
(ii) a compleme ntary good. (8] 

ld@6\i¥i:B di 
Aninferiorgoodisonewhefethedemandford1eproduct 
is linked to changes in the incomes of consumen. As people 
havemO!"emoney,cheymaydecidetobuylessofonegocxl 
al'\dmoreofanochergood.Tl,egocxlwhichhasareductiooin 
demandisknc,.,,nasaninferiorgood. 

A The candidare c/~arly understands that the demand for 
\::,' an inferior good 1s related ro income, and particulMly ro 
changes in incomes, bur rheR' needs robe~ of a contrast 
with 'another good' which could be regarded as a normal 
good, i.e. where demand increases with a rise in income, <l'> 

people are now better able ro afford SlXh goods. 

Ex.implesof1nleriorgoodscouldindidebicydes,iftheyare 
repl.icedbyma:orcycles.orl'Tl()((lf()'Cles.iftheyarerepl.iced ,.~. 
~ :~and::::~::s:a":v:f°!om 

one rount,y to another. For example, in some countries a 
bicycle might not be regarded as an inferior good, but as a 
rxxmal good. The answer could also point our that examples 
of inferiot- goods can change OW!f" time within a particular 
country. For example, if a country is experiencing a high level 
of economic growth, people will generally have higher levels 
of income, bur if a country is experiencing a recession, people 
may rum towards products which were previously seen as 
inferior goods. Jn such a situation, producers of inferior goods 
may experience an increase in demand during a recession. 

The demand for .i.n inferior good is li11~ed to the income 
l.'lasticity of demand. with ~rw:! falling~s incomes rise. 

,;;i,. The candidate is correcl in s tressing the lin_k between 
\::,' the demand for an inferior good and the ncome 
elamcity of demand. but it would be useful to explain this 
roncept more fully, such as in ff!larion ro the formula of 
percentage change in tm' quantity demanded of a good 
divided by the perrentage change in incomes. In the case of 

an inferior good, the income elasticity of demand is negative, 
5frellingthatariseinincomeswil/le.!Kitoareductioninthe 

quantity demanded. 

A complement~pxl is one tfm is dem..nded ;along 'Mth 
ancxhergood.i.e.ifonepxlisdemarlded.soistheOl:her. 

~ ::;;:::,:~1ea,;:::;tr;~:~~~: 

would be better i f reference were made to rhe roncepl of 
joint demand. This woold make i f clearer that the two goods 
are c:omumed together. 

Examples d complement~ goods cot.Id include cofftt arid 
cream,5hoesandmoelaas,c.irsarw:!petrolordieselan.d 
DVDs and DVD players. 

A Linking this to the idea of joint demand,_ the examples 
\::,' could be used more effectively to explain that an 
incrt.•itse in the demand for one good is likely to 11'¥1 to an 
increase in the demand for the othergood. ltcouldalsobe 
pointed out that the complementan·ry of rwo goods, restiting 
from the naflle of C005Umer tastes and (Jl"eferences and/or 
the technical relationship between them, can change over a 
periori of time as c:onsi.mer tasres and preferenres and/or the 
state of technology change. 

The demand for~complement.lf)'good islriked to 
theconc:eptofcrosspnceebstia:yofdem.i.rw:I.This 
mt'~esha,,,dosethereliioonshpisbetweenthetwo 
complemenury pxl1. 

€} ::::1::::;:t~;;::,:,ry:;;;; 

a~rcould be significantfy improved by pointing out that 
the= price elasticity of demand is negariw!, indicating that 
a5 the price of one good rises, rhe quantity demanded of a 
compl=t redlces. It would also be useful ro define the 
concept of cross price elasticity of demand in terms of rhe 
percentage change in the quantity demanded of good X 
divided by the percentage change in the price of good Y. 

~ ~::::~ :h:::1:::::a:~:::/::::r;::; ;:: two 
typesofproductswerelinkedrotheronceprofe/asricity, 
these were different examples of elasticity, i.e. income 
elasticity of demand in the case of inferior goods and cross 
price ela5ricity of demand in the case of complemefltary 
goods, contrasting the link first with changes in incomes and 

second with changes in prices. 

~ =:!a:s;:~t~~::;~r;:::::::t:;:/1:/ 
gooct burthereaff!ant.mberofareaswheretheanswer 
cookJ be improved, especially by going into more detail on 
the e/asooty roncepts involved with each good. It would gain 
a Grade C with a mark of 4/8. 
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8 Basic economic ideas 

Efficient resource allocation 
The term 'efficiency' generally means using resources in the most economical 
way chat is possible, i.e. it refers co a situation of making maximum use of the 
resourcesthatareavailable.lccanalsorefertotheideaofobcainingche 
maximumoutputforgiV€ninpucs. 

[ 

efficientre.sourceallocation: theoptimaluseofsc:arceinputstoproducethe ) 

. largestposSlbleoutput • 

Concept of economic efficiency 
The concept of economic efficiency can be divided into two typ€S of efficiency: 
producciveefficiencyandallocatiwefficiency. 

Examination questions will sometimes simply refer to efficiency, but in such 
a situationitisimportantthatbothproductiveanda llocativeefficiencyare 
addressed in an answer. 

4•~Pftt!=·~·~Hm&Zii:1il•ml~llliili~,B~-.. ~~~~~~~~~~~~~~~~l!!I!(::) 
One way of measuring productive efficiency is in terms of the average cost 
(or average total cost) of production. Productive efficiency can be defined as 

the minimum a\1€rage cost at which output can be produced. 

Productive efficiency actually involves two elements. Technical efficiency is 

where the best possible use is made of the inputs, or factors of production, used 

in the production process. This means that as much output as possible is 

produced from gMn inputs. Cost efficiency relates co whether the best set of 

inputs has b€ro used in the production process; this will be influenced by the 

relati\1€costsofdifferent inputs, such as labour and capital. 

productiveefficiency: a!.ituationwhereafirmoperatesattheminimumofthe 
average cost curve. It i1 made up of two elements: technical efficiency and cost 
effKiemy. It can also be seen in terms of a whole economy when that economy 
i:soperatingonitsproductionpossibilitycurveorfrontier 

averagecostthetotalrnstofproducing50methingdividedbythequantity 
that is produced. This 'ihows the cost of producing each unit of whatever it is 
thati:sbengproduredbyafirm 

technical efficiency: a situation where a firm produces the maximum output 
possible from given inputs 

cost effic iency: a situation where a firm uses the most appropriate combination 
ofinputsoffilclorsofproduction,given therelativecostsolthoselildors 

Concept of economic efficiency G) 



As well as being seen in the micro context of a particular firm, the concept 
of producti\1€ efficiency can als.o be seen in the macro context of the whole 
economy.ThiscanbeseeninFigull'l 

Q"'"';,,015] manufactured ,oa1, 
per period C 

' AO 

eK 

Qua nti ty of agr ic ultura l 
goods per pe riod 

Figure l Productiveefficiency 

An economy can decide betwe€n the production of manufactured goods 
(shown on the vertical axis) and the production of agricultural goods (shown on 
the horizontal axis). The PPC shows the combination of these two types of goods 
that is possible in an economy. Productive efficiency is not taking place at point 
A, inside the PPC, because by moving to a point on the PPC it woukl be possible 
for the economy to produce more of both goods. Any point on the PPC will 
indicate productive efficiency, i.e. points B and Care both productively efficient. 

There is a trade-off between the production of manufactured goods and the 
production of agricultural goods. For example, at point C, more manufactured 
goods will be produced in the economy than at point B, but fewer agricultural 

!~:n~i~~i~~~~~:~~~ee ::a:~·j:~he:~::: t~n~e:~:~:::
1
; is (@·i!!i§l!lli?l'!IM!l:O],lf!!ii]llffil!lili 

better off at point B or C without knowing the preferences of the consumers in Outline the main features of productive 
the society. There is therefore a need to consider another type of efficiency, efficiency. 
allocative efficiency. 

The most efficient allocation of resources in an economy will be the one 
which fits the needs and wants of the consumers most closely. The more 
that firms in an economy can respond effectively to changes in the demand 
of consumers, the closer the economy can get to a situation of a llocat ive 

e ffici ency. 

This can be clearly seen in the relationship betweEn price and marginal cost. The 
marginal cost of production is the cost of producing one more product. When 
this cost is equal to the price charged for the product, there is a situation of 
allocatiV€efficiency.Thisisbecausethevaluethatisputontheres.ourcesused 
to produce the product by the producer is equal to the value put on the 
product by the consumer. If a greater or lesser amount of the product was 
produced, price and marginal cost would no longer be equal. 

a llocative effitiency: asituationthatdescribestheextenttowhichthe 
allocation of resources in an economy matches conwmer preferences 

1 Distinguishbetweenproductive 
efficiency and allocative efficiency. 
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The 'WOrd 'optimum' means the best possible outcome in a given situation. 

Optimum resource alloca tion refers co a situation where the best possible 

allocation of scarce resources exists. It exim when both productive efficiency 
and allocative efficiency occur. The idea of an optimum, or optimality, is an 

important concept in economics, given that resources are scarce; when 
resources are allocated in an optimum way, it means that they are used in the 

most efficient way possible. 

[ 

o.ptimumresourceallocatio n: thebestalloc:ationofresourcespo5siblein ) 

_,,~o_o=ms<_,=--------~mn-~ 
lnexaminationquestionsontheconceptofefficiency,candidatesshould 
ensuretheideaofoptimalityisincludedin theiranswer,emphasisingthatthis 
meansthebestpossibleallocationofscarceresourcesinagivensituation. 

441@01-HMtiftD 
Vilfredo Pareto (18<\g-1923), an Italian economise, was interested in the 

concept of economic efficiency. He argued that the b€st possible allocation of 
scarce resources existed when it was impossible co make one p€rson b€tter off 

without making another p€rson worse off. In such a situation, there muse b€ an 
optimal allocation of resources, i.e. the inputs or resources are used in the most 

efficient possible way (productive efficiency) and the output produced by the 
resources provides the maximum possible utility or satisfaction to consumers 

(allocative efficiency). An improvement in optimality can only occur when one 
p€rson is made better off without making anyone else worse off. 

Pa retooptimality: aparticularuseoftheterm 'optimality'associatedwiththe 
ltalianeconomistVitlredoPareto,whostatedthatthissituationexistedwhenit 
wasnotpossibletoreallocateresoorcestomakesomeonebetteroffwithout 
making someone else worse off 

It is important that candidates can demonstrate they understand what is meant 
byParetooptimality,i.e.theideathatanimprovementcanonlytakeplace 
when one person is made better off without making another person worse off. 
If somebody else would be made worse off as a result of a reallocation of scarce 
resources,thereallocationshouldnottakeplace. 

2 Explainwhatismeantbyan 
'optimumresourceallocation'. 

Answer on p.156 

3 Explainwhatismeantby'Pareto 
optimality'. 

Answer on p.156 

Concept of economic efficiency e 



9 The price system and the theory 
of the firm 

Law of diminishing marginal utility 

'Utility' refers to the satisfaction that is derived from the consumption of a 
particular produce. Marginal utility is the additional satisfaction that is gained 
from consuming an additional unit of a product, whereas total utility is the total 
satisfaction obtained from the consumption of a given number of units of a 
particular produce. 

The law of d iminishing margina l utility states that the consumption of 
successiV€unitsofaproduccwilleventuallyleadtoafallinmarginalucility,i.e.as 
apersonconsumesmoreunitsofaproduct,thesatisfactionprovidedU)'each 

unitwillbeprogressivelylessandless. 

There is a relationship betwl'€n the law of diminishing marginal utility and 
the derivation of an individual demand schedule and curve. If the marginal 
utility of consuming an extra item of a product continually falls, a consumer 

will be unwilling to pay as much for each successive unit consumed. This 

explains why a demand curve is downward sloping from left co right. 

margina lutility:theadditionalutilityorsatisfactionobtainedfromthe 
consumptionofanextraunitofaproduct 

law of diminishing margina l utility: the principle (or law} that the marginal 
utilityofconsumingsua:essiveunitsofthe~meproductwillfall 

1 Whatismeantby'theprincipleor 
lawofdiminiVlingmarginalutility'? 

Answer on p.156 

t•u1~u11:+~1·~11a,~,f~ii~?l4lilll!l·l414Gl!lllil!l41iilll._~~~~~~~~~~~~--i~ 
The equi -m arginal principle shows the relationship between the marginal 

utility obtained from the consumption of different products and the prices paid 
for these products. It can be represented in the following way: 

MUa =MJ.!Q = .ti::1!& 
Pa Pb Pc 

To maximise their utility or satisfaction, it is assumed chat consumers will 

consume up co the point shown above, i.e. the extra satisfaction, in relation 
co the money spent, on the lase unit of product A will equal the extra 

satisfaction, in relation to the money spent, on the last unit of produce B 
and soon. 

equi-margina lprintiple: thisstatesthataconsumerwillmaximisetotal 
~tisfactionbyequatingtheutilityorsatisfactionperunitofmoneyspenton the 
marginalunitofeachproductconsumed 

Answer on p.156 
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The law of diminishing marginal utility is based on a number of assumptions and 
if these assumptions do not apply, there are clear limitations co the theory. 
Theassumptionsincludethefollawing: 

• the idea of utility or satisfaction that a consumer gains from the 
consumption of particular items of a produce, but this assumes that 
s.atisfactioncanbeeasilymeasured 

• the idea that consumers behave in a rational way, but is this always the case? 

• the idea chat consumers have limited incomes, but it is possible chat incomes 
may significantly rise over a p€riod of time 

• the idea that consumers aim to maximise their total utility, but is this 
alwaysgoingtobechecase? 

• theideathacpricesareconscanc,buticmaybethecasethatchepricesof 
products are continually changing 

• the idea that consumer tastes and preferences remain constant, but this 

_ m_•Y_"_°'_''_w,y_,_"'_'_h•_"_~ ___________ 4'14 j(,[Oj,fijhffi@ 
total utility: the total amount of satisfaction obta.ned from the purchase of a 
numberofunitsofaproduct 

Outlinethemainusesandlimitations 
ofmarginalutilitytheory. 

-·~?!tlffl~-i-~·ttttrti,zi,i111i-~eei-.=:::::::::::::::::::::::.~~~~~~II!!!(::) 
Certain products that are vital to our survival, such as war.er, will not be as 
expensive as products that are less crucial, such as diamonds. This is known as 
the paradox of value. The explanation of this paradox can be = in terms of 
marginal utility and total utility. People will consume water up to the point 
where marginal utility is zero and total utility is high, whereas people will 
demand diamonds where marginal utility is high, but total utility is low. 

paradoxofvalue: thefactthatcertainproductsthatareessentialtosurvival,suc:h 
aswater,arecheaperthan~importantprocLctstosurvival,suc:hasdiarr.onds 

amm,-·----~~-·-------- 4'i4itil0i:fi4HM8 
Candidates need to show they understand why diamonds are more expensive Outline what is meant by 'the paradox 
thanwater,illustratingtheconceptof'paradoxofvalue'. of value'. 

Budget lines 
Budget lines mow the possible combinations of two products that a consumer 
isabletopurc:hasewithagivenincomeandfixedprices.Eachofthe 
combinations would cost the same total amount. Any point along the line will 
show the maximisation of consumption at the given income level. 

Figure 1 mows the combination of Products A and B chat can be purchased by 
a consumer, assuming that the income of the consumer and the prices of the 
produces remain fixed. 

budget line: a line that shows all the possible combinations of two product5 
thataconsumerwouldbeabletopurdlasewithfixedpricesandagiven 
income. It is also 50metimes known as a consumption possibility line 

Budget lines @ 



Answer on p.1S6 

Figure 1 Abudgetline 

••~1:~H~.,~.,=11E-m1:1~·tffll!!l~@mnm1~1um~mn11m~,~an,!l!._~~~~~~~~~~~--i~ 
Income effect 
A change in the price of a product can bring about two effects. One of these 
is known as the income effect; a change in the price of a product will bring 
about a change in real income. Although there is no change in nominal 
income, a rise or fall in the price of a product will have a real income effect, i.e. 
a person will be able to buy more or less of a product, and other products, as 
aresultofthechangeinpriceoftheproduct. 

[ 

income effect: the effect on consumption of a change in real income which } 
_oa:ursa,;aresultofapncechange ..-

Substitut ion effect 
The second effect of a change in the price ofa produce relates co the utility or 
satisfaction obtained from the consumption of a product A substitut ion effect 
means that a rational consumer will substitute in favour of a prodoct whK:h has naw 
become relatrvely cheaper; this means that the substitution effect is always negative. 

substitution e ffect: this showstheeffectofariseorfall in the price of a 
product on the utility or s.ati:sfac:tion obtained from each unit of money spent on 
thatproduc:t.Asare§Ultofthepricec:hanges,expenditurecanberearrangedto 
maximisetheutilityors.atisfac:tiongained 

4'14 ihi-i,fi4Mlii 
Distinguish between the income effect 
andsubstitu t ioneffectofachangein 
thepriceofaproduct. 

Short-run and long-run production 
and cost functions 

t•ui~tttl~· ~·!MD1111;1m1:11m·n~11~·1~1rz-,m~mn11M¥m111to:tm·m1f-~~~~~~~~~--'~ 
Fixed and variable facto rs of production 
In the short-run period of the production process, at least one factor of 
production or resource input will remain fixed. For example, it will be difficult 
co change the number of machines in a factory in the shore run. 
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It will be possible, however, to change the quantity of other factors of 
production in the shore run. For example, it will be relatively easy ro buy in more 

component pares and raw materials in the shore run. 

The production function shows the relationship betweEn inputs and output 
owr a given time period, i.e. it indicates how a given level of output is produced 

as a result of the use of the various factors of production involved in the 

production process. 

fixedfactorsofproduction: resource inputsthatexistinthelhortrunwhen 
thequantityolthefactorsusedcannotbechanged,e.g.capitalequipment 

variablefactors ofproduction: fac:torsorresourceinputsthatcanbevariedin 
thelhortrun,whenatleastonefactorofproductionisfixed,e.g.riIWmaterials 

productionfunction: referstotheratioofinputstooutput011eragiventime 
period. It shows the resources that will be needed to produce a maximum level 
ofoutput,as1umingthattheinput1areusedefficiently 

ltisd ifficulttobe preciseaboutjusthowlongaperiodoftimetheshortrunis;it is 
simplydefinedasaperiodoltime whenat least onefactorofproductionisflxed. 

Total product, average product and marginal product 

It is important co distinguish between these threE different types of product. Total 

product is the total output resulting from the use of the factors in the production 
process. Average product is the output per unit of the variable factor, such as the 

output per v.orker per period of time. This is also koown as productivity. Marginal 
product refers co the additional or extra output that is produced as a result of 

employing one more variable factor, e.g. one more worker. 

~ duct: thetotaloutputproducedbythefactorsofproduction 

I ave rage product: theoutputperunitofthevariablefac:tor'.e.g.output per 
workerperpenodoft1me.Th1s1salsoreferredtoasproductMty 

marginalproduct: theadditionaloutputthatisproducedfromemploying 
anotherunitofavariablefactor,e.g.theextraoutputfromemployingan 
additional worker 

Questionsonthedifferenttypesofproduct canoftenfeatu re inmulti ple­
choice questionsinPapersland3,so itisimportantthat youareable toclearly 
distinguish between them. 

The law of diminishing returns or law of variable proportions 

In the shore run, the production process involves the combination of fixed and 

variable factors. Additional unit1 of a variable factor, such as labour, could be 
employed and combined with a fixed factor of production, such as capital 
equipment. The law of diminishing returns states that although the total 

output (or total produce) is still increasing. it will increase at a diminishing rate. 
This is because the extra output, resulting from the employment of the 

additional work.er, will eventually diminish. The law of diminishing returns is also 
known as the law of variable proportions. 

lawofdiminishingretums: asadditionalunitsofavill"iablefactor,sudias 
labour,areaddedtoafixedfactor,suchascapital,theadditionaloutput {or 
mill"ginalproduct)ofthevariablefactorwilleventuallydiminish 

@·M M U,fi,Mhi 
Considerwhyitisimportant to 
distinguishbetweentheshortrunand 
thelongruninproduction. 

4 Explainwhatismeant by'average 
product'. 

Answer on p.1S6 

Short-run and long-run production and cost functions @ 



.;mm, 
I It is important to remember that the law of diminishing returns is a short-run 
I concept whenonefactorproduction,:1Uchascapital,remainsfixed. 

4•ui~tt!ll· ;11NDl3§111~1:liim·1411DM¥ml~tttt~·.,.~~~~~~~~~~~~~~~ 
Fixed and variable costs of production 
It has been pointed out that it is important co be able to clearly distinguish 
between fixed and variable factors of production. It is also important co 
distinguish b€tween fixed and variable costs of production. If output is zero, 
there will be no need co pay for raw materials or component pares, so these are 
examples of variable coses. On the other hand, even if output is zero, there will 
be some coses of production, such as the cost of renting a factory or the cost of 
interestpaymentsonaloan. 

fixed costs: thecnst1ofproductioothatremaincomtantatalllevel1ofoutput, 
induding zero production; examples indude rent and interest payments 

variablecosts: thecostsofproduc:tionthatvocywithdiangesinoutput,i.e. the 
costi1zeroifnothingisproduc:ed;examplesindudethecostofrawmaterials 
andoomponentparts 

Explanation of the shape of short-run average cost (SRAC) 
Figure 2 shows a number of shore-run average cost curve~. Each of these is 
U-shaped and each shows the relationship between output and cost on the 
basis that capital isfixedintheshort run.lfafirmwishestochangeoucput, 
it will have to change the amount of the variable factor being used, such as 
labour. The position of the average cost curves in the shore run will 
therefore dep€nd on the quantity of capital being used in the production 
process,i.e.thereisa short-run averagecostcurveforeach level of output, 
e.g. SRAC1 and SRAC4. 

Co•;,\{JJJSRAC, 
SRAC1 SRA~ 

rue, 

c, 

c, 

Q1 Qi ()] Output 

Figure2Short-runcostcurveswithdifferent levelsofcapitalinput 

average cost: thetotalcostofemployingallthefactorinputsdividedbythe 
numberofunitsprodured;alsoknownasaveragetotalcost{ATC} 

average fixedcost: thetotalfixedcostofproductiondividedbythenumberof 
units produced 

average variablecost: thetotalvariablecostofproductiondividedbythe 
number of units produced 
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4•ui~tt!l· ~ll~i:lffli44ilZ!lm!l·lli·ll·Dl'm&Zit~·UDl~IT~OmN~it~4D, .... ~~~~~~~~~~-1lilll(:} 
The long-run production function takes into account the fact that, in the long 
run.all factors of production are variable. 

4•u1~tt11- ~11~1:,m;a1~:.n,1m,~· HD•aM¥11matM1t!· ~ .... ~~~~~~~~~~~~~~lilll(::) 
Explanation of the shape of long-run average cost (LRAC) 
Just as the shore-run awrage cost curve is U-shaped, it h the same with the long­
run a\1€rage cost curve. ThiscanbeseeninFigure3.Asoutputincreas.es,there 
is initially a decrease in the average cost of production and this is shown by the 
falling part of the !..RAC curve. The curve reaches its minimum point at Q' and 
thenstartstoriseagain,indicatinganincreaseintheaveragecomofproduction. 

Ecooomies Disecooomies 
of scale of,uJ. 

Q' Output 

Figure3Long-runaveragecostcurve,showingeconomiesand 
diseconomiesofscale 

The level of output where the LRAC is first at its lowest point is known as the 
minimum effici ent scale. 

minimum effi cient stale: the lowest level of output where average cost JS at 
the minimum 

4•~;m:- aumn~1t-1t~1mt~~m-1tt1· .... ~~~~~~~~~~~~~~~~-1lilll(:} 
In Figure 3, the lRAC curve is falling up co a point when it is at its minimum. 
These decreasing average coses of production resulting from an increase in 
output are known as econo mies of sca le. le is possible to distinguish between 
incernalandexcernaleconomiesofscale. 

returnstoscale: therelatiomhipbetweenthelevelofoutputproducedbya 
firmandthequantityofinputsrequiredtoprodocethatoutput 

increasing returns tostale: whereoutputcanbeincreasedusing 
proportionatelyfewerinputs;thisgivesrisetoeconomiesofscale 

Internal economies of scale 
Decreasing average coses of production can come about as a res.ulc of a firm 
becoming larger. There are various examples of these internal economies of 
scale,ascanbeseeninTable 1. 

( 
internal etonomiesof scale:.thesearetheadvantagesofa.firmgmwingin } 

. s.1zemtheformofareductJonmtheaveragewstofproduct1on • 
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Tablellnternaleconomiesofscale 

Type of internal 
economy Explanation 

Financial 

Purchasing 

Managerial 

Technical 

Marketing 

Ris.kbearing 

Larger firms may be able to benefit from negotiating a 
loanatalowerrateofinterestthanasmallerfirm, largely 
becausefinancialinstitutionsregardthemaslessofa 
risk . 

Largerf1rmsareoftenabletotakeadvantageoftheirsize 
bynegotiatingfavournbletermswithsuppliersasaresultof 
bulk buying 

Asafirmincreasesinsize, thisdoesnotusuallymeanthat 
its employment of managers needs to grow at the same 
rate,andsothecostofmanagementperunitofoutput 
islikelytolall.ltisalsothecasethatlargerfirrmcan 
employspecialistmanagersandthisislikelytoincreasethe 
efficiency of a firm . 

Economiesofincreasedorlargedimensionscancome 
aboutmoreeasilyinalargefirm, reducing costs of 
production; for example, if a firm doubles the size of 
containers that it uses, itisnotlikelytoleadtoadoubling 
of the cost 

A larger firm may be better able to negotiate a lower 
rate, such as in relation to buying advertising time on 
television. 

A larger firm is likely to be more diversified, spreading ris.ks 
acrossawiderrangeofmarkets. Thisenablesaverage 
coststobereduced.Forexample,diversificationwilllead 
tomorestableandpredictabledemandandthiswillmean 
that a firm will not need to keep as much stock as before, 
reducingthecostsofstockholding. 

economiesofla rge dimensions: thereductioninaverage costasaresultofusing 
largerf~ofproooction,"1Chaslargercnntainersinthetransportationprocess 

fi nancia l economiesof scale: thereductioninaveragecostasaresultofa 
firm being larger, such as the ability of a larger firm to negotiate more favourable 
borrowing terms on a loan 

technical econo mies: thereductioninaveragecostasaresultoftheapplication 
ofadvancedtechnologyinafirmwhidibring,;aboutagreaterdegreeofefficiency 

ri sk- bea ri ngeconomiesof scale: asituationwherethereisdiversificationso 
thatafirmisnotreliantonwhathappens inju1tonemarket.Bydiver:sifyinginto 
different market1, the overall pattern of demand is more predictable and so a 
firmcansavecosts,suchasbyreducingtheamountofstod<.sheld inreserve 

diversificatio n: asituationwhereafirmdecidestooperateinanumberof 
mari::etstospreadrisk 

External economies of scale 
The fall in the average com of production of a firm can also be the result of 
ex t ernal, rather than purely internal, factors. Examples of these are included 

in Table 2. 

( externa l economies.of scale:_thesearewhencostsofproductionfallbecause 
ofdevelopmentsoutlldeaparticularfirm 

4'14 ihiU,fiiMhi 
Distinguishbetweenthevarioustypes 
ofinternaleconomicsofscale. 
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Table2Extemaleconomiesofscale 

Type of external 
economy Explanation 

Concentration If a number of firms are IOCdted in a particular area, this 
may encourage the development of specialist ancillary or 
support firms in the area that supply component parts to 
the firms, reducingtheaveragecostsofproduction. 

Specialised labour A pool of specialised skilled labour may be available in a 
particulararea,whichallfirmsinthatindustryinthearea 
can benefit from . 

Knowledge Firmsinanindustrymaybenefitfromspecialistresearch 
ormarketingagencies,and!iObeabletoreducethe 
costsofacquiringandusingthisinformation. 

Whereas internal economies of scale involve a movement down a long-run 
average cost curve, external economies of scale will involve a downward shift of 
thewholelong-runaveragecostcurve. 

Candidatesneedtodemonmate theyclearlyundemandthedistinction 
betweenimernaleconominofsco/e,which relatetoaparticularfirm,and 
externalec.onomiesojloCale,which relatetoamuchwideraspect,suchasa 
whole industry. 

Constant returns t o scale indicate a situation where average coses remain the 
same even as the output produced increases. In thh situation, a firm will add 
factors of production in the same proportion so that there are constant 
additions to total output. 

constant returns to scale: whereas economies of scale give ri§e to decreasing 
costs,itmaybethatthereisalevelofoutputwherec:ostsremainthesilme. This 
iskno\l!Jflasc:onstantretumstoscale 

4'/4Ml0rf,@ft 
Considerwhethertheareainwhich 
youlive,or an areawithwhichyouare 
familiar,hasanyparticularextemal 
economiesofscaletoafirmlocatedin 
that area. 

•·~·J~HmJ~+m1:~u~,.,~1i1+1··~1mm-~,a-._----------------im() 
lnFigure3,thelong-runaveragecostcurve,afterinitiallyfalling.beginstoriseas 
output is increased beyond Q*. This indicates that there are diseconomies of 
scale. As with economies of ,cale, it is possible to distinguish betweeri internal 
and external diseconomies of ,cale. 

diseoonomiesof scale: asituationwheretheaveragecostofproductionrises 
withanincreaseinthelevelofoutput 

dec:reasingreturns to scale: wherethesameproportionalincreasein 
productivefactors givesri§etodecreasingadditionstototaloutput;thisgives 
risetodiseconomiesof,cale 

Internal diseconomies of scale 
Increasing average coses of production can come about as a firm grows too 
large. There are various examples of these internal diseconomies of scale, as 
shown in Table 3. 

[ 
intern~I diseconomies .of scale.: the1e ill"e the disadvantages of a firm grcming ) 

. in size in the form of an increase 1nthe averi!Qecostofproductmn • 
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Table31nternaldiseconomiesofscale 

Type of external 
etonomy Explanation 

Communication There may be poorer communication in a large firm, 
which adversely affects efficiency 

Motivation There may be lower levels of motivation in a large firm, 
with some employees feeling alienated. This may lead to a 

__ ._,g~re,_,~_ likelihood of industrial disputes. 

Management Problems of poor communication and low levels of 

~ff:v::~; can lead to difficulties in managing a firm @'14 jhj,j,fih@@ 

Flexibility Larger firms may become less flexible, making it more Consider possible reasons why a firm 
difficulttorespondtochangingmarketconditions shouldnot'Dc,wtoolarge. 

Ex terna l dis eco nomies o f s ca le 
The rise in the average costs of production of a firm can al,o be the result of 
external,ratherthan purelyinternal,factors.Examplesoftheseareincludedin 
Table 4. 

[ 
externaldiseconomiesof s(ale: thesearewhencostsofproductionrise } 

. becauseofdevelopmentsouts.deaparhcularfirm r 

Table4Extemaldiseconomiesofscale 

Competition for 
inputs 

Congestion 

Explanation 

Theincreaseinthe~zeoffirms,andindeedthewhole 
industry, can lead to greater competition for a limited 
numberofproductiveinputsand,asaresult,thecost 
oftheseinputsincreases.Forexample,therecouldbe 
an inc:reaseintheoostoflabourorland. 

lfanumberoffirmstendtobelocatedinaparticular 
area,thiscanleadtogreatercongestion,reducingthe 

5 Explainthedifferencebetweenan 
internaleconomyofscaleandan 
externaldiseconomyofKale. 

efficiencyandeffectivenessofthetransportsystem Answer o n p.156 .----
~----L' ~"'=''=''=ing~ •=o'=" =inc=re=,~= '="'=~=" ~· ---~ '---------l-llillilili·il~ t 

Types of cost, revenue and profit 
~c.?il!l-19~1:mfDIGfflm:!:·Dfiffi!·~·F!·\11iDf~-i9~1Zi~·tlit-~~~~~~~~~~~~lll!I!(:) 

It is important to clearly distinguish between average cost and marginal cost . 
Average cost is the total cost of producing something divided by the number of 
units that are being produced. Marginal cost is the addition to the total cost of 
producing one additional unit and can be calculated by divid ing the change in 
totalcostbythechangeinoutput. 

In diagrams, the marginal cost curve will always cross the il\/€rage cost curve at its 
lowest point. When marginal cost is less than average cost, average cost will be 
falling; when marginal cost is more than il\/€rage cost, average cost 'Nill be rising. 

( marginal toSt: theadditionalOl5tofproducinganextraunitofaproduct ) 

6 Distinguish between marginal cost 
and average cost. 

Answer on p.157 
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tici£i}ti!i!l· 19Miimz-~ -~w:;z;1m;1;~.1~:\·~ctttfflZ·ml:· lm1100:, ;~:1~:i1- .... ~~~~~~~~~---1~ 
It is important co distinguish b€tween the different forms of re\lE'nue. Marginal 
revenuereferstotheaddicionalrevenuereceiVl'<lwhenonemoreunicofa 
produce is sold. Average revenue indicates the total revenue obtained from 
,elling a product divided by the number of units sold. Total revenue refers to the 
money received from the sales of a product. 

(=::-revenue: the extra revenue obtained from the sale of an additional I ~~-;;~t·~-~oc1uc, 
averagerevenue:thetotalrevenueobtainedlromsalesdividedbythenumber 
of units sold 

totalrevenue: thetotalrevenueobtainedfromsalesofaproduct,i.e.itisthe 
total amount of income received and c.an be cakulated by the numbt>r of units 
soldmultipliedbythepriceofeachunit 

The relationship between elasticity and marginal. average 
and total revenue 
Figure 4 shows the relationship betwe€n price elasticity of demand and marginal 
revenue, aVffage revenue and total revenue for a dovmward-sloping demand CUM'. 
If the demand curve is perfectly elastic, then marginal revenue is equal to price. 
If, however, there is a downward-sloping demand curve, it meam that marginal 
revenueislessthanprice. Thisisbecausepricehastob€reducedforallproducts 
to sell just one more produce. Average revenue is in face the downward-sloping 
demand curve. Total rE.WOue is rising when demand is elastic, at its maximum 
when there is unitary elastic demand, and falling when demand is inelastic. 

" '°~ 

~ 
Q Quantity 

Figure4Elasticityandtotalrevenue 

It is generally assumed that the main objective of a firm is profit maximisation. 
Profit is defined as the difference b€tween the total revenue received by a firm 
and the total costs involved in producing what is sold, i.e. it is equal to the total 
re\1€nue minus the total costs. Profit maximisation is a situation where marginal 
coscisequaltomarginalrevenue. 

Types of cost, revenue and profit e 



It is important, however, to distinguish between normal profit and abnormal 
profit. Normal profit refers to the amount of profit that needs to be made by a 
firm to stay in a particular market. It is actually included in the average cost curve 
of a firm. 

A firm may, however, wish to make a profit that is above normal profit. This level 
of profit that is over and above normal profit is known as abnormal or 
supernormal profit. 

profit maximisation: the situation where mill"ginal cost is equal to marginal 

profit thedifferencebetweentotalrevenueandtotalcosts 

normalprofit: thelevelofprofitthatafirmrequirestokeepop{'ratinginthe 
industry 

abnormal profit: the level of profit (also known as rupemormal profit} that is 
overandabovenormalprofit 

breakeven point the level of output at which a firm is making neither a loss 
nor a profit 

The economist 's and the accountant's defin ition of profit 
The economist's definition of normal profit includes within it a race of 
returnchatisneededforthefirmtoremaininchacparticularmarkecor 
industry. An accountant, however, takes a different view, pointing out that 
this assumed rate of return cannot be formally and explicitly identified in 
theaccountsofafirm. 

Anaccountantisconcernedwiththeactualfiguresthatcan be produced by a 
firm as a result of its various trading activities. An economist, on the other hand, 
is prepared to build into the assumptions that a firm will need to make a certain 
profitthatisjustenoughtokeepitinitspresentlineofbusiness.Foran 
accountant, however, the fact that it is impossible to say precisett what the size 
of this normal profit will need to be is sufficient for such a figure not be 
included inanyaccountingdata. 

I Candidatesneedtobeawareofthefactthataneconomistandanaccountant 
willconsiderprofitfromdifferentpointsofview. 

7 Distinguishbetweennormalprofit 
andabnormal(orsupernormal) 
profit. 

Answer on p.157 

Differing objectives of a firm 
-·~·U~ltttti!ll·Dfft#m·IIIH=#ilia·Dllim- aee-1111: ... ~~~~~~~~~~~~~--i~ 

Although profit maximisation has traditionally been regarded as the main 
objective of a firm, it is necessary to consider that a firm may have other 
objectives.ThesearesetoutinTableS. 
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TableSOtherobjectivesofafirm 

Satisficing profits Where there is a distinction between ownership and 
control, managers may just want to deal in an appropriate 
manner with all of the stakeholders involved in a firm, 
withtheresultthatthestakeholdersareallsatisfiedwith 

8 ldentifyotherpossibleobjectives 
ofafirmapartfromprofit 

!~:nsi=:~: ;;t:, :;:n~!!actory profits, rather Answer on p.lS? 

Thisislikelytobethecasewherethesalariesof 
maximisation managers are linked to revenue rather than to profits 

Sales maximisation In this situation, manager.; aim to maximise the volume 
ofsalesratherthantherevenueresultingfromsuchsales 

Growth This refers to a situation where managers aim to 
maximisation increase the size of the firm because this will make it le"» 

vulnerabletoatakea.er°'mergeranditispo'»iblethat 
salaries of managers may be linked to the size of a firm 

satisficingprofits: whentheobjectiveofafirmistoprodocealevel ofprofits 
thatiss.atisfactorytostakeholders,suchasshareholdersandmanagers 

revenue maximisation: when the objective of a firm is to maximise the total 
revenue,rather thantheprofits,ofafirm 

sales maximisation: when the objective of a fnn is to maximi5e the volume of sales 

lnexaminationquestionsontheobjectivesofafirm,candidatesneedto 
remember not to write exclusively on profit maximisation, but also to consider 
otherpOMibleobjectivesofafirm. 

4'\oi ihiU,EiiMht 
Researchafirmwithwhichyouare 
familiar.Outlineitsmainobjectives. 

4•u1~u111;.~1:1Hmi~·IDifla,m,~;;z;.~,,1-1~:1D·trttillm·Drffi!llt1t~._~~~~~~~~~~--il!!II(::) 
It is important co distinguish b€tween a firm and an industr )'. A firm is a 
distinct organisation that is owned separately from any other organisation. In a 
firm, an entrepreneur will bring together factors of production in order co 
produce particular produces. An industry, on the other hand, invoM's a number 
of firms which produce broadly similar products. 

firm: a particular and distinct organisation that is owned separately from any 
other organisation 

indust ry: a rnllection of firms prodocing similar prodocts 

mmm, @+i ihi-i,Ei,hffi@ 
Candidates often confuse the terms 'firm' and 'industrf, making it difficult Distinguish between a firm and an 
sometimes for examiners to follow the logic of a candidate's answer. It is industry. 
importantthatyouclearlyunderstandthedifferencebetween'onefirm'and 
·~ ~beroffirms operating in an industry or market'. 

Different market structures 
It is important co distinguish b€tween the different types of market mucture 
that can occur in an economy. There are four main market structures: 

• perfectcompetition 

• monopolistic competition 

• oligopoly 

• monopoly 

Different market structures e 



Table 6 ,ummarises the main distinguishing features of the four types of market 

Table6Differentmarketstructures 

Perfect Monopolist1c 
compet1t1on compet1t1on Oligopoly Monopoly 

Many Dominated by 
a few 

Not restricted High barriers 
ba rri e rs to to entry 
e ntry 

Price maker, 
subject to the 
demand curve 

Differentiated Varied No close 
substitutes 

CauliflaNers Fast-food PC operating 
outlets Mobile systems 

Travel agents phones Local water 
supply 

barri ers toexit a nd e nt ry : variousobstadesthatmakeitverydifficult,or 
impossible, for new firms to exit or enter an industry. For example, where a 
firm i1 benefiting from technical erooomies of scale, it may be difficult for a 
newfirmtoenterthe industrybecauseitsaveragecostsofproductionwillbe 
muchhigher.Anotherreasonmightbecauseafirmalreadyhaslegalcontrolof 
production of a product through a patent. An example of a barrier to exit would 
be where a firm has already invested heavily in capital equipment and 'M>Uld be 
reluctanttojust'writeolf'thisexpenditure 

impe rfect co mpetitio n: a market which lacks some, or all, of the features of 
perfect competition 

The market structure of perfec t competi tion is based on a numb€r of 
assumptions,whichincludethefollowing: 

• Therearemanybu)'i.'l"sandsellers. 
• The buyers and sellers are price takers, i.e. they just ha\lE' co accept the price 

thatprevailsinthemarketandareunabletoinfluenceitinanyway. 

• There is perfect knowledge among producers and consumers, so the buyers 
and sellers know which products are for sale and at what price. 

• The produce is homogeneous, so there is no IX)Slibility of product differentiation. 

• There are no barriers co entry or exit, so firms can enter or leave the industry 
inthekmgrun,iftheysowish. 

• There is perfect factor mobility in the long run. 

• Therearenotransportcoscs. 

• All producers have access co the same technology. 

• Each firm faces a perfectly elastic demand curve for iu product (although the 
demand curve for the whole industry is downward sloping from left to right} 

• Firms aim co maximise profits. 

• Only normal profit can be earned in the long run. 

In the short run, a firm could make abnormal/supernormal profits, normal 
profits or subnormal profits (i.e. losses). If it was unable to cover its shott-run 
averagevariablecost,icwouldneedcoexitfromthemarket. 
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perfect compe tition: a market or industry consisting of many virtually identical 
firmswhichallacceptthemarketpriceintheindustry 

Figull' S shows the equilibrium situation of a firm in perfect competition that is 
making abnormal/supernormal profits. The profit maximisation position, where MC 

equals MR, is atoutputQ, but at this point the prke is shown by Pand the average 
cost by AC. Ar. this point, AR is great.er than AC and this explains the exist.ence of 
abnormaVsupernormal profits in the short run, shown by the shaded area. 

!AR•MR 

Figure SThefinninshort-runsupplyequilibrium 

In the long run, ,f a firm makes abnormal/sllpemormal profits, new firms will 
be attracted into the industry. If, howE.-,er, a firm makes subnormal profits, i.e. v.+iere 
AC is gll'at.er than AR. such firms will decide co leave the industry. As a result of such 
changes, only normal profits will be made by the firms in the industry in the long run. 

Figure 6 shows the equilibrium situation of firms in perfect competition in the 
long run. AR is equal co AC at a price of P' and a quantity of Q' and so only 
normal profi ts are made. 

····~ , 
AC 

P" AR•MR 

0 ' Output 

Figure 6Long-runequilibriumunderperfectcompetition 

Perfect competition is \lel"Y mLK:h a theoretical model of the beha.viour of firms, based 
on a number of assumptions. It has therefore been criticised for being unrealistic, but 
it is still useful as a model of economic beha.viour. 

ltwouldbeeasyforcandidatestodismissthetheoryofperfectcompetition 
forbeingunrealistic,butthetheoryisimportantinprovidingabenchmarkto 
considerothertheoriesofmarket structures. 

The market structure of monopolistic competition is based on a number of 
assumptions, which include the following: 

• There is a large numb€r of firms. 

• Produces are differentiated, i.e. they are not homogeneous. 

• Each firm faces a demand curve that is downward sloping from left co right. 

9 Distinguishbetweentheprofits 
madeintheshortrunandinthe 
longruninperfectcompetition. 

Answer on p.1S7 

4·M ih/.i:fi4Miit 
Howusefuldoyouthinkthemarket 
structureofperfectcompetitionis? 

Different market structures e 



• Demand for a product is relatively price elastic, but not perfectly elastic. 
• Great use is made of advertising brand images co build up brand loyalty. 
• There are no barriers co entry and exit, so firms can enter or leave the 

indumyinthelongrun,iftheysowish. 

• Firms aim co maximise profits. 
• Only normal profits can be earned in the long run. 

In the short run, a firm could make abnormal/supernormal profits, normal 
profits or subnormal profits. As there are few barriers to entry or exit, this will 
enable firms to leave or enter the industry in rl'Sp<lnse to these profits. 

Figure 7 shows the equilibrium situation of a firm in monopolistic competition 
that is making abnormal/supernormal profits. The profit maximisation position, 
where MC equals MR, is at output Q and price P. AR is above AC and so the firm 
is making abnormal profits, shown by the shaded area. 

" '~~ 

~ 
Q Output 

Figure 7 Short-runequilibriumundermonopolisticcompetition 

In the long run, if a firm makes abnormal/supernormal profits, new firms will be 
attracted into the industry. If, however, a firm makes subnormal profits, 
i.e. where AC is greater than AR, such firms will decide to leave the industry. As 
a result of such changes, only normal profits will be made by the firms in the 
industryinthelongrun. 

Figure 8 shows the equilibrium situation of firms in monopolistic competition in 
the long run. AR (or D) is equal co AC at a price of Panda quantity of Q' and so 
only normal profits are made. 

Output 

FigureSLong-runequilibriumundermonopoliniccompetition 

Monopolistic competition is generally regarded as a more realistic model of 
thebehaviouroffirmsbecause itisoftenthecasethatthereisa greatdealof 
competition between firms chat are selling produces that are similar, but not 
identical. 
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lnsomequestionswhichrequirecandidatestocomparemonopolistic 
competition and monopoly, it is not always clear when a candidate is referring 
tomonopolisticcompetitionandwhentheyare referringtomonopoly.ltis 
importantthatcandidatescleartyindicatewhichmarketstructuretheyare 
referringtothroughouttheiranswer. 

4·i4 itilOi:Ei,Mhi 
Distinguish between the market 
mucturesofperfectcompetitionand 
monopolistic competition. 

~~~~~~~~~~~~~----1CIII() 

The market structure of oligopoly is based on a number of assumptions, which 
include the following: 

• There is a small number of firms. (If there are only two firms, it is called a duopoly.) 

• There are differentiated product>. 

• Great use is made of advertising brand images to build up brand loyalty. 

• Barrierstoentrymakeitdifficultforne'Wentrantstoenterthemarket. 
• Firms can make abnormal/supernormal profits in the long run, as well as the 

short run. 

• There could be a mixture of price makers and price takers. 

• Thefirmsareinterdependenc. 

• There could be a degreE of collusion between firms operating in a ca rtel. 

• There is a kinked demand curve. 

• Thereisagreatdealofpricestability/rigidity. 

There are usually only a few large firms in an oligopolistic market structure, 
i.e.theconcentrat ionratioofthelargestfirm1isusuallyveryhigh. 

oligopoly: a market or industry in which there are a few large firms competing 
with each other 

concentrationrat io: thepercentageofamarl::etoontrolledbyagivennumber 
of firms, e.g. the five largest firms in an industry might control 80% of the 
output of the industry 

An important distinctive feature of oligopoly is the existence of a kinked 
demand curve. This results from the fact that firms in an oligopolistic market 
structuretrytoanticipatethereactionsofrivalfirmstotheiractions. 

It is assumed that if an oligopolistic firm increases its price, other firms in the 
market will not follow and so demand above the kink is elastic. It can also be 
assumed chat if an oligopolistic firm reduces its price, other firms in the market 
will follow and so demand below the kink is inelastic. 

Figure 9 shows the equilibrium situation of oligopolistic firms. The profit 
maximisation position, where MC equals MR, is at output Q' and price P'. Above 
the kink (i.e. to the left of Q), demand is elastic; below the kink (i.e. to the right 
of Q'), demand is inelastic. It should be noted chat that the marginal revenue 
line is discontinuous, shown by the dotted line between MC, and MCo-

" '°~ 
"'' 

p• MCo 

' ' 

MR """ o• Quantity 

Figure9Thekinkeddemandcurve 
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Another important distinctive feature of oligopoly is chat firms may 
sometimes ace together, i.e. there will be collusion between two or more firms, 
s.uch as through price agreements, giving rise co the existence of a cartel. 

Oligopoly can sometimes give rise co predatory pricing. This is where a firm 
charges a price that is lower than those of competitors in a deliberate attempt 
co force other firms out of the industry. 

Oligopoly is generally regarded as a reasonably realistic model of the behaviour 
of firms, but it is more complex than the other market models because there ~!!l.l!mll'll!!!mr,---1 are many ways in which firms in such a market may interact with each other. 10 Explain what is meant by a 'kinked 

The market structure of monopoly is based on a number of assumptions, 
which include the following: 
• There is one firm in an industry, i.e. there is just one single seller. 
• Legally, a monopoly can be defined in terms of a percentage of market share, 

e.g.intheUKthisis25%. 

• There are no substitutes for the produce. 
• Barriers to entry make it virtually impossible for new firms to enter the market. 
• Abnormal/supernormal profits can exist in both the short run and the long run. 
• The demand for the firm's product is also the market or industry demand, so 

the demand curve is downward sloping from left co right. 
• Marginalrevenueisalwayslessthanaveragerevenue. 
• The firm aims to maximise profits. 

[ 
monopoly: a market or industry where there is a s.ingle firm which controls the } 

. supplyoftheproduct .-

Figure 10 shows the equilibrium situation of a monopolistic firm. The profit 
maximisation position, where MC is equal to MR, is at price P' and quantity Q'. 

Abnormal/supernormal profits are being made, but because of the existence of 
barriers to entry, it is imposs.ible for new firms to enter the market and so these 
proficscanexistinthelongrunaswellastheshortrun. 

Figure 10 Profit maximisation and monopoly 

demandcurve'inoligopoly. 

Answer on p.157 

4·i4 ih U,Ei4Mht 
Outlinethemaincharacteristics of 
oligopoly. 
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A monopoly is generally regarded as a market structure that has disadvantages 
for the consumer, but this need not necessarily always be the case. For 
example, in the case of a natural monopoly, one firm will have rnfficient 
economies of scale co satisfy market demand more efficiently than two or 
more firms. 

( 
na tura l mono poly: a situation where average cost will be lov.rer with just one ) 

. prov1der,ava.d1ngthewastefulduphcat:Jonofre1ources • 

lnexaminationquestionsonmonopoly,especiallythosewhichrequire 
candidatestodiscussorevaluateamonopolymarket,itisimportanttoinclude 
boththepotentialadvantagesandthepossibledisadvantagesofmonopoly 
beforecomingtoaconclusion. 

Contestable markets 
The idea of contestable markets is based on a numb€r of assumptions, 

including the following: 

• Therearenobarrierscoentry;entryincoanindustryi:srelacivelyeasy. 

• Firms already in the market continually face the threat of competition. 

• This puts pressure on the firms co be efficient. 

• Abnormal profits are made in the short run, but only normal profits in the 
long run. 

• There are degrees of contestability; a perfectly contestable market will 
have no sunk costs (these are costs which have al ready been paid for 
when a firm enters a market and so are non·recoverable when a firm 
leaves an industry). For example, sunk costs are those costs which have 
already been paid for, so the costs of research and development will 
already have been paid for; if a firm leaves an industry, they will be non­
recoverable. 

Thekeyfeatureofacontestablemarkecisthacbecauseitisrelacivelyeasyfor 
a new firm to enter a market, the existing firms in the market are continually 
influenced by the threat of the possible entry of such firms, making them 
b€have as if these potential firms were actually already operating in the 
market. 

contesta ble ma rke t: a situation where it may be relatively easy for new 
entrantstoenteramari::etorindu1try;theeffectofthi:sisthatexi1tingfirmsin 
an industry face the threat of new firms coming into the industry and increa~ng 
the degree of competition 

ltisimportantthatcandidatesclearlyunderstandthatinacontestablemarket, 
it is not so much the entry of new firms into a market that is important but the 
threat of such entry. 

4'\oi ihi-i,Ei4Mht 
Doyouthinkthatamonopolyisalways 
bad?Explainyourreasoning. 

11 Whatismeantbya'contestable 
marl,;et'? 

Answer on p.157 
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Conduct and performance of firms 
It is possible to distinguish betwe€n firms in r.erms of pricing policy and non­
price policy. 

44~;~U!ii~:i!Q~444ii~·ll!._~~~~~~~~~~~~~~~~~--i~ 
Price discrimination 
Price discrimination occurs where different prices can be charged to different 
customers where there are different price elasticities of demand and where the 
differences in price are not a reflection of differences in the coses of production. 

This can happ€n in a situation of monopott where the firm is able co keep 
different markets separate. This could be in terms of different geographical 
regions, different times of the day or different ages. 

price discriminatio n: theprocessofchargingdifferentpricesindifferent 
markets where there are differences in the price elasticitie1 of demand 

I 
A common error in examination answers on this part of the syllabus is to 
assumethatdifferencesinpricearebecauseofdifferencesincost.Thekey 

1 pointtoemphasiseinanswerstoquestionsaboutprice discriminationisthat 
i thepricedifferencesdonotreflectdifferencesincost 

Price leadership model 
This can exist in an oligopoly market structure where there is collusion 
between firms in the market. There can be informal or tacit collusion 
between firms and this is usually seen when there is a situation of price 
leadership; in this situation, firms in the market will follow the lead of one 
firm. The aim of this behaviour is to maximise the profits of all these fi rms 
by behaving as if they were a monopolise, i.e. a single seller. As stated above, 
this agreement on price or output gives rise to a cartel arrangement. 

Mutual interdependence 
Another characteristic of firms in an oligopoly market structure is mutual 
interdependence. Firms in oligopoly take into account expectations about 
the behaviour of other firms in the market and it is this which gives rise 
co the existence of a kinked demand curve, a unique characteristic of 
oligopoly. 

12 Whatismeantby'price 
discrimination'? 

Answer on p.157 

44~M~ll~:@n44iilllll·~444ii~·ll!._~~~~~~~~~~~~~~~~--i~ 
The conduct of firms can also be compared in relation to whether they rely on 
pricing policies or non-price policies. In most markets, firms compete in terms 
of price, but in monopolistic competition and oligopoly there is a great deal of 
non-price competition, i.e. rather than using changes in price co compet.e, the 
firms use other ways to compet.e with each other. 

Non-price competition involves any form of competitive activity, other than 
changesinprice,andcanincludethefollowing: 

• advertising and product promotion 
• branding and the creation/maintenance of brand and customer loyalty 
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• sales promotions, e.g. through such special offers as BCX,OF ('buy one, gee 
one free) 

• discribution,e.g. controllingthediscribucion ofproduccstoparcicularretail 
outlets 

13 ldentifythreeexamplesofnon-
price competition. 

• distinccive/excluffilepackaging 

• differences inqualicyordesign 
Answer on p.157 

Table 7 summarises the main differences between firms in the four different 
market structures. 

Table7Themaindifferencesbetweenthemarketstructures 

Various in the Productiveefficiencyinthelong No barriers to 
shortrun;normal run;allocativeefficiencyinboth entry or exit 
in the long run theshortrunandthelongrun 

Various in the Neither productive efficiency nor Very few 
shortrun;normal allOGiltiveefficiencyisachieved barriers to 
in the long run entry or exit 

Supernormal in Neither productive efficiency nor Some barriers 
the long run allOGiltiveefficiencyislikely to entry 

Supernormal in Productive efficiency is most High level of 
the long run unlikely;allocativeefficiencywill barriers to 

entry 

Growth and survival of firms 
f i,i¥111,1@itrtltff!illlii,,t 

Despite the potential advantages of economies of scale, small firms still continue 
toex1st 1nmanyeconom1es. 

The reasons for the continued survival of small firms include the following: 

• The size of the market is small. 

• The firm may be in a very specific niche market. 

• The firm is providing customers with a service that requires personal attention. 

• The firm may have only just started and so is relatiV€ly small at present. 

• The owners of the firm prefer it to remain small. 

• Small firms may receive specific financial support from government. 

• Small firms may be more flexible in responding to changes in demand. 

• Small firms may be more innovative and pioneering. 

• The small firm may not be able to grow because of difficulties in raising the 
necessary finance. 

• In some industries, there is an increase in the process of'contraccing out' and 
small firms may benefit from this. 

• A small firm may be more efficient, e.g. labour relations and levels of 
motivacionmaybebeccerchaninalargefirm. 

Price competition No collusion 
between firms 

Price competition No collusion 
and non-price between firms 
competition 

Price competition Collusion 
and non-price between firms 
competition 

Price competition Only one firm 

Growth and survival of firms e 



'1Eiliilli·l9mi=H:h~B~lrt· 111~h~::~f .. ~~~~~~~~~~~~~~~~~ 
Internal and external growth 
The internal growth of a firm comes about as a result of a firm increasing in size 
through producing and ,elling more produces; the extent of this growth can 
be measured through volume of sales, sales re\1€nue (turnoV€r), the number of 
employees, market share and the size of profits. 

The external growth of a firm comes about as a result of a merger, takeover or 
acquisition where two or more firms combine t<>g€ther, a process known as 
integration. 

integration: the process whereby two or more firms come together through a 
takeover, merger or acquis.ition. A merger is where two or more firms combine 
togethera1aresultolmutualagreemeot,whereasatakeoveroracquisition 
usually involves some form of hostile bid by one firm for another 

The reasons for the growth of firms 
The reasons for the growth of firms include the following: 
• to take advantage of possible economies of scale, leading to a decrease in the 

coscsofp,oductionofafirm 
• to b€ stronger and therefore safer from a hostile cakeovt>r or merger proposal 

(in the case of a firm becoming larger through inr.ernal growth) 

• to cake advantage of opportunities co gain from a larger market share, such 
as through greater profitability 

• a possible desire of owners and/or managers to expand 

••!-nm1m&a11~,~,,m1~1;.1;11a,~1CMm-~ttffliim·lll!·m•1ij,~,,~2aJ1D1t._~~~~~~~~~~--i~ 
Horizonta l integration 
One form of external growth is horizontal integration. This is where two or 
more firms at the same stage of the production process join together, such as 
two banks or two car manufacturing companies. 

horizontalintegration: wherefirmsat thesamestageofproductionmerge 

Vertical integration 
Another form of external growth is vertical integration. This is where two 
or more firms at different stages of the production process join together. If 
chisisgoingbacktoanearlier stage in the production process,suchasa tyre 
(tire) producing country caking over rubb€r plantations, this is known as 
backward vertical integrat ion. If this is going forward to a lacer stage in the 
production process, such as a car producer taking over a chain of p€trol 
stacionsandgaragestoaccasdistribucorsofthe vehicles, this is known as 
forward vertical in tegration. 

verticalintegration: whereafirmjoinswithanotherfirmatanearlierstageof 
theproductionprocess(bac:kwardvertic:alintegration}oratalaterstageofthe 
production process(forwardvertical integration) 
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Conglomerate integration 
Both horizontal and vertical (whether backward or forward) integration involve 
mergers of firms operating in the same market. Conglomerate integration, 
however, is where two or more firms join together even though they are 
operating in entirely different markets chat do not always have any relationship 
with each other. Although this may appear illogical it has the benefit of 
spreading risks in different markets through the process of diversification. For 
example, the brewing company Guinness diversified into publishing. producing 
theGwnnes.sBookofRewrdsamongothercitles. 

conglomerate in te9 ratio n: where there is a merger between firms which are 
operating in completely different markets rather than in different stages of the 
same market 

14 Distinguishbetweenbackward 
and forward vertical integration. 

Answer on p.1S7 

mmlD 4'i4itiUi:fiiMBt 
In examination questions on integration, candidates often write about Di~inguish between the different 
horizontalandverticalintegrationonly,makingnoreferenceatallto typesofintegrationthatcanexininan 
conglomerateintegration.Candidatesshouldconsiderallthreetypesof economy. 
integrationintheiranswers.Conglomerateintegrationhastheadvantageof 
providingdiversilicationandthisspreadingofrisksindiflerentmarketscan 
beoffundamentalimportancetoalargenumberoflirms. 

Demand and supply for labour 

4•ui~tt!3·~·ili:~:fC·l~:\·J•~Gtlll!M~ttt't~·~.._~~~~~~~~~~~~~~~ml!II(::) 
Labour is not demanded for its own sake, but for what it can contribute to the 
production process. This is known as derived demand. 

The demand for labour is closely linked co the marginal physical product 
of labour. This refers to the additional output produced if a firm increases the 
labour input by one unit. 

Firms are interested not only in the extra output that is produced by employing 
one more unit of labour, but also in the revenue obtained from selling the 
additional output chat has been produced. The marginal revenue product of 
labour is obtained by multiplying the marginal physical product of labour by the 
marginalrevenuereceivedbyafirm. 

de ri ved demand: wherethedemandbyemployersforlabourisrelatedto 
the demandfortheproductthatthelabourhelpstoproduce, i.e. labour is 
notdemandedforitsownsake,butforitscontributiontotheproduction 
process 

marg ina l physicalproducttheamoontofextraootputthatisproducedifa 
firmincrea5e5itsinputoflabourbyoneunit 

marg inalrevenueproduct: theextrarevenueobtainedbyafirmasitincreases 
itsootputbyusinganadditionalunitoflabour 

Figure 11 shows the profit maximising position where the marginal cost of 
labour (MCL) equals the marginal revenue product of labour (MRPL) at a wage of 
WandaquantityofQ'. 

Demand and supply for labour e 



Ma,,;o, I~ 
product 

W' MCL 

M,a 
Q' Quantity 

of labour 

Figure11Thelabourinputdecisionofaprofitmaximisingfirm 
under perfect competition 

15 Explainwhatismeantbythe 
term'deriveddemand '. 

Answer on p.157 

4•ui~Hli!Jl~IC~Wi4111·~1Uffl~-tttt~·l!ll._~~~~~~~~~~~~~~~~l:II!!(:) 
In Figure 11, it is assumed that a firm is in a perfectly comp€ticiw market for 
labour and so cannot innuence the price, i.e. the wage, of labour. The firm 
therefore regards labour supptt as perfectly elastic, as shown by MCL 

For the industry as a whole, however, the supply curV€ of labour will be upward 
sloping from leh co right because more people will make themselves available 
forworkwhenthewag€isincreased. 

For an individual worker, however, the increase in wages may p€rsuade 
chat worker to work fewer hours in order to enjoy more leisure time and 
this situation gives rise co a bad:ward-bending supply curve for a particular 
individual. 

This situation can be seen in Figure 12. Up co a wage of IN", a worker decides co 
work more hours as the wag€ increases, but as the wag€ increases above w·. the 
worker may decide co work fewer hours. 

TJJ 
Q ' Hours 

of labour 

FigUTe12 Abackward-bendingindividuallabour5Upplycurve 

The backward-bending supply curve of a particular worker reflects the 
importance of the pecuniary advantages of work to that employee, i.e. a 
reward or benefit that is paid in the form of money. 

Of course, there are also non-pecuniary !l'asons why people work. i.e. reasons 
ocherthanafinancialreward. 

pecuniaryadvantages: theadvantagesofemploymentthatareintheformof 
financial rewards or benefits 

non-pecuniary advantages: the advantage-s of employment, other than the 
money that is gained, 5Uch as the job satisfaction gained from a partirular form 
of employment 

16 Distinguish between pecuniary 
andnon-pecuniaryadvantagesof 
employment. 

Answer on p.157 
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Wage determination 

~•1.1-~:1· ~·@!· 1m;z;,~:1~1:fm-1~u~ium1~·•~n·~tat111,=rnm1m,n,;~.q~n,1-11~·iZBm¥1._~~~~~~--il:!l!II(::) 
Equilibrium in a labour market is just like equilibrium in any other market, i.e. 
it is where demand is equal to supply. This can be seen in Figure 13 where the 
downward·sloping demand curve for labour and the upward-sloping supply 
curve of labour intersect at a wage of w• and a quantity of Q' . 

TZJ 
o• Quantity 

of labo ur 

Figure13 Labourmarketequilibrium 

Transfer earnings and economic rent 

Transfer earnings refer to those earnings that are the minimum that would be 

necessarytokeepafaccorofproductioninaparticularuse. 

Economic rent is the additional payment that a work€f receives above the 
transfer earnings.This can be seen in Figure 14,whereanemployeereceivesa 

wage of W'. Some of this wage will be in the form of transfer earnings 

(shown by OBAQ') and some of it will be in the form of economic rent 

(shownbyBAW"). 

o· Quantity 
of labour 

Flgure14Transferearningsandeconomicrent 

transfer earnings: the minimum payment required to keep a factor of 
productioninitspresentuse 

economic rent: the extra payment received by a factor of production that is 
above what would be needed to keep it in its present use 

A common error in examinations is to confuse where economic rent and 
trans/erearningsshouldbeshowninthediagram,astheyareoftenlabelledthe 
wrong way round. It is important that candidates include appropriate diagrams 
wherever possible in their examination answers, but the diagrams need to be 
accu ratelydrawnandcorrectlylabelled. 
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The amount of economic rent that a worker is able to obtain is limited by the 
face that there is not usually a high level of mobility of labour; in fact, in many 
labour markets, there is a high degree of immobility of labour. 

There can sometimes be differences in wages in an industry in different parts 
of a country. This is because although there might be an officially agreed wage 
race in an industry that is supposed to apply across a whole country, specific 
demand and supply circumstances may mean that the actual earnings of 
some workers in some parts of the country are higher. This situation is known 
as wage drift . 

mobility of labour: the degree to which labour finds it easy to move from 
ooejobtoanother{oa:upationalmobility)and/orfromonelocationtoanother 
(geographical mobil ity) 

immobilityoflabour: thedegreeoloa:upationalimmobilityandgeographic:al 
immobility of labour which makes a labour market less flexible than it would 
otherwise be 

wagedrift: a§ituationwheretheaveragelevelofwage1inanindustrytendsto 
risefasterthantherupposedwagerates 

A labour market may not necessarily operate under fret'-market conditions. 
For example, there may exist a single employer of labour, a government may 
interV€ne or the workers may be members of a trade union. 

Monopsony 
It has been assumed so far, in terms of wage der.ermination, that the industry 
demand curve is made up of a number of firms in an industry. It could be the 
case, howeV€r, that there is just one firm in the market co employ a factor of 
production. Such a firm is known as a monopsony. 

= ay, asiogleb,y~ofap,od,ctmofafacro,ofp,od,ctio~ 

l~ _J 
In a competitive market, there will be many firms in an industry and so each 
firm must accept the prevailing market wage. If a firm is a monopsonist, 
however, the situation will be different. This can be seen in Figure 15. If the 
market was a competitive one, the equilibrium position would be where 
demand is equal to supply; this would be wage W' and quantity Q". A 
monopsonist, however, would be at an equilibrium position where marginal 
cost was equal to demand; this would lead to a lower wage of Wm and a 
lower quantity of Qm. W•o;;;:~iA s,,,.,~c,f 

labour 

W' 

w, 
Oe<Nnd (MRI\) 

Om O' 

Figurel SAmonosponybuyerof labour 

Quantity 
of labour 

17 Distinguish between transfer 
earnings and economic rent. 

Answer on p.157 
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A common error in examination answers on this part oft he syllabus is to show 
the minimum wage below where supply and demand intersect, rather than 
abovethispoint.Candidatesshouldundemandthattherewouldbenopoint 
in having a minimum wage below what the wage in the economy would have 
beenwithoutanyformofintervention. 

Government intervention 
In a free market, there woukl be no gO\lernment intervention, but governments 
do intervene in economies, including in labour markets. For example, a 
government might decide to introduce a minimum wage co prevent employees 
beingpaidbelowacertainlevel. 

The effect of this can be seen in Figure 16. Without government intervention, 
the equilibrium woukl be a wage of w• and a quantity of Q' , an equilibrium 
determined by the intersection of demand and supply. A government may 
decide, however, that the wage of w• is too low and so intervenes in the 
market by introducing a national minimum wage. This will be set above W" 
at a wage of Wrr, 0 • The advantage of this is that those employed will gain a 
higher wage, but the disadvantage is that fewer workers will be employed 
(Q,,, ., ratherchanQ'). 

Ou naod(MRI\) 

Omn o• Quantity 
of labour 

Figure 16 The effect of a minimum wage on a firm in a perfectly 
competitive labour market 

Trade unions 
It may be the case chat workers belong to a trade union which is involved 
in collective bargaining with employers on behalf of the workers. A trade 
union may insist on the existence of a closed shop co increase its bargaining 
power with employers. 

trade union: anorganisationofworkerswhichisinvolvedincollective 
bargaining with employers to achieve certain objectives, such as improvements in 
pay and working conditions 

collective bargaini ng: the process of negotiation between trade union 
representativesoftheworkersandtheirernployersonwchissuesas 
remuneratioo(paymenl}andworkingconditions 

closed shop: arequirementthatallemployeesinaspecificworl<.placebelongto 
a particular trade union 

The trade union can reduce the supply of labour, e.g. by pressurising 
governments and/or employers into making entry into particular employment 
more difficult, and this will have an effect on wages. This can be seen in Figure 17. 

Wage determination e 



Without a trade union, the equilibrium position will be wage w• and quantity 
Q*. Hcmewr, if a trade unioo makes it more difficult fOf people to enr.er 
empb1ment in that particular indusrry, the wage will now be higher, at w~ and 
the quantity <:/labour wil now be lower, at Q1• 

w,,.~ 
.. ,. Si s 

w, 

w· Aw:rag,, .... 
""'""" 01 o· QU1ntity 

of!.obour 

Flgurt17Arradeunion restrictsthewpplyoflabour 

4liltii·1¥i,%N 
Findo1.111owhiitextentgoyemment 
and1r.ldeunions1nnuencewagein 
)'Ol.l•country. 
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10 Government intervention in 
the price system 

Sources of market failure 
Many aspects of market failure are covered in the AS syllabus (see Topic 3); 
others, such as the implications of monopolistic elements in a market and of 
inequality of wealth and income, are dealt with later in this unit. Table 1 provides 
a summary of the main sources of market failure. 

TablelTypesofmarketfailure 

Merit 900115 These are goods which are regarded as socially de!.irable and which would be under­
produced and under-consumed in a free market 

Demerit goods These are goods which are regarded as socially unde!.irable and which would be over­
produced and over-com;umed in a free market. 

Public goods These are goods which "M>uld not be provided at all in a free market because it would be 
impossibletochargeapriceforthem 

Extem;ilities Externalities are costs and benefits which affect third p;irties. Negative externalities may 
result from the over-production of a good and ~tive externalities may result from the 
under-production of a good 

Information failure There is a lack of full information and 50 the allocation of re50urces may not be as efficient as 
it otherwise would be. 

Government failure A government can intervene in a market to try to overcome a market failure, but there is 
alwaysachancethatsuchinterventionmaycreatefurtherdistortionsinthemarket. 

Imperfect competition This occurs when there is a departure from the situation of perfect oompetition. There can be 
different market imperfections and one of these is the existence of monopolistic elements in 
an economy where one firm can have monopoly p<M'er in a market 

Inequality in the distribution A free market may lead to a very unequal distribution of income and wealth, giving some 
of inoome and wealth people more influence in a market than others 

Factor immobility In a perfect market, the factors of production would be able to move easily from one market 
to another, but the existence of occup;itional and geographical immobility of factors of 
productionmeansthatthisdoesnotalwayshappen 

--t--
Pricein,;tability Thisoccurswherepricescanrapidlychangeinarelativelyshortperiodoftime.ln50me 

markets,therecanbeagreatdealofpriceinstability,especiallyinagriculturalmarkets 

The topic of monopoly is discussed elsewhere in the A level syllabus (see Topic 9); 

in this topic it is important co see how monopoly is another possible example of 
market failure. 

@·M ih!Oi:fi4Miii 
Considerthedifferentformsofmarket 
failurewhichexistinyourcountry. 
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Monopoly power is regarded as a market imp€rfection because the 
equilibrium price is likely to be higher and the equilibrium quantity lower than 
would be the case in p€rfecc comp€tition. Unlike the situation in p€rfecc 
comp€tition, the abnormal profits are not competed away in the long run 
becausetherearesignificantbarrierstoencry,which make icverydifficult,if 
not impossible, for new firms to enter the market. A particular form of 
inefficiency chat can exist in monopoly is when a firm's average cost curve is 
not at its minimum level; monopoly power can mean that the lack of 
competition can reduce the level of efficiency, meaning chat unit costs of 
production are not minimised. A particular example of such a market 
imperfection is the existence of deadweighc losses. 

technical monopoly: technically, a monopoly is said to exist where there is just 
ooefirm inanindustry 

X-inefficiency: asituationwhereaveragemstisnotatitslowe!itpointbecauM> 
monopolypowerhasgivenrisetoinefficiency 

1 Explainwhatismeant by 
'X-inefficiency'. 

Answer on p.157 

4•ui~:ili~:::1+m-1~:1~1:1;;~·IZG~·t!i!Z·!·"®l!!· !:~rtill![·!th!i! ..... ~~~~~~~~~~--i~ 
A deadweight loss occurs when there is a monopoly situation leading to a 
higher price and a lower quantity compared to the situation chat would exist if 
the market was one of perfect comp€tition. In this sense, a consumer is worse 
off and so there is ~id to be a welfare loss. 

deadweight losses: the reduction in con!.Umer surplus when a monopoly 
producerreducesoutputandraisespricecomparedtowhatthesituation 
would be in perfect competition; there is therefore a welfare loss to the 

This can be Se€n in Figure 1, which compares the situation of p€rfect 
comp€tition with that of monopoly. In perfect comp€tition, the equilibrium 
price will be Ppc and the equilibrium quantity will be Op.:. The consumer surplus 
willbeAPpcf. 

If, however, the market becomes one with just one firm, i.e. a monopoly, the 
equilibrium price will now be at Pm and the equilibrium quantity will now be at 
Orr,. The price will therefore be higher and the quantity lower than was the case 
in perfect comp€tition. The consumer surplus is now much less, shown 11)' the 
triangle APmB. This creates a loss to society shown by the triangle BCE; this is the 
deadweightloss. 

S{=MC.) 

Output 

Figure 1 Comparing perfect competi tion and monopoly 

2 Whatismeantbya'deadweight 
loss'? 

Answer on p.157 
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Additional policies to correct market 
failure 

iitli't!IC~·-!,!!!IIMDtttt!·llt~~~~~~~~~~~~~~~~~~---illll!(::) 
Topic 3 in the AS syllabus considers a number of way<, that a g<M"mmenc could 
intl'M'Oe in a marker, such as through raxes and subsidies; anotherw'if'j chat a 
go.iemment could intervene is through regulations. For example, in some countries 
a go\lffnmenc may establish regulations to control monopolies; if a firm has roo 
moch monopoly power in a market, it can be referred to a commission (a body 
'M'lich can look into a mooopoty situation) 'Mlich can investigar.e whether the 
monopoly is acting against the public interest. Regulations could also exist in relation 
to health and safety and consumer pror.ection. 

( 
regulations: thesecoveravarletyoflegal<1ndotherruleswhlchapplytofinm ) 

. 1nd1fferentan::umstances • 

••~@~·JMM1~·1:11~n=1ta-1a1,mem1:~B~U~::=111-~,:1~·•11-1-~o~ttl!ll··~mm:m:~@:mittttm1~~~~~~~1111!(::) 
Table 1 aboveindicatesthatanothermarkecfailureisthefactthatchereisofcen 
a degree of inequality in the distribution of income and wealth in an economy. 
A government may, therefore, decide co intervene in an attempt to bring about 
a more equitable distribution of income and wealth. 

Income tax, for example, could be used co redimibute income because an 
income tax is likely co be progressive, i.e. a higher income tax race can be 
charged to those earning high incomes so that they pay not ontt more in tax 
butalsoahigherproportionoftheirincome. 

A negative income tax can also be used co redistribute income. This involves 
people on low incomes receiving money from a government instead of paying 

negative income tax: the payment of money to those people on km inmme1 
instead of taking part of their income from them through income tax 

Candidates sometimes confuse an income tax and a negative income tax in 
their examination answers. An income tax involves taking money from people, 
whereasanegativeincometaxinvolvesgivingmoneytopeople. 

Sometimes a government will provide universal benefits to people chat 
do not take into account their need, but a government could also decide to 

prioritise the provision of benefits to chose people who are less well off through 
means tested benefits. An example of a means tested benefit would be tax 
credits, which are paid co chose people who have children or who ha\/€ a job 
thatpaysaverylowwage. 

A potential problem of means tested benefits is that as people receive money in 
the form of benefits, they may no longer be entitled co as much support as was 
the case before. This gi\1€s rise to what has been termed the poverty trap. 

Additional policies to correct market failure @ 



:is~i~:;:n:~::it~~s:i11:s%~~m:. ~::~;~~f~::::h~u~:~b~:hieve this ~lll!l!ll'!!!mlt"" ___ l 
objectiveincludeinheritancetaxandcapitalgainstax. 3 Explainwhatismeantbya 

universal benefits: benefit1thatareprovidedtoeveryonewhoisentitledto 
them without taking into account the income of those people 

means t estedbenefits: benefitsthatareprovidedtothosepeopleentitledto 
themaftertakingintoMcounttheirincomeand,therefore, their need for the 
benefits 

tax credits: a form of benefit that is paid to people on low income1 to boost 
their income and raise their standard of living 

poverty tra p: thesituationwhichoa:urswhenapersonreceivesbenefits, 
increasing income, but which then meam the person is no longer entitled to 
receiveasmucha1wa1thecasebefore 

Objectives of government 
microeconomic policy 

Another objective of government microeconomic policy is the achiewmem of 

equity. This can be seen in terms of government policies to bring about a fairer 
and more equitable distribution of income and wealth. 

'progres.sivetax' 

4 Whatismeantbya'povertytrap'? 

Answers on p.157 
-----.im1 

4'14 ihiU,fiiMhi 
Researchhowonecountryofyour 
choiceattemptstobringaboutamore 
equitabledistributionofwealthand 

Effectiveness of government policies 
Topic 3 in the AS syllabus and this topic have indicated a numb€r of different 
wa'f', in which a government can intervene to reduce the extent of market 

failure. The effectiveness of government policies, however, will depend on a 
numberoffactors,indudingthefollowing: 

• information - a government's policy will only be effective if it has all the 
necessary information, but this isn't alwa'f', possible; for example, it is not 

easy t.o plMe a monetary value on a negative externality, such as pollution 

• incentives ~ a government may decide to use a progressive income tax 
to bring about a more equitable distribution of income, but if the t.op rate 

of tax is wry high, there may be a disincentive for the higher paid to work 
as much; some workers may even decide co leave the country and seek 

employment elsewhere 

It is possible to consider the possibility of government failure where a 
gowrnment intervenes to correct market failure but, as a result of doing so, 

creates other distortions or imperfections in the market. 
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governmentfailure: asituatioowheregovernmentinterventiontocorrect 
market failure does not i!Ctually improve the level of economic efficiency; it is 
possiblethatsuchinterventioomayevenreducetheefficiencyoftheallocation 
ofscarceresource1intheeconomy 

Privatisation 
As star.eel in Topic 3 in the AS syllabus, a government could decide to provide 
a particular service itself by providing it through a state-owned or nationalised 
industry. 

However, a nationalised industry may not always be as efficient as one operating 
in the private sector, and so a government may decide to privatise an industry 
bytransferringownershipfromthepublictotheprivatesector. 

The term privatisation can also apply to a number of other government 
initiatives, including deregulation and contracting out 

r::=ion: the tramfer of the owner.ship of an industry from the state or I ;bl~i~ortothepnvatesector 

deregulation: thereductioointhenumberofregulations,rulesandlawsthat 
operate in an industry 

contractingout: thetramferofre~sibilityfortheprovi1ionofaservicefrom 
thepublictotheprivate~ctor 

Candidatesneedtounderstandthatin anexaminationquestionon 
privatisation,itwouldbeappropriatetoinclude referencestoboth 
deregulationandcontractingoutintheiranswers. 

Deregulation refers to the process of reducing the regulations, laws and rules 
whichcanapplyinanindustry.Whentheseareremoved,itusuallyallowsfora 
great.er degree of competition to take place, which, so it is argued, should lead to 
agreat.erdegreeofefficiency in the industry. 

Contracting out is another form of privatisation; this is where a service that was 

~~i~~~ rn:~ii~:r:~:~~~: i~g:~:. ~~~i~~::t: :;:;t;r~o;;r::fided ~ammmi,----, 
efficiency. 5 Distinguishbetweenprivatisation 

and deregulation. 

;:~:::;i0~hc:::;:~t~~~t~a~ ~r~:~~~ aasn:u~;y~i~:t~:~:~:s~~;.h: Answer on p.157 
government attempts to bring about change to improve efficiency in an 
economy by taking action on the supply, rather than on the demand, side. 

~---------------~4-MMUi:fiiMhi 
supply-side economics: theapproachtochangeinaneconomythatput1 
thefocu1onthesupplyside,ratherthanthedemandside,e.g.privati1ation, 
deregulatiooandrontractingout 

Towhatextentdothedifferentforms 
ofprivatisationandderegulation exist 
in your country? 

Privatisation @ 



11 Theory and measurement 
in the macroeconomy 

National income statistics 
t•ui~rttl- ~·nm1m&bb1-m:1,~1.mu~::!&a,m1a~rtilm·l!!M~· tm0m1ma1+ ..... ~~~~~~~~~~~~ 

National income ,racistb actually in110lve a variety of different statistics. National 
income is oft.en used as a generic r.erm, but there are three different forms of the 

statistics - gross domestic product, gross national product and net national product. 

national income: a general term for the total income of an eronomy over 
aparticularpi'riodoftime.Morepreci~,itreferstonetnationalproduct 
(definedonpage115} 

Gross domestic product 
First, there is gross domestic product (GDP). This refers co all chat is produced 
within the grographical boundaries of a particular country. le does not matter 
whether the productive assets are owned locally or are foreign owned. There are 
three different ways of meas.uring the value of a country's GDP~ the output 
method. the income method and the expenditure method. All the different 
methods, however, will produce the same figure because they all measure the 

flaw of income in an economy over a particular period of time. 

grossdomesticproduct: thetotalvalueofallthathasbeenproducedwera 
givenperiodoftimewithinthegeographicalboundarie1olacountry 

net domestic product: the gross domestic product of a country minus 
depreciationorcapitalcom,umption{thi1i1thewearandtearofcapital 
equipment over time, leading to a fall in its value) 

Gross national product 
5econd, there is gross national product (GNP). This is calculated by ac:kiing 

net property income from abroad to the figure for gross domestic produce. 

The net property income from abroad takes into account the total int.erest 
payments, profits and dividends, both coming into, and leaving. a country. 

Generally, the figure for nee property income from abroad tends to be positive 
for developed countries and negative for dE.'veloping countries 

grossnationalproduct:thegrossdomesticproductofarountryplusnet 
property income from abroad 

netpropertyincomefromabroad: theinterestoodprofitsoolorei~ 
investments. It refers to the total interest, profits and dvidends received b>; the 
residentsofonerountryontheirforeii,iinvestments,minusthetotalinterest,profits 
ooddividendspaidtofureic)-lresidentsontheirinvestmentsinthispartirularrountry 

Net national product 
Third, there is net national product. This is calculated by taking away the value 

of capital depreciation from the gross national produce. This is done to take 

into account the money that will need to be spent on replacing machinery and 
equipment that has worn out during the course of the year. 
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net na tional product: thegrossnationalproductofacountryminus 
depre<iationorcapitalronsumption 

deprecia tion(of capita l): theamountofcapitalthatisneededtoreplace 
equipmentthathasdepre<iated,i.e.wornout,overayear 

f i,ii•HJ.i@MMll,i+i,,iiiMMft 
National income statistics are used as measures of economic growth and living 
standards. 

Gross domestic produce is the value of everything that has been produced 
in a particular economy over a given period of time, usually a year. It is 
therefore the main statistic used in many countries as a measure of economic 
growth. 

Gross national product gives a dear indication of the total spending power in 
a particular economy over a given period of time, usually a year. It is therefore 
the main statistic used in many countries as a measure of the standard of 
living. 

GDP deflator 
It has already been pointed out chat it is important to distinguish between 
nominal value and real value. If a country is experiencing inflation, the value 
of its GDP will rise, but this increase could be due solely co the rise in prices, 
i.e.theremaynothave been areal increaseinvalueifcheeffectofinflation is 
eliminated from the figures. This is a limitation of any data that is expressed 
a t current prices. 

This is why economists usually produce national income statistics a t const ant 
prices so that changes in real output can be identified rather than changes in 
valuethatarepurettduecotheinflacionchacexiscsinacountry. 

The GDP deflator is a price index chat is used co convert the figures into 
real GDP. It measures the prices of produces produced in a country and not 
the prices of products consumed. le therefore includes the value not just of 
consumer produces but also of the capital used in the production of the 
products. It includes the prices of exports, but not the prices of imports. 

~ ator: aratioofpnc···eindicesthatisu~innationalinwmestatistics I totakea""'"!aytheeffectofpncechangessothatthefigurescanbeseenas 
represent1ngrealchooges1noutput 

at currentprices: datawhichisexpressedintermsofthepricesofaparticular 
yeoc,i.e.theyhavenotbeencorrectedtotakeaccountofinflation 

at const antprices: datawhic:hhasbeenadjustedtotakeintoaa:ountthe 
effects of inflation 

ltisimportantthatyoudemonstratea dearundemandingofthedifference 
betweenarealchangeinthevalueofacountry'soutput,ahertakinginto 
accounttheeffectofinflation,andachangeinthevalueofacountry'soutput 
thatispurelyduetoinflationinthateconomy. 

Comparison of economic growth rates 
The main method used to compare economic growth rat.es over time and 
between countries is changes in real GDP. There are, however, a number of 
potential problems in using real GDP data, as Table 1 indicates. 

1 Distinguishbetweengross 
domestic product and gross 
national product 

2 Explainwhatismeantby 
'depreciation'. 

Answers on p.157 

3 Explainthepurpo5eofaGDP 
deflator. 

Answer on p.157 
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Table 1 ProblemsinusingrealGDPtocomparelivingstandards 

The hidden, informal or underground These terms refer to economic activity that is not declared and so will not be 
included in the official GOP data, e.g. it may be illegal 

The level of literacy Thel iteracyratecanvaryagreatdealbetweencountriesandthosecountries 
witharelativelylowrateofliteracymaynotproduceveryaccuratedata. 

Non-marketed goods and services The GOP data is likely to be reasonably accurate when the vast majority 
of economic output is recorded through market transactions, but in many 
economies there is a lot of economic activity that is not marketed, i.e. there is 
not a price attached. 

The difficulties of measuring government In some countries, it can be difficult to measure ~nding by the government 
spending becauseitisnotalwayseasytovaluetheoutputofsomethingthatisnotsoldin 

amarket,e.g.defence 

Sustainability A country may have a relatively high rate of economic growth, but this will 
not necessarily be regarded as good if the needs of future generations are not 
sufficiently taken intoao::ount, i.e . the growthisnotsustainablebecause natural 
resources may be depleted and an unacceptable level of pollution created 

Unequal distribution of income and Real GOP can be divided by a country's population to give an indication of the 
wealth average standard of living, but this average may be misleading if there is an 

unequaldistributionoftheGOP. 

The products produced A country's real GOP may increase, indicating economic growth and a rise in 
livingstandards,butthiswillnotnecessarilybethecase,e.g.ifasub'itantial 

_ proportion of the increase in GOP is the result of an increase in weapons _ 

The contrast between increases in A rise in living standards will come about as a result of an increase in consumer 
consumer goods and increases in capital goods available, but in the short run there may be an increase in the production 
goods of capital goods which will eventually help to make this possible 

The quantity and quality of output GOP statistics measure the quantity of a country's output, but they do not take 
_ - ~ oaccountthequalityofthatoutput. _ 

The effect of exchange rate changes When comparing standards of living between people in different countries, it 
isnecessarytotakeintoaccounttheeffectofchangesintheexchangerates 
between countries which would otherwise distort any comparison; economists 
ac:hievethisthroughtheuseofpurchasingpc,Nerparities. 

Working hours and working conditions The GOP data records the quantity of output produced in different countries, 
but they do not take into account the way in which that output is produced, e.g. 
a country's output may have increased sub51antially, but this may have been at 
acostofasignificant increaseinworkinghoursandadeteriorationinworking 
conditions 

Political freedom Although not directly an economic example, it could be argued that political 
freedoms and civil/human rights also need to be taken into account when 
assessing thequal ityoflifein different parts of the world 

Other indicators of living standards and economic 
development 
As stated abo\1€, differences in real GDP are the most established way of 
comparing standards of living in d ifferent countries, but they are not the only 

method used to make such comparisons. Other approaches include the 
following composite measures: 

• Net Economic Welfare (NEW), also known as Measurable Economic 
Welfare (MEW) ~ this approach includes such elements as leisure hours, 

crime races and leV€ls of pollution. 

• Human Development Index ~ this cakes into account gross nacion.11 
income per head (at purchasing power parities in US$), life expectancy 

and years of schooling. 

• Human Poverty Index - this approach measures longevity, adult literacy and 
deprivacion;in2010,itwasreplacedbytheMulddimensiona1Poverty lndex. 

• Multidimensional Poverty Index ~ like the Human P0\1€rty Index, which 

ichasreplaced, thisfocusesoncheextentofdeprivacion indifferentcountries. 

4 Whatismeantbytheterm 
'sustainability'? 

Answer on p.157 
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~ omicWel_fa re(orM.easurable Eoon. omicWelfar.e):.abroader I measure of eronorrnc welfare than real GOP per capita; 1t takes into account 

wchas.pectsasthevalue ofctuldc.areandlookingafterthes.ickandelderly,any 
depletionofnaturalresoorcesanddiangesinthenaturalenvironment 

Huma n Developme nt Index: a composite measure that combines life 
expectancy, averageincomeintheformofgrossnationalinromepercapita{PPP 

USS}andyearsofKhooling 

Huma nPoverty lndex: thiswasdevelopedbytheUnitedNationsto 
complement the Human Development Index; it puts more of a focus on the 
extentofdeprivationindifferentrn1mtries 

Multidimensio na lPoverty lndex: replacedtheHumanPovertylndexin2010; 
likeitspredeces50f,itfocusesontheextentofdeprivatiooindifferentcountries 
ltismitdeupofthreedimem.ionsaodtenindicators 

di stribution of income: the degree to which income in a country is evenly 

distributed 

Candidates should note that instead of the uwal methods to measure income, 
i.e. GDP per capita, the Human Development Index was revised in 2010 and 
usesgrossnationalincomepercapita. 

The Multidimensional Poverty Index uses ten indicators in thre(> categories, or 

dimensions as they are called, as Table 2 indicates. 

Table 2TheMultidimensionalPovertylndex 

D1mens1on I indicators 

Health 

Education 

Living standards 

Child mortality 

Nutrition 

Years of schooling 

Child school attendance 

Electricity 

Sanitation 

Drinking water 

Type of floor 

Type of cooking fuel 

Owne™lip of assets 

lnexaminationquestionsonthecomparisonoflivingstandardsandeconomic 
developmentindifferentcountries,itwouldbehelpfulifcandidatesbroughtin 
asmanyofthevarious indicatorsaspossibleintotheiranswers. 

Economists in the past haw r.ended to focus on the concept of standard of living. 

especially when GDP per capita was the main measure. There has, howewr, been 
greater use of the concept of quality of life in recent years, reflecting the use of 

these composite measures. The concept of qual ity o f life is a broader concept 
than standard of living and takes into account a wider range of criteria. 

qua lityoflife: awidercooceptthanthestillldardoflivingtocompareliving 
cooditionsindifferentcountries; itcouldtakeinto aa:ountsuchcriteriaa,;the 
numberofdoctorsperthousandolpopulation,thequalityofdrinkingwaterand 
theaveragesizeofschoolclasses 

4'i4 itilOi:fiiMBt 
Consider some oft he main reasons why 
itisdifficult tocomparethestandardof 
livingandthequal ityofli feindifferent 

5 Namethetenindicatorsofthe 
Multidimensional Poverty Index. 

Answer on p.158 
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mmm, 
i Candidates need tobe clear aboutwhat is,andwhat isnot,includedinthese 

i ::~ti~~~u~~~~:;:;~:~~ F;~:;~~~:~~d~~~~tJt ~: :!~t~~~ :a:~: 
! MultidimensionalPovertylndex. 

The money supply 
The money supply refers to the total amount of money in an economy at any 
one time. It is an important macroeconomic variable. It includes both broad 
money supply and narrow money supply. 

[ 

money supply:. the amount of money available to the general public illld the } 

. bank1ngsy1tem1naneainomy ..-

--~=ttfflti=·!·~·trtfflE·!ll!l·in,;H=a~.;=11m,~.1~·i~H4~iAll'l!l~U~Wi~ .... ~~~~~~~~~~~~ml!!!(:) 
Different countries will have different definitions of the money supply, but a 
broad money supply will reflect the total purcha>ing power chat is available in 
an economy at a particular time. It can often be termed M4 and would include 
the notes and coins plus all bank and building society deposit>. 

A narrow money supply will be mainly the cash that is available in an 
economy at a particular time. It can often be termed MO and would include the 
notes and coins held by the general public, in cash machines and in balances 
that thefinancialinstitutionshavewithacountry'scentralbank.Thisnarrow 
money supply is also sometimes known as the monetary base. 

broad money supply: a measure of the stock of money which reflects the total 
potential purdlasing power in an economy 

narrow money supply: a measure of the 1toc:k of money in an economy which 
ismainlycash 

monetarybase: thecashheldbythegeneralpublicandbythebankingsystem, 
indudingthebalancesofthefinancialinstitutionswiththecentralbankofthe 
coontry.Themonetaryba1eactsa1thebasisforanyexpansionofbanklending 

In each economy in the world, the government will produce its accounts in the 
form of a summary of its income and expenditure. 

Government budget 
In any economy, there will 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 co the government's planned expenditure. In this sense, where both sides 
ofthebudgetareequal, it isneutral. 

Second,thereisa budgetsurplus. 

In a budget surplus, the projected revenue is greater than the planned 
expendicure,i.e.lessmoneyisspentthanisreceived. lnsuchasicuation,the 
gowrnment i1 caking more out of an economy than it is putting in and this is 
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likely co be a deliberar.e policy co reduce the level of aggregate demand (known 

as deflation) in the economy, e.g. where there is a situation of high inflation. 

Third,chereisa budgetdeficit. 

lnabudgecdeficit,theprojectedr€',lenueislessthancheplannedexpendicure, 

i.e. more money is spent than is received. In rnch a situation, the government is 

putting more into an economy than it is caking out and this is likely to be a 

deliberar.e policy to increase the level o f aggregate demand (known as reflation) 

in the economy, e.g. where there is a situation of high unemployment. 

balanced budge t: where projected revenue and planned government spending 
are equal 

budge t surplus: whereprojectedrevenueisgreaterthanplannedexpenditure 

budgetde ficit: wherepro;ectedrevenueislessthanplannedexpenditure 

Deficit fina ncing 
If a government d(){'s have a budget deficit, it will need to think how it is going 

tofinancethatdeficit.Therearelikelytobethreepossibilicies. 

• lfchebudgetdefK:itissuccessfulinscimulacingthelevelofaggregate 

demand in the economy, this is likely to increase the revenue received from 

taxation and this will contribute cowards financing the deficit. 

• A country may have had a budget surplus in recent years. and the accumulated 

surpluses could be used to contribute cowards financing the defkit 

• It is possible that both of these approaches will not bring in sufficient funds 

to finance the defK:it and in this case the government will need to borrow 

money; this will lead co an increase in the n at io na l d ebt . 

nationa l de bt: the total of all debt aa:umulated by a government 

6 Explainwhatismeantbya"budget 
deficit'. 

Answer on p.158 

4·H iti/.i,fii#O 
Considerwhyi t isimportantfora 
governmenttoaimatachievinga 
balanced budget. 

a:mmD ·-----------·------------ 4'i4iti/.i,fii#8 
It is important that candidates are able to distinguish between a stock of money Consider why the size of a country's 
and a flow of money: A country's national debt is a stock of money that has national debt is important. 
been accumulated over many years. A budget deficit refers to a flow of money 
in onefinancialyear.lfagovemmentissuccessfulin reducingthesizeofa 
country'sbudget deficitinaparticularyear,thesizeofthecountry'snational 
debtmaystillincreaseduringtheyear. 

The circular flow of income 
The circula r flo w of income refers co the flow of income around an economy. 

At any one time, there will be a number of injections into the economy and a 

number of withdrawals or leakages out of the economy. 

circular flow of income : the flaw of income around an economy, involving a 
mixtureolinjectionsandwithdrawalsorleakages 

injectio n: spending which adds to the circular flaw of income; this u1n come 
from investment, government expenditure and exports 

leakage (or w ithdrawal): moneywhichleaksoutofthecirrularflowof 

income; this can be as a result of 1avings, taxation and money spent on imports 

Candidatesneedtoen!illrethattheyunderstand,andcanreferto,thedifferent 
injections into, and the various leakages/withdrawals from, the circular flow of 

The circular flow of income e 



4Ci•;tM¥rm- ,1mm~- m·l·~U·mrn~,1mam,~·1=m~1:~:11!¥1 .... ~~~~~~~~~~~~~~ 
A basic approach is co considt'f the circular flow of income in a closed economy. 

In a closed economy, it is ass.umed that a country does not trade with any 
other countries in the worki. If the circular flow of income is limited to the 
mo\lE'menc of incomes between households and firms, it is knovm as a 'two­
sector economy'. If gowrnmenc is then added to the circular flow, it becomes a 
'threE-s.ectoreconomy'. 

A more realistic approach wouki be to consider the circular flow of income in an 

In an open economy, it is assumed chat a country does trade with other 
countries in the world. The circular flow of income, therefore, involves four 
groups: households, firms, the gowrnmenc and the goods and s.ervice1 chat are 
exported to, and imported from, other countries. This is why such an economy 
is known as a 'four-sector economy'. 

Thi.' basis of aggrl.'gate demand in an economy is consumption expenditure by 
households and then the injections can be added to, and the withdrawals or 
leakagestakenfrom.thisexpenditure,ascanbeseeninTable3. 

Table 3 The circular flow of income in an open, or four-sector, economy 

7 Namethethreeinjectionsinto,and 
thethreeleakagesorwithdrawals 
outof,thecircularflowofincome. 

An swer on p.158 

•••••••• l,llllllm!lllmlll!··· 4·M iH U,Fi4tffi0 
Investment spending by private Savings(S} 

~firms{/} 

Government spending {G) Taxation (n 

Income from exports sold abroad (X} Income spent on imports frcm abrood (Ml 

Contrastthecircularflowofincome 
inatwo-sector(householdsand 
firms),athree-sectorandafour-5ector 
economy. 

Keynesian and Monetarist schools 
There are many different approaches to how the macroeconomy functions, 
but two economists have been very influential. They are John Maynard 
Keynes and Milton Friedman. The differences between the two approaches 
arl.' many, but Table 4 offers a simplified comparison of these two distinct 
approaches to macroeconomics. 

Keynesian: an approach that is based on the views of the economist John 
MaynardKeynes(1883- 1946) 

Monetarist: anapproachthatisbasedontheviev,;sofanumberofeconomists, 
of which the m~t well known is Milton Friedmiln {1912- 2006) 

Table4 KeynesianandMonetaristapproaches 

There is no guarantee that an economy, The control of inflation is seen as the 
if left to market forces, would be able priority for a government; inflation 
toac:hieveafullemploymentlevelof islargelyseenastheresultofan 
GDP; the reduction of unemployment is excessive growth of the money supply 
seen as the top priority in an ecooomy. in an economy. 

(Continued) 
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(Continued) 

lt isthereforenecessarylora 
governmenttointervene inan 
economy to influence the level of 
economicactivity,e.g.byus.inga 
budgetdeficittoincrease thelevelof 
aggregatedemandintheeconomy 

Marketsdonoteasilydearand 
areslov,,rtoadjust,e.g.thelabour 
market; this is why an economy can 
bein;mequilibriumpos.itionbelow 
fullemployment,whichiswhya 
governmentneeds tointerveneto 
~demand. 

ltisthereforeneces'>ilrylora 
govemmenttointerveneinan 
economy to control the rate of growth 
of the money supply. Attempts by a 
government to reduce unemployment 
throughan increaseinspendingwill 
only bring about a greater rate of 
inflationinthelongrun. 

Marketsdodearrelativelyeas.ilyand 
quickly and so it is appropriate to rely 
on market forces. 

On the whole, fiscal policy is a On the whole, monetary policy 
more effective approach to demand is a more effective approach to 

=~~~:t ~;~t:~oiX~. :~:: !;:~i;;;;,~i: an economy 4'i§ itJ[Oj,fij@jJj 
r lh=,~" ~" =

0
,=,,~.,,=~ =t in~ ,~, =~=~ - - ,, -+,=h,~rn=<e=ol~i,~,== ,~li=oa~, ~~ -o,-om- , -,,---1 Distinguish between Keynesian 

determinedbytheliquiditypreference determinedbytheloanablefunds andMonetaristapproachestothe 
theory {see page 129) theory {see page 130) management ofan economy. 

The aggregate expenditure function 
Aggregate expenditure (Af), or demand, refers to the total demand for, and 

;;l~~~u:a;:n,all that is produced in an economy.It can be represented in the ~!!!lm!l'!!!m~--I 

AD = C + l + G+X-M 

( 
aggregate expenditure (or aggregate demand): the total demand for, and ) 
expenditure on, goods and services in an economy 

8 Howisaggregateexpenditure, 
oraggregatedemand,usually 
represented? 

Answer on p.1 S8 
'-------41iimll 

4•~&~i¥!·i~,i~l:i~Wl!·lm!·!a~l:/li~:i¥Dl~·i~l~·1JN~· ~·IG~@:·lll!·IM~MD·D::~ilrmf~i:i~it-------4-c) 
Consumption 
Consumption refers to the expenditure by households in an economy over a 
period of time. The main influence on consumption is the level of disposable 
income in an economy and the consumption function shows the relationship 
between income and consumption. 

The proportion of income that is spent on consumption can be measured in 
two W"if'/S. First, thell' is the average propensity to consume. 

The average propensity to consume refers to the average proportion of income 
that is actually spent on buying goods and services in an economy. The 
proportion of income that is not spent is saved and so it is also possible to refer 
totheaveragepropensitytosave. 

It is poss.ible that consumption actually exceeds income and so would need to 
befinancedbyusingpastsavings.Thisisknownas dissaving. 

Saving is generally regarded as a good thing. for an individual, pr<Niding the person 
with the opportunity to buy something in the future, but it is also poss.ible to viE.W 
it in a negative way in terms of a society because it is a leakage or withdrawal from 

4·hiti/.i:f 4@@ 
Con~derwhethersavingisalwaysa 
goodthingforanindividual andfor an 
economy. 

The aggregate expenditure function @ 



the circular flow of income in an economy and so could contribute co a fall in 
national income. This contradiction is known as the paradox o f thrift . 

ave rage pro pe nsitytooonsume : theproportionofincomethatisspent 

di ssaving: a ~uation that can occur when (omumption exceeds income and so 

peoplehavetorelyonsavingsthathavebeenao::umulatedinthepast 

saving: the amount of dispmable income that is not spent on c:onsumption 

paradoxofthrift thecontradictionbetweenthepotentialadvantage1andthe 
potentialdisadvantage1ofsavinginaneconomy 

i ~a~~~t:v~n;! ;~:1;;::~:;~~s ~n;:~t~~~~d~ ~:~n~:1n:h~;;;;is 
I importanttorecognisethattheremaybe possibledisadvantagestos.aving,given 

that it con1ititu tes a leakage or withdrawal from the circular flow of income. 

Second, there is the marginal pro pensity to consume. Whereas the awrage 
propensity co consume was concerned with a given income, the marginal 
propensity co consume is concerned with a change in income and, in particular, 
with the proportion of chat extra income chat is spent. The proportion of the 
extra income that is not spent is ~ved and so it is possible to refer co the marginal 

Although the main influence on consumption is the level of dispo,able income 
in an economy, there are other possible determinants. These include: 

• the distribution of income and wealth 

• expectations about future economic prospects 

[ 

marginalpropensitytoconsume: theproportionofanincreaseinincome } 

. thattsspent • 

Investment refers co the expenditure by firms in an economy Oller a period of 
time, such as expenditure on factories, machinery and equipment. There are many 
influences on the investment decisions of firms, but the main det.erminancs include: 

• therateof interesc 
• changesintechnology 
• the cost of capital goods 
• changes in consumer demand 
• expectations about future economic prospects 
• go11ernment policies, such as in relation co taxes and subsidies 

( investme nt: the spending by firms in an economy over a period of time ) 

Government spending 
This can include government spending on the wages and salaries of people who 
work in the public sector and on investment projects, such as a new road. There 
are many influences on the spending decisions of a government, but the main 
determinants include: 
• go11ernment policies on particular aspects of society 

• demographic changes 
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Net exports 
The determinants of net exports can include the following: 

• a country's GDP 

• the GDP of other countries 

• therelativepricesofacouncry'sexports 

• thequality/reliability/reputationofacountry'sexports 

• exchangeratemmements 

t•~l:~ii~·i~::liia·IM~MDl~::~ii~,f~BIM~l .. ---------------11:!11(::) 
The Af-income approach 
The level of income in an economy is determined at the point where 
aggregar.e expenditure is equal co output. This can be shown in Figure 1 using 
the Af-income approach. Such a diagram can also be known as a 45-degree 
diagram. The economy is in equilibrium where Af cro,ses the 45-degree line, at 
Y,. Money GDP is shown on the horizontal axis (indicated by Y) and aggregate 
expenditureontheverticalaxis(indicatedbyfi 

Aggregatet~----------• 
expenditure 

FigurelAKeynesian45-degreediagram 

The withdrawal/injection approach 
Another way of showing equilibrium income in an economy is through the 
withdrawaVinjection approach. For income to be in equilibrium in an economy, 
the injections into the circular flow of income need to be equal to the 
withdrawals from the circular flow of income. This can be seen in Figure 2 where 
the injections (1, G and X) are equal to the withdrawals (S, T and M) at the Y, 
level of income. 

lnjectionsT~-------~ 

'"' withdrawals 
W(5,M,T) 

Rgure2Equilibriumusingthewithdrawal/injectionapprooch 

The aggregate expenditure function @ 



44~m~1!M~ii~·i~,;~11~¥!.J~HD·G~·$!· Dfr~ii~ll~i:fm-11,~l®!·~Z•-----------~mm() 
Inflationary gap 
It muse be understood that an equilibrium level of income in an economy may 
not necessarily be at the full employment level of income. An inflationary gap 
shows a situation where equilibrium income is greater than the full employment 
equilibrium, i.e. aggregar.e demand in an economy is greater than aggregate supply. 

This can be seen in Figure 3. Equilibrium income is at Y. whell' the withdrawals 
are equal to the injections. The full employment IE'vel of income, however, is 
shown by Y~ The vertical distance between Wand) at this point shows the 
inflacionarygapincheeconomy . 

. ,, .. ,.~ ~ .. , ... ;'"'· . ~ 

Inflationary .. 
Y1 Y0 Y 

Figure3Aninflationarygap 

economy i5 greater than the aggregate ~upply at full employment, causing a rise 
inthegenerallevelofprice1intheecooomy 

Deflationary gap 
Whereas an inflationary gap shows a situation where equilibrium income is 
greater than the full employment level of income, a deflationary gap shows a 
situation where equilibrium income is less than the full employment equilibrium, 
i.e. aggregate demand in an economy is less than aggregat.e supply. 

This can be seen in Figure 4. Equilibrium income is at Y, where the withdrawals 
are equal to the injections. The full employment level of income, however, is 
shown by Yf The vertical distance between Wand) at this point shows the 
deflationary gap in the economy. 

Aggregat e r---------­
expenditure 

Figure4Adeflationarygap 

It shouki be noted chat the terms 'inflationary gap' and 'deflationary gap' can 
alsobereferredcoasan output gap. 

defl atio nary ga p: asituationwherethelevelofilggregatedemandin 
an economy is less than the ilggregate supply at full empla)'ment, causing 
unemployment in the economy 

o utputga p: the difference between the actualoutputandthepoteotialoutput 
of an economy 

4·14 ih •irfiihffi@ 
Dininguishbetweenaninflationarygap 
and a deflationary gap. 
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-·ui~rt!ffltil· llm~m:fflttm·!lm· ~ .... ~~~~~~~~~~~~~~~~~4lilll(:} 
The multiplier is an important concept in the det€fminacion of the level 
of income in an economy. le measures the extent to which an increase in an 
injection into the circular flow of income brings about a magnified effect on thl.' 
IE.".'el of income. An increase in injections, howe\lE'r, is also likely to have an effect 
on the withdrawals out of the circular flow of income in an economy. Each 
rnccessive increase in aggregate demand will therefore become progressively less. 

multiplie r: the amount by which an increase in an injection into the circular 
flow of income will bring about an increase of total income in an erooomy 

Evenifaparticularexaminationquestiondoesnotmakeexplicit reference 
totheconceptofthemultiplier,thisdoesnotmeanthatitshouldnotbe 
includedinanswers.lfaquestionisconcernedwiththedeterminationofthe 
levelofincomeinaneconomy,candidatesshouldassumethattheyshouldrefer 
tothemultiplierintheir answers. 

The size of an economy's multiplier will depend on how many sectors are 
involved,asTableSshows. 

Table SThecalculationofthesizeofthemukiplierinaneconomy 

Two-sector economy (households and 
firms) 

Three-sectoreconomy{households, 
firms and government} 

Four..,;ector economy {households, 
firms, government and foreign trade} 

Another way of expressing the multiplier is 

marginal propensity to save 

marginal propem.ity to save+ 
marginal rate of taxation 

[MPS:MRT] 

marginalpropensitytosave+ 
marginalrateoftaxation+ 

marginal propensity to import 

marginalpropensitycowithdraw 

The operation of the multiplier can be seen in Figure S. The diagram shows 

the effect of an increase in injections into the circular flow of income in an 
economy; this can be seen by the vertical distance betwe€n) and Ji. The effect 

of this has been to increase natioml income from Y1 to Y1. The size of the 
multiplier (denoted by the symbol k) can be cak:ulated by dividing the change in 

YbythechangeinJ. 

The aggregate expenditure function @ 



.,, .. , ... ~ expenditure 

,, 
" , 

" 
,, ,, National 

Flgure STheeffectofanincreaseininjections 
intothecircularflowofincome 

9 Explainwhatismeantbytheterm 
'multiplier'. 

Answer on p.158 

t«~·ffi~Cl~i:!H~::~IIDl11tf!·l~:\D·ttfflllll!·~ttttl!!l!··l·~i,i="!®mu~:tm• ~hlim-,~i*DG~·!i!l·Dii!ii~t!~f!·i~f=j ... ~~ .... ~ 
It is important co distinguish between two CYJX'S of capital investment -
autonomous and induced. 

Autonomous investment 
Autonomous investment refers co expmdicure on capital investment that is 
not the result of any changes in the level of national income in an economy, i.e. 
it is independent of any such changes. An increase or decrease in autonomous 
investment can be shown in a diagram by the aggregate exp€ndicure line shifting 
upwards or downwards. 

[ 
autonomousi.nvestment:capital in...estmeot thatisnotrelatedtodlangesin ) 

. the level of natKJOal inrome 1n an economy _ 

Induced investment 
Whereas autonomous investment refers co expmdicure on capital equipment 
that is unrelated co changes in income in an economy, induced investment 
refurstosuchexpenditurethatisdirectlyrelatedtochangesinincome.For 
example, a rise in national income will bring about an increase in induced 
investment. Induced investment is an important part of the accelerator theory 
of investment. 

inducedinvestment: capitalinvestmentthati1relatedtochange1inthelevel 
of national income in an economy 

The accelerator 
The concept of the accelerator is based on the link between changes in the 
level of national income in an economy and changes in induced investment. 
It states chat investment is a function of a change in national income. It also 
assumesafixedcapital:outputratio. 

It is important co understand that the accelerator is concerned with the 
relationship between investment and the rate of change of output, i.e. it is not 
the level of output chat is important, but the rate of change of chat output. 

accelerator:awwtofcalculatingtheeffectofachangeinnational inmmeon 
investment in an economy 

capital:output ratio: a Wil"/ of measuring the amount of capital employed in 
theproductionofagivenlevelofoutput 

10 Distinguishbetweenautonomous 
and induced investment. 

Answer on p.158 
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Candidatessometimesconfusethemultiplierandtheaccelerator;itis 
important to be able to clearly distinguish between them. The multiplier shows 
theeffectofachangeinaninjection,orinawithdrawal,onthelevelofnational 
income in an economy; the accelerator, on the other hand, shows the effect 
ofachangeinthelevelofnationalincomeinaneconomyontheinduced 

4+i iti/.i:Ei4Mhi 
Distinguishbetweenthemultiplierand 
the accelerator. 

Sources of money supply and the 
quantity theory of money 

-•~,=+~;;m;z;s1,~1•~·~,1.m1::b~iiArma~ws~ .... ~~~~~~~~~~~~~-1ml!II(::) 
There are a number of d ifferent sources of money in an open economy. 

Commercial banks/credit creation 
Financial institutions are able to create 'new' money as a result of additional cash 

deposits. They know from experience that ontt a certain proportion of customers 
will want to take out money at any particular t ime; this means that a large 
proportion of money deposited can be loaned to people. The ratio of new money 

created to the initial money deposited is known as the credit multiplier. 

credit creation: the process by whic:h financial imtitutiorn make loam through 
what is known as fractional reserve banking, i.e. the requirement that such 
imtitutiomonlyneedto holdacertainpercentageoftheirtotalliabilities,~ 
10%, intheformofcashreserve1.Thefinanc:ialin1titutionsarethenableto 
expandtheirlendingbyamultipleofanynewdepositsreceived;thi1iskna.vnas 
the credit creation multiplier 

creditmultiplier:therelationshipbetweennewdepositscreatedasarerultof 
additional cash deposits - --Despitefinancialinstitutionshavingagreatdealofexperienceofknowinghow 
muchtolend,thedecisionofmanyfinancialinstitutionstolendouttoomuch 
moneywasamajorcauseofthefinancialcrisisin2007-2008.Thiscreateda 
lackofconfidenceinfinancialinstitutions,someofwhichcollapsed. 

Central bank 
A central bank may wish to control the ability of commercial banks to lend 

money, such as through open market operations. This is the process of buying 
or selling gollE'mment ,ecurities, i.e. bonds and/or ,hares chat are is,ued by 
the government. If a central bank wants co encourage bank lending. it will buy 
governmentsecunt1es. 

This process of the central bank buying gollE'mment securities, such as bills and 
bonds, is known as quantitative easing. These securities are bought by the 

central bank, leading to an increase in bank deposits, and this creates more 
liqu idity in the system. In some countries, it is known as credit easing. 

centralbank:themainbankinacountrythatisresponsibleforoversightofthe 
banking system 

quantitativeeasing: the processbywhichagOYernmentbuyssecuritiesto 
createmoreliquidity inthefinanc:ialsystem 

4·H iti/.i,Ei4Mhi 
Whatismeantby'creditcreation'? 

11 Explainwhatismeantby 
quantitative easing. 

Answer on p.1S8 
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I Candidatesshouldunderstandthatquantitativeeasinghasbeenusedbya 
number of countries, including the USA and the UK, to stimulate economic i activityincountriesthathavebeensufferingfromrecessionsincethecredit 

, crunchof2007-08. 

Deficit financing 
Deficit financing is discussed above under 'Government accounts' on page 
118. As pointed out, a government may need co borrow in order co finance a 
budget deficit and if money is borrowed from the commercial banks or the 
central bank.this will havetheeffeccofincreasingthe money supply.This is 
because the liquid assets of the banks will be increased and this will increase 
their ability to lend. 

Total currency flow 
The total currency flow is a part of a country's balance of payments and 
shows the total inflow and outflow of money resulting from a country's 
international transactions with the rest of the world. If the flow is positive, 

it islikelytoincreasetheforeign exchangereservesofacountry. This nee 
inflow of money into a country will have the effect of increasing its money 
supply. 

4•ui~:ili~·l~1f~HDBDll!~~,.mrn~·imil'i~·ii~·~ri~UmH4!)1t-~~~~~~~~~~~~~~ 
The quantity theory of money shows the relationship between the 
money supply, the general price level and the level of output in an 
economy. It is usually expressed in terms of MV = PT where M is the 
quantity of money, V is the velocity of circulation, P is the general price 
level and T is the number of transactions. V and T are assumed to be 
constant over a period of time b€cause it is unlikely that there is going co 
be a great deal of difference in the velocity of circulation or in the number 
of transactions in an economy from one year to the next. In this case, M 

and Pan.• di rectly linked. This means that if the money supply rises, people 
will have access to more funds, giving chem greater purchasing power, and 
as a result of this, the general level of prices in the economy will rise, i.e. a 

sicuationofinflacionwillexisc. 

The theory has been widely discussed over the years, especially in relation to 

whether it is correct to assume chat V and Tare constant over a period of 
time.lthasalsobeencricicisedforbeinglessofacheoryandmoreofan 
identitychacisnecessarilytrue,i.e.MVrepresentstotalspending in an 
economy and PT represents the total money received for the goods and 
services. It is the same situation, but looked at in different ways. 

quantity theory of money: a the()()' which link5 the quantity of money in 
circulation in an economy with the rate of inflation. It is stated a1 MV = PT 
where Mis the quantity of money, Vis the velocity of circulation, P is the general 
price level and T is the number of tran1action1 in an economy 

12 Howisthequantitytheoryof 
moneyusuallynated? 

Answer on p.158 

4'\4 ihi0l,Ei4Mhi 
Howusefulisthequantitytheoryof 
moneyasanexplanationofinflationin 
an economy? 
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The demand for money 
The demand for money in an economy, and the determination of interest rates, 
can be analysed through two alr.emative approaches, the liquidity preference 
theory and the loanable funds theory. 

The Keynesian approach co the demand for money and the der.ermination of 
incerestratesisbasedonchreemotiVl'S. 

First, there is a transactions demand for money. This is where money is 
used to pay for everyday purchases. This is an active balance and is interest 
inelastic, i.e. this demand for money does not respond to changes in interest 

~ preference.theory:.the.Keynesiantheory.ofint.erestrate I ~t~i~.illKln, based on three motives for holding money- the transactions 
motive,theprecaut,onarymotiveandthespeculatJvemotJve 

transactions demand for money: money that i1 required to pay for everyday 
purcha1e1.ltisanactivebalanceandisintere1tinela1tic: 

act ive balances: money which i1 flowing through the economy, underpinning 
the tramactiom and precautionary motives for holding money 

:.econd, there is the precautionary demand for money. This is where money 
is used to pay for unexpected expenses. Like the transactions demand for 
money,itisanactivebalanceandisinterestinelastic. 

( 
precautionarydemandformoney: moneythati.srequiredtopayfor ) 

. unexpectedexpenses.lt11anilcl1vebalanceand111ntere1t 1nela11Jc • 

Third, there is the speculative demand for money. This is where money is 
used to buy government bonds. Unlike the transactions and precautionary 
demand for money, it is regarded as an idle balance and one that is interest 
elastic. An important influence on the demand for a bond is the yield, 
which is the annual income obtained from the bond as a proportion of 
its current market price. The price of government bonds and the race of 
interest will move in opposite directions because if the interest race is high, 
this will reduce the desi re co hold money. On the other hand, if the interest 
rate is low, there will be less of an incentive co switch out of money into 
other assets. 

r:::;:i.ve d~mand for money: money Iha.I is required to buy government I bonc1s.1t11an1dlebalanceand111ntere1tela1tic 

idle balances: money which is withdrawn from the circular flow of money in an 
economy, underpinning the speculative motive for holding money 

yield: the annual income obtained from a bond or a share as a proportion of its 
currentmarketpric:e 

Another distinctive feature of this demand for money, unlike the other two 
motives, is chat the demand curve is downward sloping. In fact, at low rates 
of interest, the liquidity preference (or demand) curve becomes horizontal, 
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indicating chat a change in the money supply will have no effect on the race of 
interest. At this point, the demand for money is perfectly elastic. This is known 
as che tiquiditytrap. 

A shift of the money supply to the right, e.g. from MS0 to MS1, woukl normally 
lead to a lowering of the rate of inr.erest (see Figure 6). However, when there is a 
liquidity crap, an increase in the money supply does not affect the interest rate 
which beyond MSc remains at ro-

... 

Money 

Figure6 The liquidity trap 

An alternative approach co the liquiditypreferencetheoryofexplainingthe 
demand for money and the determination of interest rates is the loanable 
funds theory. This states chat the rate of interest is determined by the 
demand for, and the supply of, loanable funds in financial markets, i.e. the 
rate of interest isapriceand,just like any other price inaneconomy, it 
is determined by the interaction of the demand for, and the supply of, 
loanable funds, i.e. the supply of funds from savings and the demand for 
funds for investment. 

loanablefunds theory: theideathatintere1tratesaredeterminedbythe 
demandfor,andthesupplyof,loanablefundsinfinancialmarkets 

The demand for loanable funds comes from: 
• firmswantingtoinvest 
• households wanting to buy consumer products 
• a government aiming to fund a budget deficit 

The demand curve for loanable funds slopes down from left to right. 

Thesupplyofloanablefundscomesfrom: 

• savings 

The supply curve for loanable funds slopes up from left to right. Figure 7 
shows how the rate of in terest is determined by the demand for, and the 
supply of, loanable funds. A race of interest of R is established for a quantity 
Qoffunds. 
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Quantity 
loanable funds 

Figure7Theloonablefundstheory 

The rate of interest will be determined at the point where demand and supply 
are equal. 

@'h iHH,FiiMifi 
Distinguish between the liquidity 
preferenceandtheloanablefunds 
theories. 
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12 Macroeconomic problems 

Economic growth and development 

Economic growth is defined as the increase in national output of a country 
over a p€riod of time. It is usually measured in terms of a change in gross 

:::ti~ ~~
0
u;j :~~~:::;:~:~ ;o!~~n:n~~po~~::;:~;pes ofeconomk ~!ll!!ml'm!!m!t""--1 

[ 

~nomic_growth: an increase in the natKlnal ou~ut of an eC0!1omyover a } Answer on p.158 
_ period of time, usually measured through changes 1n gross domestic product • 

Actual versus potential growth in national output 
Economic growth in an economy can come about by using the existing factors 
of production more effectively, such as by reducing the number of people 
unemployed. This can be shown by a movement from within a country's 
production possibility curve or frontier to a position on the curve or frontier. 
This is known as actual growth in the national output of an economy. 

In addition to a movement along a production pos>ibility curve or frontier, it is 
al,o pos>ible for the curve or frontier co shift outwards.. This would be due to an 
increase in the quantity of the factors of production available in an economy and/ 
or an increase in the quality of the factors of production available in an economy. 
This is known as potential growth in the national output of an economy. 

actual growth in national output: a movement from within the production 
possibilitylrontierofaneconomytoapositiononthefrontier, rewltingfromthe 
betterutilisationoftheexistingfactor:sofproduction 

potentialgrowthinnationaloutput: ashiftoutwardsoltheproduction 
possibilityfrontier,resultingfromagreaterquantityand/orqualityoffactor:sof 
production in an economy 

This distinction between actual growth and por.ential growth of national output 
can be seen in Figure 1. The movement from X, within the production possibility 
curve, to Y. on PPC.,_. shows actual growth. The movement from Y to Z, on PPCz, 
shows potential growth. 

Consume, -------­
goods 

A, 

A 

Figure1Productionpossibilitycurves 

Capital 

'°"'' 

2 Distinguishbetweenactualgrowth 
and potential growth. 

Answer on p.158 
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ltisimportanttomakesurethatyouunderstandthisdistinctionbetween 
actual growth and potential growth, and the distinction between a movement 
frominsideaproductionpossibilitycurvetoapositiononaproduction 
possibilitycurveandanactualshihoutwardsofthewholecurve. 

Factors contributing to economic growth 
Economic growth in an economy can be brought about 11)' a number of factors, 
including the following: 
• an increase in the number of workers 
• an imprmement in the quality of labour, e.g. through acquiring new skills 

leadingcoahigherleV€lofproductivity 
• a greater commitment co research and de"velopmenc, both in terms of 

in\lel"ltion, i.e. the disc0\l€ry of new products and new methods of production, 
andin11011ation,i.e.thebringingoftheseinventiomcothemarketplace 

• an imprmement in the state of technology 
• in\1€Stmentincapitalstock 
• a move cowards more capital-intens.ive production 
• increased mobility and flexibility of factors of production 
• amoreefficientallocationofresources 
• development of new markets to export co 
• a reduction in taxes on company profits co allow firms co have more funds 

to finance investment 
• anuptuminthe trade(or business)cycle 

trade(business)cycle: thefluctuationsinthenationalootputofacountry, 
involving a succes~ of stages or phases, including boom, reces~. I.lump and 

Don't forget that economic growth is not only concerned with the quantity 
ofthefactorsofproductionusedintheproductionprocess,butalsowiththe 
qualityoftheseeconomicresources. 

Costs and benefits of growth 
ltisclearthateconomicgrowthcan haV€benefitsforacoumry,butitisalso 
important co cake into account that there can be costs of growth. These coses 
and b€nefics of economic growth can b€ 5e€n in Table 1. 

lfanexaminationquestionasksforadiscussionoftheconceptofeconomic 
growth,youshouldremembertoincludeaconsiderationofboththebenefits 
andthecostsofgrowthforaneconomy. 

3 Explainwhatismeantbya'trade/ 
busineMcycle'. 

Answer on p.158 

4'14 Ml·irfiiMJO 
Considerwhetheritispossiblefor 
acountrytohavetoohigharateof 
economic growth. 
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Table1Thebenefitsandcostsofeconomicgrowth 

• Economic growth will lead to an increase in the standard of 
livi ng of a country resulting from the greater number of goods 
and services produced in the economy. 

• An economy that is growing shows that the economy is doing 
well; this greater confidence in the economic prospects of the 
future can encourage investment 

• There can sometimes be a shift away from consumer 
goods to capital goods in order to bring about 
economic growth; this will be good in the long run, 
butnotnecessarilyintheshortrun 

• Eoonomic growth may lead to a depletion of natural 
resources and damage to the environment in terms 

• Economic growth is likely to lead to a decrease in the level 
ofunemploymentinthecountry,althoughthiswilldepend 
ontheextenttowhichtheextraoutputisproducedthrough 
labour-inten'>ive Of capital-intensive methods of production 
(Labour-inten~ve production refers to a process of production 
with a relatively high proportion of labour inputs, compared 
tootherinputs,whereascapital-inten~veproductionrefersto 
a process of production with a relatively high proportion of 
capitalinputs,comparedtootherinputs.) 

of various forms of pollution; it is in this sense that a 
high rate of economic growth is sometimes said to be 
unsustainable 

• The benefits of economic growth may not always be 
shared evenly among different people in the country 

• There may be a reduction in the quality of life in the 
country, e.g. working hours may be longer, reducing 
theamountofleisuretime 

• An increase in output, much of which is exported to 
other countries, mayleadtothereduction,Ofpossiblythe 
elimination, of a deficit in the balance of payments. 

The use and conservation of resources 
The contrast between the potential benefits and coses of economic growth 

can also be seen in relation co the use o r conservatio n of resources. The use 
of resources can contribute significantly to economic growth, but it needs to 

berememberedthacmanynaturalresourcesarefinitein supply,i.e.theywill 
eventually run o ut. 

This is why it is strongly argued in many economies that there should be 
conservationofresources.ltisstressedchacthisisamoresustainableapproach, 

takingintoaccounttheneedsnoconlyofthepresentgeneration,but alsoof 
future generations. 

susta inab ility: thecapac:itytoendure; itisthepotentialforthe long-term 
maintenance of wellbeing in an economic envi ronment w that the interests of 
future,aswellaspresent,generationsaretakenfullyintoaa:ount 

l Sustainabilityisanimportantconceptineconomics,recognisingthe 

I 
importanceoftheneedsoffuturegenerationsandnotjustthoseofthepresent 
generation.Candidatesshouldincludeaconsiderationofsustainabilityinany 
answertoaquestionontheuseandconservationofresources. 

4·i4 ih U,Ei4Mhi 
Explainwhatismeantby'sustainability'. 

44~·Z+~i:~M=::~Hll~·ttffll·C·~l·~H=::mH~U~~~~~~~~~~~~~~~~lll!!C:=) 
Whereas economic growth is concerned with increases in the national output 

of a country, as measured 11)' changes in gross domestic produce, econo mic 
deve lo pment is a broader concept that puts the emphasis on the quality of life 

of people in different countries. 

econo mic develo pme nt: abroaderperspectivethatgoesbeyoodincrea1esin 
nationaloutputtotake intoilCCOUntfactorsthatinfluencethequalityoflifeof 
people in particular countries 
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Indicators of comparative development and 
underdevelopment 
It is possibll.' co use a number of indicators co compare development and 
underdevelopment in the world economy. These are shown in Table 2. 

Table21ndicatorsofcomparativedevelopmentandunderdevelopmentinthe 
world economy 

Economic Differences in the balance of the economic structure, i.e. the 
proportion of output produced in the primary, secondary and 
tertiary sectors of production 

Monetary Differences in the level of income, usually measured by GDP 
per capita; countries can be divided into high income, middle 
income and low income 

Non-monetary Differences in social factors, such as the percentage of GDP 
spentoneduc:atiOfl and health, the rate of adult literacy, the 
numberofdcx:torsperthous.andpopulation,thenumberof 
hospitalbedsperthousandofpopulationandqualityofwater 

Demographic Differences in terms of population growth rates, birth rates, 
deathrates,fertilityrates,averageageandlifeexpectancy 

ltisimportantthatyoudemonstrateintheexaminationanunderstandingof 
thefactthatfeaturesofdifferentcountriestendtoberathergeneralandthat 
theremaybeexceptions,e.g.therearesomeveryrichpeopleineconomically 

: developingcountriesandsomeverypoorpeopleineconomicallydeveloped 
i countries. 

Characteristics of economically developing economies 
Economically developing economies have a numb€r of key characteristics. 

Table3summarisessomeofthese. 

Table3Characteristicsofeconomicallydevelopingeconomies 

4 Distinguish between economic 
growth and economic 
development. 

Answer on p.158 

There will typically be a relatively high rate of population groNth, resulting from the difference between the 
b irth rate and the dea th rate, i.e. the natura l increase in a country's population; this means that, in many 
economically developing countries, the size of the population is well above the optimum popula tion. 

There is likely to be a relatively high proportion of young people, creating a high dependency ratio, i.e. a 
high proportion of people who are reliant on others in an economy, such as pensioners .. 

Income levels tend to be lower than in economically developed countries, and there is usually a great deal of 
inequalityinthedistributionofthatincome. 

In many economically developing countries., there is a relatively large propa""tion of WOO(l.'l"s employed in the 
primaryorextractive5eetorandarelativelylowproportionofwori::ersemployedinthetertiaryorservic:es5eetor. 

In many economically developing countries, there are social, cultural and religious reasons why a smaller 
proportion of women work compared with the situation in economically developed countries. 

Many economically developing countries depend on the exportation of primary products and these often 
experience greater price variations than is the case with manufactured goods, creating a greater instability. 

The proportion of people who live in rural areas in ecOflomically developing countries tends to be relatively 
higher than is the case in economically developed countries, and where there has been rural-urban 
mig ra tion,thiscanputpres.sureonresourcesintheurbanareas 

Many economically developing countries have become dependent on economically developed countries, 
and the role of multinational corporations has been significant in this; although they bring employment to 
the economically developing countries, much of the profit made is repatriated to the home country 

Many economically developing countries have a high level of external debt and debt repayment is a major 
burden;insomecountries,thedebtisover100%ofthegro!il>nationalproduct. 

Many economically developing countries have greater social problems than is the case in economically 
developedcountries,ascanbeseenthroughsuchindicatorsaslifeexpectancy, literacyrate,thenumber 
of doctors per thousand of the population and access to good quality water. 
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~e: theaveragenumberoflivebirthsperthousandofpopulat~ ~l!ll!mmmr,---, 
countryinagiYl.'fltimeperiod,usuallyayear 5 Explain,withtheuseofexamples, 

death rate: the number of people per thousand of population in a Olllntry who ~~~:~;
0
:e;~~~n~~~cographic' 

deinagiventimeperiod,usually,1ye,. 

naturalincrease: anaturalincreaseinthepopulationofa{D(Jntryisdetermined 

bytheoudebirthrateminusthecrudedeathrateofapopulation,i.e.itisthe 
differenrebt>tweenthenumberoflivebirtrailndthenumbt>rofdeatITTina 
country during a year 

optimumpopulation:thenumberofpeopleina =mtrythatwillproduce 
thehighestpercapitaeconomic:retum,giventhefullutilisationoftheresoorces 
available 

migration: the 11'lClVementof people from one area to another, either within a 
countryorbetweencountries 

Unemployment 

There is some debate as co what actually constitutes a situation of full 
employment in an economy, but is generally taken co be a situation where 
everyone who wants a job has a job, with the exception of those who are 
frictionally unemployed. In many economies, it is about 4% co 5% of the working 
population. 

The natural rate of unemployment stresses the link betwe€n the level of 
unemployment and the rar.e of inflation in an economy. It is that level of 
unemployment which contributes towards a rate of inflation that is non­
accelerating. It is essentially an equilibrium situation where aggregate demand for 
labour is equal to the aggregate supply of labour at the current wage rar.e; as a 

development. 

6 Explainwhatismeantbyan 
'optimum'population. 

Answers on p.158 ~ 

----,_ 

4'\oi ih U,Ei4Mhi 
Howusefulisittodividecountries 
into economically developed and 
economicallydevelopingcategories? 

~:!~ ~~:~i; ~;~~~:tequilibrium there is no upward pressure on the level of ~!!lle!ll'J!!!!m!J""" __ 
1 

1

7 Whatismeantby'thenaturalrate 
of unemployment'? unemployment: a s.ituation that oa:urs when a number of people in an 

economy are able and willing to work but are unable to gain employment 

full employment: the level of employment ill a result of everyone who is able 
andwillingtoworkhavingajob,withthee)((eptionofthosewhoarefrictionally 
unemployed 

naturalrateofunemployment: thenon-aa:eleratinginflationrateof 
unemployment (NAIRU}; it can also be described ill equilibrium unemployment 
This is the rate of unemployment in an economy whic:h will prevent the rate of 
inflation increasing 

Answer on p.158 ____,,r-

---'-,_ t 

4·i4 ih U,Ei4Mhi 
Doesasituationoffullemployment 
meanthateveryoneinacountrywho 
wants a jobhasajob? 

t•u1~:1111+~u1@1¥11-~1:~1·11,~~~·1m,1m,D11~·1~:1:;,~,i~ffi4~·~·D::mrn~:1:t-~~~~~~~~~~~ 
Unemployment in an economy can be caused by a number of factors and this 
gives rise to a variety of different types of unemployment. These can be seen in 
Table 4. 
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Table<ICausesanddifferenttypesofunemployment 

Structural 

Regional 

Cydical(Ofdemand 
deficiency) 

Frictional 

Workers lose their jobs as a result of the changing conditions of demand in an eamomy; this 
creates a change in the country's economic structure, and the declining industries will not need 
~yas many people, causing a loss of jobs. 

Sometimesthesedecliningindustriesareconcentratedinparticularareasofacountryandthis 
can contribute to regional unemployment; this is especially the case where workers lack the 
skills and training to move from one job to another 

Whereas structural unemployment tends to be concentrated in particular industries, cyclical 
unemployment tends to be mOfe widespread in an economy; this is because it is as!iCX'.iated 
with the trade cycle and periods of economic downturn. When the level of aggregate demand 
in an economy is low, this can lead to a recession, defined as two successive quarters of 
negative growth 

At any one moment in an economy, some people will be between jobs, i.e. they have left one 
job and are waiting to 5\art another; this type of unemployment reflects dynamic change in an 
economy, with some sectors expanding while others are declining. It is possible to distinguish 
between three different types of frictional unemployment: 
• search unemployment, where people are prepared to keep looking for the best possible job 

ratherthantakethefirstoneoffered 
• casual unemployment, where certain types of work are not regular and so at any one time 

some people will be out of work, e .g. an actor 
• seasonal unemployment, where people are out of work when it is 'out of season·, such as in 

the tourism or agriculture indu51ries 

Technological A situation where people lose their jobs because there has been a move away from labour­
intensive towards capital-intensive production, i.e. machinery and equipment can be used 
instead of workers 

Real wage (Of dassical} This is where people are out of work because real wages in an economy are too high, e.g. 
because of the power of trade unions 

Disguised This is where there are people who do not have a job, but who are not registered !Of 
unemployment benefits; they are not included in the claimant count of the number of 
unemployedpeopleinacountry. 

Voluntary This describes those who are out of work but who have refused to take a job which is 
available, perhapsbecausetheyarewaitingtobeofferedabetter-paidjob; the existence of 
unemployment benefits means that some people are rather selective in deciding which job 
to accept 

8 Distinguishbetweenstructuralandcyclicalunemployment. 

Answer on p.158 

4·14 MIO rf iMJfi 
Distinguish between the different causes of unemployment. 

t•u1~u111+~i:!H!i~+mrn~,mi;:;1m,~1,a1m1:1=;~.,1~um;,!11~.,:rn~:11+.._~~~~~~~~~~~ 
Unemployment has a numb€r of consequences, including the following: 

• Economic resources are said to b€ scarce, and so any unemployment is a 
waste of scarce resources; an economy will b€ underperforming and the level 

of national output produced will b€ lower than would otherwise have been 

the case. 

• A government will lose out on potential tax re\1€nue, both in terms of direct 
taxes, such as income tax, and indirect taxes, such as goods and services tax. 
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• A government will also find its fiscal situation worsened, not only because 
of the likely reduction in revenue from taxation, but also because of the 
money chat will need co be paid out in the form of benefits co chose who 
are unemployed and the cost of training chat a go\1€rnment might need 
to provide in order co make unemployed people more employable in the 
future. 

• Higher levels of unemployment can be associated with a number of social 
problems, such as an increase in the crime rate of a country. 

mm- 4'14 ihiU,fiUM@ 
Make sure that you read a question on unemployment carefully, to ensure that Why is unemployment regarded as such 
you do not confuse the causes of unemployment with the consequences. a serious economic problem? 

Inter-connectedness of problems 
It should be stressed chat macroeconomic problems are not separate and 
distinct, but are ohen inr.errelated in different w~s. Three examples will show 
how this inter·connectedness can come about. 

••u1~a1~~u~n=n~rnm-,1lifflmi:,ma~rttt11· m· iltlfum·zm.mtt11-~@tjj~-:1:.;m,~:i~·i:~h!-._-------~~ 
It is important co distinguish between the internal and the external value of 
money, but it should also be recognised that the two values are interrelated. 
Forexample,ifthe internalvalueofacurrencyfallsasaresultofahighrateof 
inflation in a country, expotts coo will become more expensi\1€. If demand is 
price elastic, the demand for these will fall, as will the demand for the currency 
copayforthem.lnthissicuation,cherewillbeadepreciation in the external 
valueofthecountry'scurrency. 

••ui~tt13· ~®~· fC·i~,H~Ja·Dii~iim-~·i:~:i!J:~INiffi~-~·JG~tt!tJ=·IZ!· ~tiil·DEnllm1!fl~j~M~1---------i~ 
A relatM'ly high rar.e of inflation in a country will make exports more expensi\1€, 
and therefore demand for them is likely co fall, but the demand for imports m~ 
remain unchanged, as many countries have a relatively high marginal propensity 
co comume imported products. In such a situation, the balance of p~ments is 
likely to deteriorate. 

··~mD1!fl~ii~·ID:FC·l::\•g1~·1::i!i,~,,~@!·~·1~::imi~dt---------------i~ 
The relationship between the level of inflation and the rate of unemployment 
inaneconomycanbeseen inthePhillipscurveshown inFigure2.Such a 
curve shows the trade·off between inflation and unemployment, i.e. as the 
race of inflation increases, this will be accompanied by a fall in the rate of 
unemployment and as the rar.e of inflation decreases, this will be accompanied 
by a rise in the race of unemployment. For example, if a government 
deliberately aims to bring down the rate of aggregate demand in an economy, 
such as through an increase in taxes or interest races, this is likely to put wme 
people out of work. 
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it.teof t-•I~-----... 
infi.tion(,r.) 

Figu~2ThePhlllipscurve 

Rate of 
unemployment(%) 

9 uplain what Is shown in a Philfips 

Answer on p.158 
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13 Macroeconomic policies 

Objectives of macroeconomic policy 
Governments generally haV€ a wide range of objectives in relation co 
macroeconomic policy, but in most cases they r.end to focus on a combination 
ofthefollowingsixobjectives: 

• a relatively low and stable rate of inflation 
• full employment 
• a race of economic growth that is regarded as s.ustainable 
• equilibrium in the balance of payments O\ler a period of time 
• the avoidance of extreme fluctuations in the exchange rate 
• the redistribution of income and wealth 

At any one moment in time, the gO\lemment of a particular country may haV€ 
certain priorities in relation co the achievement of these objectives, but oV€r a 
period of time all governments will aim to achieve a degree of s.uccess in each 
of these. 

Types of policy 
There are broadly four different types of policy that a government could use co 
achievetheseobjectives,andcheseare: 

• fiscal policy 
• monetary policy 
• exchange ratepolicy 
• supply-side policy 

1 Statethesixmacroeconomic 
objectives that governments 
usually have. 

Answer on p.158 

2 ldentifythefourdifferenttypesof 
macroeconomic policy. 

Answer on p.158 

ttifflti:lm· li!\Gtl·!ml .... ~~~~~~~~~~~~~~~----illll!() 
Fiscal policy is the deliberat.e use of revenue and expenditure decisions by a 
gowrnment to influence economic activity in a country, especially the level 
of aggregate demand. The idea is that by making changes to decisions about 
revenue and expenditure, an economy can be 'fine-tuned' to achieve particular 
aims. A government can deliberately plan for a balanced budget, a budget 
deficit or a budget surplus co achieve its objectives. For example, if an economy 
needed to be stimulated in order co reduce unemployment, taxation could be 
reduced and expenditure increased. On the other hand, if an economy needed 
cobedeflatedinordertoreduceinflation,taxationcouldbeincreasedand 
expenditure reduced. 

fiscalpolicy: theuseofpublicrevenueand/orpublicexpendituretoinfluence 
the level of aggregate demand in an economy 

It is important to distinguish between discretionary fiscal policy and the use of 
automatic stabilisers. 
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Discretionary fiscal policy 
Sometimes a government will deliberately change taxation and/or public 

expenditure co bring about a desired change in the level of economic activity in 

the ecooomy. This is known as discretionary fiscal policy. 

discretionary fiscalpolicy:theuseofdeliberatechange1intaxationand/ 
orpublicexpenditurewiththeintentionofchangingthelevelolaggregate 
demand in an economy 

Automatic stabilisers 
Whereas discretionary fiscal policy involves deliberate action by a government, 

a utomatic stabilisers refer co a situation where changes in an economy cake 

place without the need for deliberate action by a government. For example, in 

a recession, when the level of unemployment in an economy is likely co rise, the 

revenue received by a government from taxation is likely co fall, as fewer people 

are working, while at the same time government expenditure is likely co rise, 

such as in the form of unemployment benefits co those out of work. 

automaticstabiliser. asituationwherechangesintheleveloftaxationand/ 
or public expenditure automatically bring about changes in an economy without 
theneedfordeliberateactionbyagovernment 

Canons of taxation 
There are a number of principles or canons of taxatio n, as shown in Table 1. 

TablelThe canonsof taxa tion 

Equi ty/fairness Theburdenoftaxationshouldtakeintoaccountthe 
abilityofpeopletopaythetax 

Certainty/transparency Information abou t taxation needs to be made 

Convenience 

availablesothatitisseenastransparent. 

Thepaymentandcollectionoltaxesneedtobeas 
convenient as possible 

Thecostofadministeringandcollect ingtaxesshould 
beaslowaspossible. 

Efficiency Taxat ionshouldnotleadtoanydisincentives, such as 
work di since ntive s 

~ ftaxation: the.mainpr_inciplesoftaxation,i.e.anysystemoftaxes I shouldadheretothesepnnaple<;1nordertobeeflect1ve 

w orkdisincentives: thepmsibilitythattaxationcouldleadtopeoplebeing 
unwilling to work, e.g. there may be a disincentive to work ii rates of income 
tax are too high 

Laffercurve: thisshow; therelationshipbetweentherateoftaxandthe 

revenueobtainedlromthetax 

The poverty trap 
One particular issue, arising from the combination of paying tax and receiving 

benefits, is that some people might actually become worse off as a result of 

working. This is because a worker may start paying tax above a certain level of 

income and, at the same time, no longer be able co claim benefits. This is known 

as the poverty trap. 

poverty trap: the situation which occurs when a per'iOO receives benefits, 
inrreasing inrome, but which then means the per'iOO is no longer entitled to 
receiveasmuchaswasthecasebelore 

Types of policy 8 



I Candidatesshouldbeable todemonstrateanunderstandingof theidea 
thatsome people canactuallybe madeworseoffasa resultof takingup i employmentbecauseof theloss ofbenefitsthat theywerepreviously 

, entitled to. Thissituation is knownasthepovertytrap. 

Progressive, regressive and proportional taxation 
It is important co distinguish b€tween progressive, regressive and 
proportional taxation. 

Progressive taxation 
Many economies make use of progre,sive taxation to achieve the 
macroeconomic objective of a fairer and more equitable distribution of income. 
An income tax, for example, will not only take more from a person as their 
income rises, but a higher proportion of that income. 

Regressive taxation 
Whell'asaprogressiwdirectcax,wchas incometax,hasdifferencratesoftax 

depending on a p€rson's income, a regressive indirect tax, such as a goods and 
services tax, has the same race of tax. In such a situation, all people who buy 
a particular good or service will pay the same percentage, so this will have a 
greater impact on poor, compared co rich, people. 

Proportional taxation 
Another possible type of taxation is proportional taxation. This is where a tax 
cakes an equal proportion of income from a person whatever that person's 
income is. In this situation, there is neither a progressive nor a regressive effect of 
chetax. 

An example of a proportional tax is flat-rate tax, which has a constant marginal 
tax rate. A single tax rate is applied co all incomes with no deductions or 
exemptions. 

progress ive taxation: wheretaxationtakesahigherproportiooofaperson's 
incomeasthatincomerises 

regressivetaxation: asituationwhereataxtake1alargerproportionoflow 
incomes than it does of high incomes 

proportional taxation: a tax which takes an equal proportion of income 
whatever a person's income level happen1 to be 

flat-ratetax: ataxwitharnnstantmarginalrate 

marginaltaxrate: theproportionofanincrease inincomewhic:hi:stal::enin 

""' 
Issues in using fiscal policy 
Although fiscal policy can be a very effective way co manage an economy, there 

4'14 ih ·irfiiMhi 
Consider the argumentsforandagainst 
progressive taxation. 

are a number of issues involved in its use, including the following: 4llil!ll!!ml'J!!!!m!J""" ___ l 
• A government needs to be able co estimate reasonably accurately the likely 

effects of any change in taxation and/or public expenditure, otherwise the 
desired objectives may not be achieved, e.g. if the size of the multiplier is 
underestimated or ovell'stimated. 

• There may be side-effects of any fiscal policy, e.g. unemployment may be 
reduced,butacchecostofahigherrateofinflation. 

• There may be a significant time lag before a particular revenue or 
expenditure decision begins to take effect. 

• Some decisions that may be justified by economic reasoning may not be 
taken by a government for political reasons, especially if an election is due in 
thenotcoodistantfuture. 

3 Explainwhat ismeantbytheterm 
'fiscal policy'. 

4 Distinguishbetweendiscret ionary 
fiscalpolicyandautomatic 
stabilisers. 

5 Explainhow taxationcould 
become a disincentivetowork. 

6 Distinguishbetweenaprogressive 
tax,aregressivetaxanda 
proport ional tax. 

Answers on p.1S8 
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4Mtt@fleiW 
Monetary policy is concerned with the price and quantity of money in an 
economy. The price of money refers to the interest rate and the quantity of 
money refers to the money supply. For example, a government could reduce 
the interest rate in an economy to stimulate employment, but this could lead 
to an increase in the rat.e of inflation in that economy. If a government decided 
to increase the interest rat.e in an economy, this would attract 'hot money' into 
the country, raising the value of the exchange rate and making export prices 
more expensive and import prices less expensive, leading co the possibility of an 
adverseeffectonthebalanceofpayments. 

[ 
monetarypolicy: theuseofinterestratesandlorthemoneysupplytoinfluence ) 

. the level of aggregate demand in an economy • 

The other monetary approach is to influence the money supply in an economy. 
Many countries, since the credit crunch, have decided to increase the money 
supply in the economy through a process of quantitative easing. This is where 
a government buys bonds and bills. i.e. securities, giving the financial institutions 
more liquidity and so increasing the money supply in the economy. This process 
of a government buying bonds is known as open market operations. 

quantitativeeasing: theprocesswherebythegovemmentofacountry 
deliberatelybuysbondsandbillsinordertoincreasethemoneywpplyinan 

openmarketoperations: theprocessofagovemmentbuyingorsellingbonds 
inordertoinfluencethemoneysupplyinaneconomy 

Issues in using monetary policy 
Like fiscal policy, there are a number of issues that need co be taken into 
account in relation to monetary policy, and these include the following: 

• There is a time lag between a change in an interest rate and the impact of 
that change on an economy; it is difficult to be precise about how kmg that 
time lag might be, but a number of economists have suggested that it could 
beaslongas1gmonths. 

• Various people in an economy may react differently co a change in interest rates, 
i.e. not E.",lff)Ofle will have the same interest elasticity of demand. For example, 
ll'latively rich people in an economy are likely co have a relatively inelastic 
int.erest elasticity of demand, 'M'lereas relatively poor people in an economy 
are likely to have a relatively elastic interest elasticity of demand. This makes it 

7 Explainwhatismeantbytheterm 
'monetary policy'. 

8 Explaintheterm'quantitative 
ea~ng'. 

Answers on p.159 

difficult co estimat.e the likely effects of a change in inte«>st rat.es in an economy. 4·H jti[0] 1f i4Hffi@ 
• Any increase in the money supply of an economy, such as through the Di5tinguish between fiscal policy and 

processofquantitativeeasing.islikelyrohaveaninflationaryeffectinthat monetarypolicy. 
economy, resulting from the increase in the level of aggregate demand. 

t•~tt!!l,!fi~:i!9§1fE·i~t!ftfut!il!li .. mll~._~~~~~~~~~~~~~~~~ll!I!(::) 
Exchangeratepolky referstothedeliberateuseofchangesinacountry's 
exchange rate to influence the level of activity in the economy. This is easier to 
achieve when there is a fixed exchange rate system, because a government can 
decide what an exchange rate will be, and then change it through a devaluation 
or a revaluation. It is more difficult to achieve when there is a floating exchange 
ratesystem,butevenhell'agavernmentcaninterveneintheforeignexchange 
market to ensure that the exchange rate does not rise or fall 11)' too much; 
thissituationisknownasa managedfloat.Evenifthereisagenuinefloating 
exchange rate system, a government can still influence the rate in some ways, 
suchasthroughchangesintheinterestrate. 

Types of policy @ 



As with the other policies, there is likely to be some conflict between objectives 
when using exchange rar.e policy. For example, a reduction in the value of 
an exchange rate, making exports cheaper, is likely to lead co an increase in 
employment, but the increase in the price of imports is likely co have an adverse 
effecconcherateofinflacionincheeconomy. 

[ 
exchangeratepolicy:thedeliberateuseofchangesinexchangerate1to ) 

. influence the level of aggre!Jille demand m an economy _ 

Issues in using exchange rate policy 
As with the other policies, exchange rat.e policy involves a number of issues, 
including the following: 

• A floating exchange rate can creat.e uncertainty in an economy and this 
couldhaveanegativeeffeccondecis.ionstoinvest. 

• Afixedexchangerateislikelytoinvolvetheuseofforeigncurrencyreserves 
tomaintainaparticularrate. 

9 Explainwhatismeantby'exchange 
rate policy'. 

Answer on p.1S9 • ltisnotalwaysclearwhatthe'besc'exchangerateisforacurrency. 

• A country may be a member of a wider trading community, as a result of some '-------~iill'IID 
form of economic integration, and in some cases a common exchange rat.e is 
used, so one economy would not be able co deviate from this agreed rat.e. 

Supply-side policy is a general term co refer to a number of different actions 
that a government could cake in order to improve the efficiency of markets in 
the economy. le is different in approach from the other three types of 
macroeconomic policy because it approaches economic issues from the supply, 
ratherthanfromthedemand,side. 

( supply-side policy: policies which enable markets to work more efficiently ) 

Examples of supply-side policies could include the following: 

• increasing incentives to work by lowering income tax and unemployment 
benefits 

• increasing expenditure on education to improve the quality, and therefore 
the productivity, of the labour force 

• increasing expenditure on training co enable workers to move more easily 
from one type of work co another if they become unemployed; this is likely 
to improve the flexibility and occupational mobility of labour in an economy 

• reforming trade unions so chat labour is not in such a powerful bargaining 
position with employers; this could contribute to a reduction in the number 
of days lose through industrial action in an economy 

• encouraging privatisation in an economy so chat firms, needing co make a 
profittosurvive,becomemoreefficienc 

• encouragingderegulation,suchasthroughareduccioninthebarriersco 
entry into an industry, which will allow more private firms to enter a market 

• providing more information about job vacancies in different pares of a 
country; this is likely to improve the geographical mobility of labour 

Issues in using supply-side policy 
Asindicatedabove,chereareoften issuesintheuseofanyofthe 
macroeconomic policies, and this is also the case with supply-side policy. 
Potential problems include the following: 

• There is no guarantee chat a firm in the private sector will be more efficient 
than one in the public sector; privatisation may involve the need to get rid 

10 Explain,withtheuseofthree 
examples,whatismeantby 
'supply-5idepolicy'. 

Answer on p.1S9 
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of some workers, leading co an increase in the rar.e of unemployment in an @·H j(,[0] 1Ei4MJ5 
economy. Consider how supply-side policies differ 

• A privatised firm may be in a monopoly position in an economy, so all that has from demand-side policit s. 

bet>n achieved is a move from a state-owned co a priYar.ely owned monopoly. 

• Lowering unemployment benefit> might persuade more people co look for 
work, but this will have no effect if there are no jobs available for chem. 

• The effects of supply-side policies can cake a long time to show, such as 
improvements to the education system. 

Evaluating policy options 
As indicated abo\le, there may well be problems ari>ing from conflicts between 
the different policy objectives that a gowmmenc might hav€. For example, a 
government might aim to reduce the rate of inflation in an economy by deflating 
the level of aggregate demand This would al,o be u:£'ful if the country had a deficit 
in the balance of payments. There would, hov.'l'Vff, be an adverse impact in relation 
to unemployment and economic growth. Any dampening of aggregate demand in 
an economy is likely to reduce the l(",lel of employment and it is also likely to reduce 
the rate of economic grc,,,vth. If an economy experiences two successive quarters of 
negaciW' economic growth, the economy is said to be in a state of recession. 

If, on the other hand, a government decided that it needed to reflate the 
economy, this would have a positive effect on the level of unemployment, 
which would be likely to fall, and on the rate of economic growth, which would 
be likely to rise, but if the increase in aggregate demand were greater than the 
increaseinaggregatesupply,thiswoukibelikelytobeinflationary. Also,ifchere 
were a relatively high marginal propensity co import, this increase in demand 
would be likely to worsen the economy's balance of payments position. 

A government, in attempting co achieve its macroeconomic objectives, has four 
types of policy that can be used but, as stated, each of these has its limitations. 
It is therefore the case that, in many situations, a government would be best 
advised co be will ing to use all four types of policy in order co achieve its six 
macroeconomic objectives. 

Policies towards economically 
developing economies 
Policies towards economically developing economies are essentially of two types: 
trade and aid. 

The theory of comparative advantage indicates chat all countries can benefit 
from free trade as long as there are differences in opportunity cost ratios. 
International trade will therefore lead co an increase in world output and this will 
ultimately lead co an improvement in the quality of life and economic welfare in 
all countries, including economically developing economies. 

Anumberoforganisationshavebeenescablishedsince 1944coencouragefr€€ 
trade and to reduce the extent of trade protectionism in the world market. 
These include the International Monetary Fund, the World Bank (in particular 
the International Bank for Reconmuction and Dewlopment) and the World 
Trade Organisation. Policies should therefore aim to reduce the extent of 
protectionism,suchasthroughchereduceduseoftariffs,quotasandsubsidies. 
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Economically dewloping economies, however, have experienced particular 
problems, which means chat they have not gained from international trade as 
much as might haw been expected. These problems include the following: 

• Whereas economically dewloped economies have tended to specialise in 
the production of manufactured goods, economically developing economies 
haW' tended to specialise in the production of primary products; some 
economically dewloping economies rely on a single commodity for 0\1€r half 
of their export earnings. The problem is chat the prices of primary produces 
have, on the whole, declined relative to the prices of manufactured goods. 
although many economically developing economies are now much less 
dependent on the exports of primary produces than used co be the case. 

• Primary production is likely co be more volatile in terms of supply conditions, 
withtheeffectchacpricesforprimaryproduccsareusuallylessstablechan 
for manufactured goods; a key issue is that the demand for, and the supply 
of, primary products is more price inelastic than is the case with secondary 
produces. 

• It is also the case that the demand for many primary produces, such 
as different types of food, is more income inelastic than demand for 
manufactured goods. 

• Much of the investment in economically developing economies has come 
from multinational corporations; much of their profit is repatriated back to 

their home countries. 

A number of economically deW'loping economies, giW'n these problems, haw 
actually introduced a number of different forms of trade protection to bring 
about import substitution in their economies, i.e. the aim is co replace imports 
with domestically produced goods. Some economically developing economies, 
howeW'r, recognising the enormous potential offered by free trade, have taken a 
different approach and have aimed for an export-led strar.egy in order to benefit 
from free trade. 

An alternatiw policy cowards economically developing countries is the provision 
of aid. Aid from economically developed to economically developing economies 
can come in various forms, including grants and loans. Sometimes the aid is 
bilateral, i.e. involving just two countries, and sometimes it is multilateral, i.e. 
involvinganumberofcountriesand/oragencies. 

aid:theprocessofeconomic.allydevelopedrountrie1providingfinancialrupport 
to economically developing eronomie1 

There have, howeW'r, been a number of problems in relation co such aid, 
including those listed below: 

• Some aid has been used in investments which have become relatively 
unsuccessful. For example, some major construction projects, such as dams. 
hawbe€ncricicisedfornocbeinginthelong-terminterescsofparcicular 
countries. There is also some evidence chat expenditure on aid has actually 
been spent on defence projects. 

• Some of the aid has been 'tied' in some w~. i.e. there are conditions 
attached to the aid and so the receiving country has not been totally free co 
decide how to spend the money. 

• lnsomecases,cherehasbe€ncorruptioninchereceivingcountry,wichthe 
result chat much of the money has been kept in the hands of a few, rather 
than spread across the whole economy. 

11 Explainwhetherthe income 
elasticityofdemandforprimary 
products,suchasfood,islikelyto 
be elastic or inelastic. 

Answer on p.159 
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• There have been some examples of the aid money being spent on defence, 
rather than on, say, education, healthcare or improving the water supply. 

• Some aid has actually been counterproduccive and has made the situation 

;~r;:!· i~u~~i~o:i ~:;:;~::~~:~c~:;s;~~~o~:~:~; ::i;:i~I~~~ Answer on p.159 
localfarmerstosurvi\1€. 

• While in some cases the interest rate charged on the aid has been at a lower 
rate,i.e.concessional,inmanycasesichasbeenatmarkecratesofinteresc. 

• The loan repayments have, in many cases, been difficult for the economically 
developing cou~tri~s to pay, althou~h some debts have been resc~eduled or @'i§ jtij.j,f i4MJ8 
cancel I~; o'.ganis~tlons, such as Jubilee 2000 and Make Poverty History, ha\/€ Consider the arguments for and 
be€nact1vemtryingtopersuadelenderstocancel,oratleastreschedule,the against aid. 
debts. 

Policies towards economically developing economies @ 



A level questions and answers 

This section con rains A level exam-style questions. The 
key to the multiple<hoice answers is given on p. 142. The 
data-responseandessayquestioosarefollowedbyexpert 
comments (shown by the icon (;I) that indicate where 
credit is due and where there are areas for improvement. 

Multiple-choice 
questions 

C:JTMBM11+ 
Which ofthe following explains potential economic 
growth? 
A A movement from within a production 

possibility curve to a position on the curve 
B A movement upwan:b along a production 

possibility curve 
C A movement downwards akmg a productton 

possibility curve 
0 A movement from a position on a production 

possibility curve to a position outside the 

Which of the following could explain a shift of a 
supply curve to the right? 
A An Increase in the price of a product 
B An increase in the cost of production 
C An Increase in technology 

(1] 

D An increase in an Indirect tu on a product (1] 

«·Hr¥1!1tJ,e 
Which of the following would Indicate the 
existence of a contenabte maricet? 
A The thre.1.t of new firms entering the muket 
8 The existence of very effective barriers to entry 
C The esu.blishment of very high prices 
D The existence of very high sunk costs (1] 

C:ITriBM\i 
A competitive market becomes a monopoly. Which 
of the following is likely to happen as a result of 
this? 
A Price is likely to be reduced. 
B The consumer surplus will be reduced. 
C The producer surplus will be reduced. 
D Output is likely to be increased. [1] 

C:HMUMlii 
Which of the following is an e.ampk! of frscal 
policy? 
A An increase in the Interest rate 
B A decrease in the money supply 
C A restriction on trade unions 
D An increase In taxation 

Which of the following is an injection into the 
circular now of income? 
A Taxation 
B Investment 
C Savings 

(1] 

D Expenditure on imports (1] 

•E!l:lll!lllllf--~~~~~~~~"Z•J~'tl~~i~M~11E:18f-~~~~~~~~ e:na,m»1• 
Sustainability refers to the need to take into 
account primarily the needs of: 
A past generations 
8 the unskiUed 
C futureg,eneratlons 
D the unemployed 

A worker receives an increased wage of 4% in an 
economy which is experiencing a rate of inftadon 
of2%. What is the real Increase In the wage? 
A -&% . _,,. 
C 2'< 

[T] 0 &% (1] 
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C:lTMMt 
WWch of the foUowing polkies ts most likety to 
reduce a balance of payments deficit without, at 
the same time, ausing infbtion7 
A An increase in direct tnes 
B An increase in indirect tnes 
C An increase in import tariffs 
D Anincreaseintheexchangerate [1] 

C:N¥itMIUt 
WWch of the foUowing is most likely to k!ad to an 
incre.ase In the natural rate of unemployment in an 
economy? 
A A decrease in government expenditure 
B A decrease in unemployment benefits 
C An incre.ase in the membership of trade unions 
D Anincreaseininterestrates [1] 

Key to the answers 
1 D 

2 C 

3 C 
<A 

" 6 D 
7B 
8 C 

9 A 
10 D 

Data-response 
question 

C:ttffitMit 
FISCAL POlKY IN PAKISTAN 

Ek!ments offiscal policy in Pakistan are designed 
to hetp the poor, such as the use of wbsidies to 
keep down the cost of electricity and gas. The aim 
is to reduce the number of people living below 
the poverty line. However, some economists have 
pointed out that the use of such subsidies may 
lead to a decrease in productivity. They have 
also questioned whether Pakistan can afford to 
provide such subsidies, given that the fiKal deficit 

is increasing and public expenditure is rapidly 
rising. One suggestion ts that Pakistan should wortc 
harder to widen the tax base by bringing more 
peopk! 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 the 
interest rates In order to stimulate the economy. 

(a) Describe what 15 meant by a subsidy. [4] 
(b) Explain how a subsidy could lead to a reduction 

in productivity. [4] 
(c) Explain what is meant by a fiKal deficit? [4] 
(d) DiKun whether a reduction in interest rates 

sh0tild always be enc0tiraged. (8) 

1mmrn;;:0 ma 
(a) Asubsidyisaniln'lOUrndmoneypaidtoaproducel"by 

ago.,emme11t Theeffectofthisis !hatt:hePfC"tothe 
crnsumerwillbelowerthanwouldot~havebeenthe 
car.e.Theeffectistokeepdown the pric:esofl.'SSel'lti.llgoods, 
asintheCaseStudywheresubsidieshav.-beenused iokeep 
downthecosi:and,iherefore,thepriceofelectricityar.dgas 
wth the ~m d redu::irig the number dpeope Mlg below 
thepo-,<ertyline.Theeffectofthep!O'ffiimdasubsidyao 
beshownbyasti.fcdthewppiycurvetotherighl.(al.M'l8 
equilibrilmpricetoblandequiiibriumquantitytorise. 

@:;;~rw;:i;::t:::ii: :~~! ":Z::s'!: both 
a produc:er ar,d a consume,; using appropriate information 
from the Case Study ro support the answer, espec:ially in 
reducing the number of people living below the poverty line. 
There is a reference to what would happen in a diagram to 
5h<Ni the effect of a provision of a subsidy, but no diagram 
has actuaDy been drawn. It wotid be 115eful to indude this 
dagraminrheaf!S\,\,W. Mark: 314. 

{b)Asubsidyis.iformd~tto.iproducerandtherefore 
to~eiaenc.gi~theproducef~prottc;tionfn:m 
thereaiityrimarkecforces. Thereisaiwaysadangerchata 
producerrr.ghtdecidetohidebehindthisprottc;tiYesubsidy, 
leadil'I@ toadecreaseW) ieYelsofefficiency.ProductMtyisrhe 
outp1.11 per factor (e.g. labour or madimry) pe!" period d 
t ime.lfthesubsidybringsabouta fallin efficiency,thelevelo( 
productMtywillalsobeexpected todecrear.e 

... The candidate is able to explain how a subsidy could 
/eadtoaredvctionineffKiencyand. therefore, toa 

loWf't" lewl of prodvcrivity. The tenn 'productivity' is clea"r 
explained.disringuishing i rfromproduction.Mark: 314. 

(c) Fiscal policy is concerned with themoneyreceivedbya 
go.,ernme11t. i.e. revenue, Ml!! money spent by a i,:wemmerit 

i.e.public ~diture. Sometimesthesetwofigl'eswilbe 
equalgMl"lgriseroabalancedbudge{.ln !hisczseofa fiscai 
defkit,itmeillSdmthee;,;pendirureisgreate< thanrhe 
revenue,i.e. 1hego.,ernrnem is spending more thanithas 
got. In order to o,ercome this deficit, the government will 
l'leedtoredu::eexpmdirureand{orinaeaserevt'l"lue. 
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_ Thecandidarebegimtheexpl.matiotlofrheterm 'fiscal E t' 
def,d<' l,y""'""''"'o"•=•~•ollo,c,Jpaqaod ssay ques ions 

then goes on toexpldin fhatitrefe,-s toasitualionol 

expendtureexceeding ,-nue. Ho-r, l'O gam full marks, "t:!mm!ll!l""°"--------r;;:::;;::~o~~~!r~"!a:/;r~erhdrifit C:M!BMft 
revenue. the gol'E'mment would need to resort ro borrowing 
to col.'er the difference between 11!"1!f1Ue and expenditure Explain the meaning of the term 'equilibrium level 
Marl<: 314 of na tion;1I income'. Discuss the fact on that could 

(d)TheO.seStudymtesthatPakistanisfacillgthethre.it 
ofrecessionand50onep<&iblewaytostimulatethe 
economy is toloweftheinreJestrate.1f11'1lerestratesare 
b,.,ered,thiswilreducethecostofborrowing.Thiswill 
ffltobomproducersmdcon~;indt~5hould 
ltxlto;ininaeasein~dernandintheeo::inany. 
()}tproblem,OOWl'Yl'l',ischatareduccionininterl'$Crates 
ansometirnestakeawhiletOhas,!aneffect.sotheR-is 
no( u~aly an immediate mange in the level of demand 
in an economy. Abo, the imerest elasticity d demar.d 
may be quite km because the imeresi: rate is only one d a 
numberoffacrorsthatproducersandconsumerstakeinto 

aa:00t1tindecid ingwhethertospendornotForexam~e, 
expectations aboot the future of the economy can have a 
m*" effect Anomer factor to take imo ilCCOOnt is if the 
bi in interest mes leads to an inoe~ 1n demand, h<M' 
e.isywil it betoinae~supply!'Thrswil to some extent, 
dependontheext:entof~~1cyintheeconomy.lf 
supplyrespondsveryslowt-,totheincre1seindemand,this 
cook! leld to 1 situation ofinfLnioo w,:h too much mooey 
ch.isingtoofewgood!..!fl'akistan"srateofinfbtionis.higher 
OW, that of its main rnmpaitoo, ( will rTlilke iH export1 less 
competitiveaodthisrnuklleadtop<0blem1inthecurrent 
.iccountofthebalanceofpaymentsaodtherewouklal1abe 

likel,'tobeariseintheunemploymen1rateinthecountry. 

lncondusion,adecisiontoreduceinterestratestostimulate 
theeconomyshouldbeencouragedif( is1hought: th;uthe 
interestebsticityddemandisquiteel.uticandifthereisa 
degree of spare c~ in the economy. However, l this is 
not the case, 'iUCh a IT1CM' could be mlbuon;iry, leading to 
awcrseningofthecWTent.icccx.upositionofthebalance 
of ~yments and a pocible incre1se in lSle!Tlployment, 10 it 
shouklnotalwaysbeenroo.n.ged. 

~ :~:n;::a;;::~~: :~~u:usc::i~:::ehether 

encouraged. The argument in favour of a cut in int~t rates 
to stimulate demand is deM/y put fO(Ward and then the 
candidatebalana-s this with the lf'ew that it might not always 

bean ideal situation, partfr because irs effect may not be 
immediate and partly b«all5e there may be inflationary 
conseqoenas. The anw1er finishes with a condusion, alw-ay., 
irrportamina'discuss'que;tion,thatstares-rhatafaffin 
interest rates !ihould not a/w"ays be en<:ot1aged as it would be 
necessary to take into acrount the possible negatiw! effects in 
tennsofinRation, thecurrentacrountofthebalanceof 

payments and the rate of unemployment. Mark: 818. 

{9 ~1~ :=::ss;;,:;;::;::or:a10:r:r~ fs~;~'; 
equivalenttoaGradeA 

cause this equilibrium to change in a developing 
economy, [25] 

iffi@Miii:G 91 
Theterm'equ1~briumlevelofnationalincome'referstoa 
situauonwheretheil'ljectionsintothecircul.irflowofincome 
areequ.1ilcotheleal(agesorwithdrawakfromchec1rcul¥ 
flowoflllCome.ltispossibletorTlilkead&nctionbecween 
acwo-seccor,athree,se,:;torandafour-sectormodelofi11 
economy. If there were just two sector5, this would be a dosed 
ecooomy without a gowrnment 1Ktor, and would consisi 
ofooeinjec1ioo,investment,andonewithdrawal,savings. 
"'there were th1ee sectors, this would be a closed economy 
with a g~nment sector, so there would be two injections, 
investmem and government expenditure, and two withdrawal,; 
orle;ikages,savingsandtaxation.lfthefl:'werethreesectors, 
this would bean open econany. The injections would be 
invenmem. gcr.errvnent expenditure and the ll"ICome from 
exporcs; the leabgesor withdrawal,; would be ~gs. ta)Qtion 
andthemoney~idforimports.\-Vhenallofthesewiiectiorn 
and leakages ¥eeqw.l there is ill equilibrium level of national 

iri<ome. 

~ :::si::::n:::::::raf::::::oo:~~-ng 

the various injections into, and leakages 0#' withdrawals out 
of, the circular flow. There is a dear distinction between the 
two•seetO(, t!Yee-sector and four-sector economies. It would 
behe/pfulto include adiagramtos.howthe'equilibriumlevel 
of national income' in an eroncmy. Examiners are keen for 
undidatesto incJude appropriatediagramstoSl,A'.)ot'tthe 
pointsbeingmildeinananswe,;as/ongasthesediagrams 
are relevant dear and accurately drawn. 

When there is a dwi~. this will upser the equilibrium. This 
changev,,'Xildneedtobe1,ee11inrelatiootothee:icistenceof 
a multiplier effect. This emphasises that an injeaioo may well 
bringabov.tachangeinnatiooalillcomethatisgreaterthanthe 
initial ifljection. The size of the multiplier iii an ecooom~ can be 
decemiined~thefOfflllia 

MPS+ MPT + MPM 

whereMPSisthemarginalpropensitytosave.MPT1sche 
marg1nalpropensitytotaxandMPMisthemarginalpropensity 

tol!'Tlport. 

• lnthisparagre.ph, thecandidatefocusesonthe 
importance of the multiplier. ft is dear thar the 

candidate understands that the eventual change in national 
income could be greater than the size of the initial injection 
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into the circtiar flow, 5Udi as oft'1 increase in go.emment 
expendit11e. The c,andidate appl""Mates how me multiplier is 
calculated, iJ/though the aralWr could demonstrate a greater 
recognitiooofhowthemultiplierprocessoperatesthrougha 
seriesofsrageswiththe!izeofthemultipliergrad.Jally 
becoming smaller a5 money is takPn out of ihe economy 

through savings, taxation or expenditure Ofl imports. 

lnadevelopngecooomy, therecooldbeanin;e<:tioninthe 
folmofinvestmentbyprivate !ectorfirms.lnm.i,l"\)'developing 
countries.alotofinvestmentis1Jndertakenbyml.lltina1iooal 
comp,arliesandthiscouklcontributetoanincre~in1hele,,,el 
c/~ionalincome.ltcouklbethattheinjectionhascome 
~tthrough~lfl8bytheg<M'l"Mlefltlna~ 
COU'ltry.the~tmighthavereceived~d.chrougheither 
abilateraloramulalateralarrangernent,andthlscouklhlive 
contribucedro;miocn>aseintheleveldnaciorlalil'lCOOle.Finaly, 
thein,ectioncwd havecomeaboutasa result cl the spending 
bypeoplein~hercountriesrobuythisCOUlltry'se,:pom. 

~=~:e=~:::~~:::e:: 
introductory sentenre to indicate more deany l'.mt is meant by 
oft'leronomical/ydeve/opingC0111try.Thereisarecogritiofl, 
ho,ve,,er,oftheporentiillinJ,ortanceofmultinationalCOflp,Jnies 

ineconomically~countries. Thepo!enfiiJ/irrf)<:,rtance 
of~entexperxitureis~iltldthereisausefti 
re~tothepm:;bleirrf}ortanceofaid.ofeitherabilotr!riJ/ 
oramultilatr!riJ/nattn-.Afurtherpotenti.a/recogritionolilll 
inj«tionisinre/ationtoe,:pendtureonaC0111try'sei,ports. 
Although thereisarefereocetoilid, mudiclthisparagraph 
coud apfi't to a/rrrnt ~ CO!XltTy,· it really needs to be more 
sharply focus«JOfl ewnomkallydeve/opingcountries. 

It rittds robe rememberl.'d that although the~ of national 
ir,come in a country can change asa re\Ult et the mllltif»ereffect, 
theacrwlsill!clthemwtiptit.,"isdeterminedbythemarginal 
~, to withd~. so it is important to1Jn<:ler~und the maigin.il 
propensioestosave,t;,1,:andimportinadevelopingcountry. 

~ :::~:t::::,;ai;:,;:,;/:,m:f~~~~:aph 
before moving Ofl to a cOflsideratiOfl of the special feature; of 
economically developing countries. 

In concl1Jsion, when the in;e<:tions into the circ1Jlar /low 
olir,come are eqwl ro the leakage-s from it, there will be 
a sitl.Jation d natiooaJ irn:ome eql..Ul~ri1Jm. Tr.is situation, 
tlowever,caneasilychangeinadeYelopingeconomy,inrelation 
totheatemofboththeinjectior6andtheleabges. 

€} 1!:,a;:;:;:"::,::~~;:;':mrner~.m 
rhe drcular flow ot nrome .m nation;ii nrome equiibrium is. 

briefly considered, but the re~ to what ro.id happen in an 
ewnomkallydeve/opi'lgcountl}' is sanev,,har stf}ef"fidal. 

~ :~s~;:,~ :: ::1~:n;r;~;~;:,I:~:: ;;e 
income and the multiplier are good. The major limitation, 
hc,we,,er, is that the references to developing ecooomies are 
rather limited and need to be df!"Vf!loped morl.' fully. The 
ans\-\1!.'rwouldgilin a GradeB with a mark of 15125. 

C:H@Bt.fi1Ft 
Discuss whethff ,11 w,11p is determined just like ,11ny 
01her price in illn economy. {lSJ 

iffiffMiii,ti 141 
The wage of labour is to some extent deu,-mined just like any 
otherpriainamarket,bytheforresofdemandandsupply. 
Demand ((I( labour will be a derived demand, i.e. it will not 
be demanded fol its own sake, b1Jt for what it can contribl.Jte 
totheprod1.1Ctionoflinishedgood~ Thesupplyofb.bouris 
det~nocjustbythequancitythatisavailable,OOtilsoby 
thequality,i.e. thesk~ls, trming.qi.Jalification~education and 
experieno.>oftheworker~ Thewagethatprev.iil'iinamarket 
w~I reflect the forces of demM!d and supply. For ex¥Tlple, 1 
thesupplydskiledl~111r1relativelyshortSL!pply,thiswill 
increasethewage;lthesupp'yof1JnskiDedl.lbourisl"lrelauvely 
largeSL!pply,thiswil lc,,yerchewage. 

(j r:;:a::i::td:::::;;,7:::yt~~=r;r; ! ;~ 
economy; i.e. by the interactiOfl of the influences of demand 
illld 5Upply. It is stressed, however, that the demand for 
labour is unlike the demilnd for con5Umer goods or services in 
that it is not determined for it!i = san', but in relation to 
l'.Nr it can produce. It would be helpful if me candidate said 
moreOflrhis. Therreatmentofthe~oflaboi.ris.also 
rather limited. This section shouJd be developed fTIO"e fuly, 
such as in relation to the elasticity of 5Upp/yof labour. 

Thedemandcurveforlabourisac:t1Jallyrelatedro1he 
marginal reven1Jeprod1Jctoflabour,i.e.then1ra salesreven1Je 
that isgeneratedbythe1J!eol011emo«'inputofafac:tor 
ofproduction.Thiswillbeeq1Jalto themarginalphysical 
productm1Jkipliedbythepficeoftheproduct,i.e.MRP= 
MPP,:P,v.tlerePisprice. 

.. There is some consideration of the imponance of 
maf!in;il physicill prociJct and margin;ii revenue 

product, burrhisparagraphis.ratherlimitedinscopeand 
dscussion of marginal revenue product, in panicular, needs to 
be developed much more fulfy. It woukJ be helpful to include 

a diagram to 51lpport the point!i being made about rhis. This 
would show how the demand curve, i.e. the MRP cuve, for 
labour is eventl).)1/ydownward sloping from left to right. 

However, al l this issumes that the wages d workers are 
determinedincompeo:itivenurket5,b11tthisisr.otaM';iysthe 
case. It a::iuld be thit imperfections a& in the !moor market. 
For example, a situation of monopsony could ais{. ....+iere 
thereisjustoneboyerofthelabourandthis'iiingleboyeris 
abletohavecons1e::ler.1blepowe,-andinfluence,i.r.itisawage 
maker r;i,ther ~ a ~etaker. Aho, instead dwage leYels 
being determined in~ free mariret, the go,'l'!llment could 
decide to intervene co establish a national minimum wage 
above "wtiat a free.m.i,rket wage W01Jld be, determified just by 
the folcPS of demand and supply. A further imperfe,ction COllld 
bethatthew0<kersareorganisedin trades 1J11ionsandso 
insreadofwage-sbeingesCo1.blishedwithindividualworkers.the 
rrade1J11ionsinterveneintheproc:essofrnllectivebargaining. 
This'strengthinn1.W11bers'wouldbelikefytobringthew;i,ges 
l.lpfmm'Mlilttheyotherwi!ewooldbeexpectedtobe. 
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_ The candidate clearly shows an undersumding 

of the distinction that needs to be made betweM 
perfectandimperlectmarlret5. Thereisarelerencerothe 
possible exinence of a monoplOfliSt, but the diswssion here 

is rather limited. ForeXiJfrJ]/e, thereisareferencetoa 
monopsonist having 'considerable power and influence' and 

to the situation of being 'a wage maker rather than a wage 
raker', butthisd='treal/ytakethediscussionvery 
far. There is a lot more that could be written on the 
influence of a monop50flist on wage~ and a diagram 
would be extremely helpful in showing how a monopSOflist 
situation would be different from the situation prevailing in a 
perfect market.Again, thereisareferencetoanother 
imperfection in the fi:xm of government intervention. 
such as through the e5tabfohment of a national minimum 
wage but the discussion of such intervenrion is again 

somewtlat limited. The inclusion of a diagram would 
show how the imposition of a national minimum wage 
would create a 1abour price' abo..e what it would otherwi5e 
have been. At the end of the paragraph, there is some 
discussion of the potential impcxtance of trade unions in 

the determination of wages, but this too needs robe 
expanded. For example, there is a reference to 
'collective bargaining', but this term is nor discussed 
more fully. 

lnconclusion,thewageofav,orkefcouldbedetermined, 
,...st hke any other price in an ecooomy, by the forces of 

demind and !.l.lpply, but th~ assumes ,1 free market.Often 

th~isnottheca'ie,and therearermnypossiblesiruations 

where there are significant market imperfections, including 

monopsony,g<M'fnmentimerventK>Oandtheroleoftrade 
unionsintheprocessofcolleccivebargaining;in1uchca1e1, 

wagesarenotdererminedl ikeotherp<icesinaneconomy. 

'8 :1: ~z:,t;::'r::r:,: ~i:x;;u=.,~:::t~mportant 

conclusion. The distinction betwttn a free ex perfect market 
and an imperfect market is made clear, and the candidate 

does focus on the question in stating that whether a Wdgl'.' is 
determined just like any other price in an economy depend5 
on whether the process of wage determination is taking place 
in a perfect or imperfect market. The conclusion could ha..e 

been improved, however; by di5CIJssing to what extent the 
market imperfections are significant. 

~ :~:::t::\Z/;::;at::::~:;:; 
candidate c/eM/y undentands the difference between a 
perfect and ilfl iny)erfect market in re/atK)ll fo Wil9e 
detenninalion. Ho-, there Me a nc.mber of areas where 
lhe answer needs to be developed more fully. especiiil/ot in 
relarion to the l"Xistence of monopSOfly, g<M'ffll11enl 

inter.<enrion and the potential role of trade unions. This 
answer would gain a Grade C with ii malk of 13125. 

C:M¥BM1itt 
Oiscuu how useful GDP is in comparing living 

standards in different countries. (25] 

GDP refers to the gross domestic: product of a ccumy. i.e. 

theVlllueof~t~beenproducedwithinitsaeographiai 

lxuidmesCMf a period of time, usualyone year. This 
scatistic is of some use in comparing livingscandirds l"I 

d1fferemco1.1mies.butitdoesllO{takeintoaca::,umthe 

size of a country"s population. In order to makeefftcti'1! 

comparison1betweenthelivingsrandar1bofdifferem 

countries.it ~necessarytodividetheGDPbythesizeof 
populacion:thiswillprodlJCeaperheadorpercapicafigure. 

A Thecandidatestam with a U5e~ldefinition of what 
\::,' GDP is and then goes on to begin discussing the 
imitations of this method of corrpari50fl by stressing the 
importanceoftakingintoacCOl.lltthe5ireofaCOl.llt,y's 
populalion. It OAOUld be helpful to contrast f'M'.l C'Ol.lltries with 
"'1:!rydifferentpopulalionsizestosupportttispointsuchas 
Singapore with ii population of 4.7 million and China with a 
popu/arionof1.4billion. 

Another~sue is whether GDP or GNP WOtikl be a better 

scaci1cictouse.GDPonlyincludesthevalueofp<oduction 
th.ittakesplacewithinthegeographicalbol.lndariesofa 

counoy, whereas GNP (gross national product) includes net 

propertyincomefromabroad,i.e.ic:includesthevafueof 

prodlJCtionth.ittakesplaceinodiercounuiesusingresources 

that are o,,,ned dornesticaly. With somecoumries, this v.QUkl 
be.imoreusef.J.ipproach. 

,;;,. The candidate demonstrate5 50flle understanding of 
\::,' different ways of approaching the measurement of 

national income, contrasting GDP with GNP and stressing that 
the former excludes net property income from abroad 
whereasrhe/arterincludesit. 

ltalsoneedstobemtedthatGDPooiyreferstothevalueof 
v.tiachasbeenproduwlmerapericxloftime.ltis,cherefofe, 

aquantit.1tivemeasure.ltincludesallfofmsofproduct1on 

.indyetsomeofthisproductionmightno(posit1Yl'lyaffect 

sandardsof~.Forexample,itcouklincludeexpendin.re 

on mi~taryeq1..11pment. ltcould alsoindudeproduction 
thatle.idstothecre.iuonofnegacil'!'extemahties,suchas 

polluoon,v.tiichwouldnotcontributetomincre.1sein~ving 

srandMds. 

~ ::l~t:r:::::ase:!:':t~;s::,~;;:~:~:ot::andards 

of living, stressing that GDP simply provides a figure fi:x the 
value of production in ii counuy; it does not make any 
comment on the quality of life brought about by whatever 

has been produced. 

Anotherlimm,oonoftheCDPsratisticsisthittheyooly 

indideeconomic activity which 1w takrn place officially. n 

manycountnes, h.owel'!'r, a significant amount of economic 

activitygoes1..11reoordedin'Mlatcanbetermedrhehidden 

informal or .inderground economy. Such economic activity is 
notindudedwithinmarket1andsoitgoesunrecorded.W01I: 

carried 001 at home by a person, called DIY {Do It Yoorself}, 

would not be recorded, bm if a perwn paid somebody todo 

suchworkitwouldberecorded. 
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€, :!~=:~0~/;: =~:~ ~o;::~i'::/U::y 
economies, there may be a large amount of economic aeti0ty 

that goes unrecorded. 

AfurtherlimitatiooofGDP1tatisticsisthatapercapitaor 
perheadfigureoolyprOllidesanaverageforthatrountry.lt 
doesnottakeimoaccountthedistribut ioooftheGDPand 
in10n1ecountriesthetemaybeaYeryunequaldisrributionof 

Gl z:::;~ a;~;:;:;~:,i::, ~~:;~,::::~:;~~ 
provides an average by dividing a rount,y's GDP cy' its 

population. The degree to which this is distributed equally in 
different countries can va,y enormoosly. 

Arlomerfactortotakeintoaccoontisthedistinctionbetween 
real GDP and nominal GDP. Nominal GDP limply ll.'fl.'fs to 

the value of GDP <:Ner a period of time, but it does not take 
intoaccoonttheeffectofchangesintherateof inflatioo. For 
example,iftheGDPofacoontryhasincreasedby5%over 
aperiodoftime,butitha1experiencedarateofinflationof 
3% oYer this period. the increase in real GDP would only have 
been2%. 

~ :~:;r~7:::
1
:i::;::,:~:;:~~n:n:r~:~;;in~:f 

the distinction between real and nominal data and has used 
an appropriate mathematical example to indicate the 
difference between the two 

As a result of these limitations of ~ing GDP statistics, other 
measureshavebeenadoptedtogiveabetterindicatiooof 
thedifference1 inliving1tandardsbetweenvariooscountries 
One of these is the Human Development Index. This was 
createdbytheUnitedNationstotrytogiveabroadervil'W 
of the quality of life than just GDP. It includes GDP as well as 
lifeexpectancyartd)'<'arsofKhooling.ThehighestHDlvalue 
thatacountrycanbegivenis 1.(10. 

~ ~::::~~:::a~:::1e:':~:::~ =:::,~ ~s°:heto 
HDI. However, the construction of the HDI was changed in 

2010 and it now includes gross national income per capita 

rather than gross domestic prrxioct per capita. The HO/ 
figures are a/so measured in terms of purchasing power 
parity. This concept is not referred to in the canddate's 
answer; it would be useful to bring this in as it is a way of 
taking into account the price le~/s in different countries 

Othermeasuresofthequalityoflifecooldalsobeused, 
other than HDI, '>UCh as the Human Poverty Index {HPI). The 
HPI has now largely been replaced by the Multid imensional 
Pomtylndex. 

~ ~~~~::::i 1:a!e:/:~:s::,;~;:,;;;::f:,ring 

to the ten criterid that are used: child mortality, nutrition, 
years of schooling, children enrolled in school, cooking fuel, 
acce~ to a toilet water, electricity, the type of floor in the 
home and assets. This would ,how fli5t how much wider this 

measure of we/fare is when compared to GDP or HDI. 

In cooclusion, GDP 1tati1tics are dearly of some use in 
comparinglivingstandardsindifferemcoumries,especially 
whenthe figuresusedaterealGDPpercapitafigures,but 
there are a number of limitations in their me. Thi1 is why 
altl.'fnativemeasuresofwelfall'havebeenintroducedtogive 
awidervil'Wofliving1tandardsandqualityoflife,e1pecially 
the Human Development Index and the Mult idimensional 
Poverty Index 

~ ~~=s:::::;~:,r::;r;:si~~i5;/;/nd7:a:n;;:h a 

this by focusing on the fact that GDP statistics are of some 
value, especially when expres,ed in tffms of real per capita 
data, butthenstrellesthefactthatthffeareanumbffof 

limitations which is why other measures ha~ been adopted 
to provide a wider perspective. 

~ :::~;:~sa::=::::;::~:tion 
knowledge and undffstanding of the issue of comparing 
li0ng standards in different countries. There are areas where 

the answer crnid be improved, as indicated in the 
comments, but there is a clear focus on the question and the 

answer is well structured. It would gain a Grade A with a 
markof/8125 

A level questions and answers @ 



Now test yourself 
answers 

1 The'economicproblem'referstoasituationwherethereare 
not enough rewurces in an economy to sativ'y all the needs 
and wams of che people ¥Id. given ~ siruation of sc;1.rcity, 
achoicewilneedtobem;ideintermsof theallocationand 
1neofthosesarceresoun:es. 

2 Opportunity cost means that ~n you choo5.e the best 
option, )'OIJ forego che l'W!)t! best ~temativt> 

3 A market ecor.omy allocates resoun:es through demand arnl 
supp~aplanl'\edeconomya~ocatesresourcesthroughthe 
govemrnem; arid a mixed economy allocates them through 
a mixture of demand and supply and the govemment. 

4 A transitional economy is one which is in the process of 
moving away from being a planned ecooomy towards one 
whichallowsagreaterroleformarketfon:es. 

5 Aproductionpossi~litycurveidentifiesthecombinationof 
two products that on be produced in an economy when 
theavai!ableresourcesarefullyused 

6 The primary se<Wf of production refers to production that 
h.istakenplaceinanextr.11ctiveindustry,such asagriculture. 
These<ondarysectorofproductionrekr$toproduction 
thathastakenplaceinmanubcruring,llldconstruc:tion, 
such as car production. Thetertiarysectorofproduction 
referstotheprovisionofservices.suchaseduaition 
(e.g.ate~er} 

7 The term 'captil', when used as a f.ictor of production, 
refers to the hum,lfl,made ;iids to produc:tion that are used 
in the producuon process. such as tools, equipment and 
machinery. 

8 The four functions of money ¥e to act as a medium of 
exi::hange,aun.tofaccoU11tormeasureofvalue,astoreof 
vak.Je or wealth arid a staridard of deferred payment 

1 There is an inverse relationship between the quantity 
demanded of a product and the price of a product, 
assumingthattheconditionofceteris paribusexisto;. This is 
why a demand curve is usually downward sloping from left 
to right 

2 A mc,,,ernent along a demand curve. known as an extension 
of demand or a comraction of demand. is caused by a 
changeinthepriceofaproduct.assumingthatallother 
influencesondemandarekepcconstant(ce1:erisparibus} 
A shift of a demand curve, known as ,ll1 increase or a 

for which the demand will fall as a result of an increase in 

4 This !iituation exists when the percentage change in the 
quantitydemandedofaproductisgreamthanthe 
percentagechangeinthepriceofaproduct. lntermsofthe 
figureforpnceelasticityofdemand.itisgreat:erthanone. 

5 The concept of price elastiaty of demand indicates the 
relationsh1pbetweenachangein thepriceofaproduct 
andthequantitydemandedofchatproduct.whereas 
the concept of income elasticity of demand shOW$ the 
relationmip between a change in income and the quantity 
demanded of a product. 

6 The formula for cross ebsticity of dem¥1<1 is the percentage 
change in the quantity demanded of good A divided by the 
percenc:agechangeinthepriceofgoodB. 

7 There is a direct relationship betWttn theqi.w,titysupplied 
ofaproductandthepriceofaproduct..issumingthatthe 
condition of ceteris paribus aim. This is why a supply curve 
isusuallyupwardslopingfromlefttoright. 

8 A subsidy is a payment. often by a government, to reduce 
thecostofproductiontoafirmin ordeftoencourageit 
to produce more ac a lower piice to consumers. It cause<; 
thesupplycurveforaproducttoshifttotheright,sothat 
therte>H e<juilibrium willbeatalowerpricearidatahigher 
output 

9 lf everythingelseremainsconstanc.andonlythepriceofa 
product ch.ange<;, there ....;ii be a movement along a supply 
curve.lfanyoftheotherinfluencesonsupplychanges.such 
as the con of raw materials, there wil be a shift of the whole 
supply curve. 

10 Theformulaforpriceelasticityofsupplyisthepercentage 
changeinthequanutysupplieclofaproductdividedbythe 
percentagechangeinthepriceofaproduct. 

11 A markt't equi~brium exists when the quantity demanded in 
a market is aactly equal to the quantity supplied There is 

neitheranexcessdemandnoranexcesssupply. 

12 An equilibrium position in a market oo:urs ...Awre the 
marl<:et is ~d to be 'in a state of rest'. Demand and supply 
areequalandthereareflOpressuresforthistodi~ge. 
soanequilibriumpriceandar1equ.ilibriumquantity¥e 
established. 

13 Consumer surplus is a situation in .i marl<.l't where many 
consumers would be willing to pay a higher price for a 
plOOuct,buttheydonotneedtobecausethemarketprice 
isthesameforallconsumers.Thisextrasatisfactiongained 
bytheseconsumersisshowninadiagrambythetriangle 
between the horizomal price line and the dowr1ward-sloping 
demand curve. 

14 The importance of price in a market was recognised by the 
Swuish economise Adam Smith who stressed that it plays a 
crucialroleinprovidingasignalforanychangesindemarid 
and/orsupply. lnthisway.priceactsasan'invisibleharid'in 
decisionsaboutthealocationof scarceresources. 

decreaseindemand.iscausedby,lflyoftheotherinfluences 

;~::aa::~;~~e:;-;c;::;.sesinincOIOC'Sor am 
3 A normal good is one for which the demand w~I rise as 1 An otemality is a cost Of a benefit which has a sp~lover 

a result ofan increase in income. An infl.orior good is one effect on a third party and which is not p~ for bya 
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consumer Of a producer. htemalities can therefore relate to 

either production or consumption and can be e;mer ~itive 
ornegatiYe. 

2 Asocialcostisthecombinedcoscofprivatecomand 
extem.11costs. 

3 Cost-benefit ~~Y5is refers to the analysis of a project 
that takes into KCOUnt d the possible costs and benefits 
involved,Le. priv.itecosts, ectemalcosts,priv.nebenefitsand 
extern.albenefits.Asaresultofthis.adecisioncanthenbe 

taken~towhethertheprojectiswon:hwhile. 

4 A priv.rce good is one that is bought by an individual for 
the;r own benefit. whereu a public good rs one thiit is 
provided by a g011ernmern for the whole community so that 
all can benefit. 

6 Both encourage the development of free trade among their 
member,;, but whereas a free trade areil retains a separate 
setoftradebarrier,;againstothercoumries,acustomsunion 
im~es a common extemill tariff on imports from countries 
thatMeoutsidetheunion. 

7 Thecakulationofthetermsoftradeforacouncry1nvolYes 
the following formula: 

indexnlnlbershowi'lgthe....w.1gepriceofecpons 
index number showWlg the .M'r.ige price of imports 

8 Avisiblereferstotheimportorecportofatangible.physical 
product,such~acaro,atelevision.Aninvisiblerefersto 
moneycominginto,orleaving.acountryuaresultofa 
sl'fVKe,1.UChasbanking,insuranceortourism. 

5 A merit good is one t~t. if left to a free ma!U't, would 

::::::~~~~;=~~era::~:~:=~~e, am 
or to encoor.ige the consumption of, such a good. Exam~es 1 The labour force is the number of peo~e in an economy 
could include education and healthcare. A demt'fit good is who are available for work. It is therefore made up of both 
one that, if left to a free market. would be likely to be over- the employed and the unemployed. 

::::~i~n: :~;e:o~~:::::;~o~::;i~~:~fore 2 ~:~~~r;::;;:~ ;~~:=e;~fi;~: ::=ur in 
such a good Examples could include alcohol and tobacco. 

6 Pricesareu~lydeterm~bytheforcesofdemandand 
suppl)i but sometimes a go,,emmenc may intervene by 
e-sublishilig ii maximumprice.Thiswillpreyentthepricesof 

certaingoodsrisingabo.-eaparticularlevel,makirigthemmore 
affordableforpeopleinasocietyonrelativelylowinwmes. 

1 Absolu:e~rageiswhereacountrycanprodlx:e.igood 
usingli!werresourcesorinputsthananyothercountry. 
Compar.itiveadvantageiswhereanothercountryhasan 
absoluted~nugein pro:lu;:ingsomething.but there 
mayst~I bea case for it produ:ingcertain products which it 
isle~tefficientarproducing,aslongastherearediffen-nc:es 
in the opponunity cost r.itios of production in two countries. 

2 Bilateraltr.idereferstotradebetweentwocountries, 
whereas multl ateral trade refers to trade between a number 
of countries and/or agenda 

3 TheWorldTradeOrganisationhasthepurposeof 
promotingfreetradethroughthereductionofprotectionist 
barriers.ltsnegotiationstakeplacethroughaseriesof 
'rounds', the most recent of which is the Doha Round which 
beganin2001 

4 A sunrise industry is one which is just beginning to develop, 

3 One Wifo/ to measure the number of peo~e in a country 
who are unempl~ is through the claimant count, i.e. the 
number of people who are official~ registered as unemployed 
in order to be able to claim benefits. The other method is 
throughthelabour~esurvey,le.thosev.tlowillappearon 
the claimant count and also othen who are ilVailable for work 

but who hiM' not official~ registered as unemployed. aearty 
thefigureprodua?dthroughthelabourfon:esurveywillbe 
higher th~ that arriYed at through thedJimantcoum. 

4 Weightingreferstothefactthatnotalltheitemsinck..ided 
inabasketofecpenditureonhouseholdgoo:lswil beof 
the same imporunce. For exam~e. ecpenditure on food. 
housing and tr.111sport is lf)ing to be more important 
thanexpendirureonnewspapersormagazines.Eachof 
thedifferentitemsinthebasketwillbegivena'weighting' 
toindicatetherelativeimpo,ranc:eoftheseitemsinthe 
spendingpattemsofpeople. 

5 Nominal datarefurstodatathathasootbeenadjustedto 
takeintoaccounttheeffectsofinflation.Realdata,however, 
referstoinformationthathasbeenadjustedtotakeaccoum 
theeffectsofinflation.Forexample,ifaperson'swagehas 
increasedbyS%,andthereisaninflationrareof3'6,then 
the person has had a real increase in wages of2% (S% - 3%). 

6 The four elements th.Y: make up veg.l"e demand are 

consumption.investment,go--.,emment spending and net~ 

~l'~t!~~l;s;:~r~; ::sl~i~~;:;~t~=;~~=[:~t am 
forbothofthesetypesofinduscrycanbejuSlified,atlem 
foralimitedperiodoftime. 1 lnflationreferstoasituationwherethereisaper,;istentor 

5 AtariffisataxthatisJm,Cedonimportstoreducethe sustainedincreaseinthegene!iloraveragelevelofpricesin 
demand for importedgoods.usumingthat the price an economyOYer agiYen period of time. 

elastitityofdemand for such goods is elastic.A quota isa 2 Hyperi,fbtion is a situation where the rai:eofinflation in 
restrictionontheimportsincoacountry;aquotacantake anecooomyisveryhigh.e.g.itisOW"l"100%.ltisaserious 
the form ofa '*1Yskal ~mit on units imported, a limit in problem because itc~ underminecontidenceinan ecooomy, 
termsofthevalueofimportsoralimitinrel.itiontothe especial~itscurrency,andcanle.adtothecurrencyhavingto 
market sh.ire that they represent. be replaced by another,~ h~ppened in Zimbabwe. 
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3 Menucomrefertothecomill\lQlvedintheconstant 
rieedtokeepchangingpricesthatareOOngadvertisl.'dfor 
producuinasituationofinflation.Shoe leathefcostsrefer 
tothecOMsill\Olvedintheconstantneedtokeepsearching 
forthebestpossiblerewrnssoastokeepaheadofinflation. 

4 Dem.md-pull influion is where the level of demand in an 
economy rs greater tt\jn supply, puling the general level of 
pricesup.Cost,pushmflationiswheretheincreaseinthe 
generalle..eofpricesiscausedbyolrlincreaseinthecostsof 
production;uaresultoftheseincre~incosts,,producers 
1ncreasethepriceschargeclfortheirproducts. 

5 Fiscal drag refers to a situation whefl! an increasing number 
ofpeopleare'dr~"intothetaKnetifthetnallowances 
arenotincreul.'dinlinewiththerateofinflationthatis 
prevai!inginolrleconomy. 

6 The lmernai:iona) Moneury Fund (W.F) was set up to 
promote world trade. The IMF can help countries whid, 
haveapersisi:entdefidtintheirbalanceofpaymentsby 
providingloanstohelpacountryoveradifficultperiod, 
givingtimeforappropriatepoliciestobeadoptedto 
overcomethelong-te1mreasonsforsuchdeflcit1 

7 A balance of payments deficit can lead to an increa'it' in 
unemployment and a reduction of business confidence. If 
actioniscakentotrytoreducethedefidt,thiscouldleadto 
areduccionindioiceforconsumef'Sat"ldpossiblyan increa'it' 
intherareofinflation. 

8 Purchasingpowerparityreferstotheideathatthevalueof 
acurrencyneedstobeseeninrelationtowhatitwouldbe 
abletol>uy,~e. iupurd,asingl)CM'er,inanothercountry. 

9 Adepreciacionofacurrencyreferstoasituationwhere 
thevalueofthecurreocyontheforeignel(Cholrlgemarb-1: 
isaloweodtofalinafloatmgeia:hangeratesystem.A 
devaluauonofacurrencyreferstoasituationwherethe 
valueofthecurrencyontheforeigneia:hangemarketis 
dehberately lowered by a government in a fiXf'd exdiange 
r.uesystem. 

subsidies,embargoes,e;,,,changecontrolsandadministrative 

2 ExpendituredampeningreferstoasiMtioninaneconomy 
where policies are adopce<I to try to bring about a reduction 
inaggregatedemand.Possiblepo~ciesthatcouldbe 
adoptedtotrytoachievethisaimarefiscal,suchasreducing 
expenditure and/Or increasing taxation, and monetary, such 
asanincreuemtheinterestrateandjorareductioninthe 
money supply. 

3 A balance of ~ments disequ~ibrium refers to a situuion 
where there is a persment. long-term imbalance in the 
balance of payments of an economy. This could be in terms 
of~ theradefidtorasurplus. 

1 In terms of an individual firm. productive efficiency is 
whereafirmisproclucingatthelowestpointon itsaverage 
co1tcurve,reflectingasituationofboth technical and 
co1t efficiency. In terms of the whole economy, it is where 
productionisoperacingontheeconomy'sproduction 
possibility curve, frontier or boundary. 

Allocativeefficiency,ontheotherhand,iswherethe 
all ocationofresourcesmaochesthepreferencesof 
consumer..;thiscanbeseenwherepriceisequalto 
marginal cost. 

2 The idea of optimum indicares that this is the 'best' 
possibleallocationofresourcesinaneconomy,giventhe 
particular circumstances of that economy. Optimum 
resourceallocationiswherebo<hproductiveandallocative 
effic:iencyaist. 

3 AParetooptimals1tuationiswhereitisnotpossibleto 
make one person better off without making another~ 
""°™'offTh1stypeofopi:imalityisnamedafterthelta~olrl 
economist. Vilfredo P,ilretO. 

10 ::::i::;~n:~::a:::::~:!.;0:!~=er am 
councryoorakeadvantageofthediffeft'flCesininterestrates 
in the two countries. i.e. the money will move away from 1 This is the idea that the consumption of successive un its 
countries with re!ativeiy low interest rates to countries with of a product wil l lead to a decreasing ~el of utility or 
relatively high interest rates. s.ati1factionfromeachunitconsumed. 

11 TheJ-curweffectistheideathat.afteradepreciationora 
devaluacionofacurrency,thebalanceofpaymentsposition 
willinitiallygetworsebeforeitbeginstogetbetter. 

12 The Marshall-Lerner condition refers to the situation where. 
foradepreciationordevaluationofanexchangeratetobe 
effectiveintermsofbringingaboutanimprovementina 
country's balance of payments position, the sum of the price 
elaSlidtyofdemandforimportsandthepriceelasticityof 
demand for eKpOrts must be more than one. 

1 Expenditureswitchingreferstoasitu.itioninaneconomy 
whell!policiesareadoptedtochangethepatternof 
demand by increasing the demand for exports and reducing 
the demand for imports. Possible policies that coUd be 
adoptedoorrytoachievethisaimaretarifk,quotas,, 

2 The equi-marginal principle is the idea that a consumer 
willmaximisetotalsatisfactionbyequatingtheutilityor 
sati1factionperunitofmoneyspentonthemarginalunitof 
eachproductcomumed.ltcanbeshownby 

MUQ MUb Mlk 
p;-=Pb=T 

3 A budget ine shows all the possible combinations of two 
productsthataconsumerv.o,.jdbeabletobuy,givena 
situ.nionofa&edincomeandprices. 

4 Averageproductistheoutputperunitofavariablefactor 
intheproductionprocess.e.g.cheoutputperworlc:er 
per period of time. Average product is also known as the 
productivityofafactorofproduction. 

5 Aneconomyofscaleiswhereanincreaseofoutputinthe 
longrunbrin~aboutadecreaseinthe.iveragecostof 
production. lfitisanintemaleconomy,itisconcernedwith 
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cost savings in apartkularfirm,sud, as afi/\anOaJ economy economic rent refers to the extra~t received by a 

of scale that relares to just one firm. A diseconomy of sc:aJe is factor of production that is above what would be required 

whereanincreaseofow:putinthelongruneventuaYybrings rokeepitinitspresentuse. 

aboutanincrellSeinthe.weragecostofproduction. ~itisan 

~se~::ioi::;:"~~:f~~::;::;i~:~~~ GB 
in the area. 

6 A~costreferstothetotalcostofproducinganumberof 

items divided by the number of items produced. Economists, 
tio-ver,areoftenincerestednoi:Wlthe.weragemstof 

producing a runberofitems, but in the cost of producing 

just one extra ur"IIC; this is known as the margW!al mst. 

7 Normal profit is the le...el of profit that is just sufficient 
to keep a firm in an ird..mry, where;as ilbnormal (or 

5Upemom,al) profit is the eKtrJ profit that is above the 

normal profit. 

8 Economistsaregeneranyofthebe!iefthat profit 

maximisationisthemainobjecti~ofafirm,butthereare 
otherpossibleobjectives.Thesecouldincludesati1ficing 

profits, revenue maximisation, sales maximisation or growth 

9 lntheshon:run.afirminperfectcompet:itioncould 

make normal profits, abnormal/supernormal profits or 
5Ubnormal profits. In the long run, however, a firm in perfect 

competition could only make l"IOrmal profits. 

10 Adistincti...efeatureofoligopolyisthatfirms1.1suallytake 

inroaccountthelikel)lreactionsofotherfirmsinthe 
indunrytoanyactionstheytake. lfafirm raises price.it is 

assumed that CK her firms w~I not follow this lead, md so 
demand is elastic. ta firm lowers price. it is ;issumed that 

otherfirmswinfolowthislead,aflds.odemandisinelastic. 

ThismixtureofelastkdemanclaboYeacertainpriceand 

inelastic demand below a certain price cauws the demand 

1 X-inefficiencyreferstoasituationwhefethe~cost 
of production is not at its lo.Nest point beause there is 
inefficiencyintheindustry.ltisasituationthatisparticulariy 

associated with monopoly. 

2 Adeadwt'ightlossreferstoareductionintheeKtentofa 

consumer surplus in a monopoly because the price is higher 
than it would be, and the quantity lower thm it would be. in 

a perfectly competiti...e mamt. As a result of this situation, 
rnt'reisawelfarelosstotheconsumer. 

3 A progressi...e tax, such as income tax. is one where an 

increasingpercentageofapersof\'sincomeistakenint;ixa1 

theirincome rises.ltisnot1imply1ha1moreuxationistaken 
from a high income than a low one - a higher ptrctnragi of 

tax i1 taken from a high income than a low one. 

4 Apovertytrapiswt1ereapersonwt1oreceivesanincrease 

in income can actually become worse off as a result of 
this income rise because, above a cenain level of income, 

apro.onisnolongeremitledtoce,uinbenef1tsfrom 

the state. 

5 f>rivatisationrererstotheprocesswhe.-ebyafirmor 

industryis~totheprivatesector.le.thereisatransfer 
of owner~f> from the public s.ector to the privue sector. 
Deregulationreferstoasituationwherethereisareduction 

inthenumberofregulations,lawsandrulesthatoperatein 

anindustry.bringingabout agreaterdegreeofflexibilityand. 

hopefully,effiaency. 

11 :u:~:st:k~n:rk: :~::e~reitisrel;itivttfeasyfora GD 
firm to enter and so firms in the m¥ket contifll.lally face the 

threatoflleWfirmsentefingthemarket,sobringingabout 

greatercompetitlOl"l. 

12 Pricediscrimiflationisl'meredifferentpricescanbecharged 

inamarketw+ieretherearedifferentpriceelasticitiesof 

demandand....tlerethedifferenceinpriceisl"IOl:duetoa 

differenceincosc. 

13 There are a number of possible examples of non-price 

competition and these could include sales promotio11S, 

packaging or branding. 

14 llackward vertical integration is where one firm integrates 
,,.,;th another at an earliefstageoftheproductionprocess 

to ensure the supply of r~ materials. FOfWard vertical 

integrationiswhereonefi1mintegrareswithanotherata 

merstageoftheproductionprocesstoensurethesupplyof 

productsthroughappropriatereta,out!ets. 

15 Deri~ddemandreferstothefactthatlabourisnot 

demanded for its own W::e, but for wt1at it can produce. 

16 Pea.Jniary advantages of employment refer to monetary 

gains, whereas l"IOrl•peculliary advantages of employment 

refertol"IOfl-moneurygains.suchasthejobsatisbction 

gained. 

17 Transfer earri.ngs are the minimum payment required to 

keepafactorofproductioninitspresentuse.whereas 

1 Grossdomesticproduct1sthevalueofallth;ithasbeen 

produced within the geographical boundaries of a country 

over a period of time.Gross riational product isps 

domestic prodl!Ct plus net property income from abroad, 
l'ttiichisthenet va lueoftheintel"est,profitsanddividends 

paidandreceived.Thstakesimoaccountthefactthat 
someofacoumry'seconomicactivities,,.,;lltakeplace 

,brnad 

2 Depreciation refers to the value that has been lost over a 

periodoftime,usuallyayear,andwt1ichwillbeneededto 

replacethecapitalequipmentandmachinerythathasworn 

outduringthe~ar. 

3 AGDl'defiatorisusedtoadjustthevalueofGDPto 
takeintoaccoumtheeffectsofinflatioll.lfacountryis 

experiencing infiation, the value o( its GDP w~I go llP by the 

rateofinflation,Dutthiswillnotmeanthattherehasbeena 
'real'increaseinthevalueoftheoutputAdeftatorisusedto 

adjust GDP so that it represents a 'real' \/We. 

4 Sustainabilityreferstoasituationwheretheintel"estsof 

futuregenerations,andnotJUSttheinteresuofthecurrent 
population,aretaken1moaccountwhendedsions~retaken 

on theallocationofscarceresources.Fore,o:ample,ifscarce 

resourcesareusedeKtensivelybythepresentpopulation, 

there .,,;11 be a more rapid depletion of resources compared 
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toasitu.ationwhere a moreconsideredapproachwastaken 
totheuseofr.carceresources,balancingtheuseofthe 
re10Urceswiththecomervationofthem 

5 The ten MPI indicators are: child mortality, nutrition, year1 
ofschooling.childschoolattendance,electricity,sanitation, 
drinking water, type offloor, type of cooking fuel and the 
ownershipofa1set1. 

6 Abudgetdeficitiswherepublicexpenditureisgreaterthan 
public revenue. A budget shows the balance between public 
revenue and public expenditure. Sometimes a government 
maydeli beratelydecidetooperateabudgetdeficitto 
s.imulatetheecooomy. 

7 The three injections into the circular flow of income are 
investment spending. government expenditure and iocome 
receivedfromexports. Thethreeleakagesorwithdrawal1 
out of the circular flow of iocome are saving1, taxation and 
themoneyspentonimports 

8 Aggregate expenditure, or aggregate demarxl, is usually 
representedbyAD = C t I t G t X - M 

9 The multiplier is the term used to denote the degree to 
whichaninjectionintothecircularflowofmoney brings 
about a greater increase in the total national income of an 
economy.ltiscak:ulatedby 

marginal propensity to withdraw 

10 Autonomous investmenttake5placeirrespectiveofany 
changes in the national income of an economy, whereas 
inducedinvestmenttakesplaceasaresultofchanges inan 
economy's national income. 

11 The term 'quantitative easing' refers to a s.ituation where 
a country's central bank iocrea= the amount of money 
available,orliquidity,bybuyingsecurities. Themoney 
u1ed to buy them then becomes available in the economy, 
makingiteasierforpeople intheeconomytoborrow 
money. 

12 The quantity theory of money is usually 1tated as MV = PT 
where M i1 the money supply or 1tock of money, Vis the 
velocity ofcircu!ationofmofl!'y,Pisthegeneralpricelevel 
inaneconomyandfi1thenumberof tramactiomfinanced 
bythemoneyoveraperiodoftime 

1 Economicgrowthistheincreaseinthenationaloutputof 
an economy over a period of time. It is usually measured 
throughchangesingrossdomesticproductoverayear. 

2 Actual growth refers to the movement from within the 
productionpo1s.ibilitycurveofaneconomytoapositionon 
theproductionpossibi lity curve.Potentialgrowthrefers toa 
shi ft outwardsofaneconomy'sproductionposs.ibilitycurve 
asaresultofanincreaseinthequantityand/orqualityofa 
country's factors of production. 

3 Atrade/bus.inesscyclerefer1toa1ituationwherethe 
nationaloutputofaneconomyfluctuatesthroughanumber 
of stages or phase 1, such as boom, slump, recess.ion and 
recovery. 

4 Economicgrowthreferstotheincrease inacoumry's 
nationaliocomeoveraperiodoftime,a1measuredby 
changes in gross domestic product Economic development 
is a broader concept. It includes change1 in gross domestic 
product,butitalsoincludesotherfactorsthataffectthe 
qualityoflifeofpeopleinacountry. 

5 Demography i1 concerned with thl.' study of populatio11; 
example1ofsuchanapproachindudesuchindk:atorsasthe 
birthrate,thedeathrate,thefertility rate,theaveragl.'age 
andlifeexpectancy. 

6 An optimum population is o ne which i1 the most 
appropriate population foraparticularcountry,give11its 
available resources. 

7 The 11atural rate of unemployment, or equilibrium 
unemploymentas itcanalsobecall ed,i1thenon­
accelerating inflation rate of unemployment, i.e. it i1 that 
rate of unemployment in an economy which is necessary to 
preventtherateofinflation fromincreas.ing. 

8 Structural unemployment refers to those people who have 
losttheirjobsbecauseofchangesinthemuctureofa 
coumry'seconomy,i.e. becauseofthedeclineintraditional 
orsunsetindumies.Cyclk:alunemploymentreferstothose 
peoplewhohavelosttheirjobsbecauseof changesinthe 
trade/bl.llinesscycle, i.e. becauseoftheonsetofarecession 

9 A Phillips curve is used to 1how the relatiomhip between 
changesintherateofinflationandchange1intherateof 
u11emp!oymem in an economy. 

1 Thesixmacroeconomicobjectivesthat govemments 
u1uallyhavearelowinflation,fullemploymem,1ustainable 
economicgrowth,bala11ceofpaymentsequilibrium, 
exchangeratestabil ityanda,equitableadistributionof 
incomeandwealthaspossible. 

2 The four different types of maclO!.'Conomic policy are fir.ea! 
policy, monetary policy, excha11ge rate policy a11d supply-side 
policy. 

3 Fi1ealpolicyrefer1totheuseofpublicfl'Yl'nueand/ 
orpublicexpendituretoinfluencethelevelofaggregate 
demandinanecooomy. 

4 Dir.cretionary fiscalpclicyreferstoasituationwherespecific 
policy deci,iom are taken by a government in terms of 
revenueand/orexpendituretodeliberately influencethe 
level of demand in an economy. Automatic stabilisers refer 
toasituationwherechangesinpublicrevenueandpublic 
expenditureinaneconomycomeaboutautomatically 
withouttherieedforagovemmenttodeliberately 
take action. 

5 lf adirecttax,suchasincometax,becametoohigh,a 
person might become less incl ined to work because they 
woukl feel that the marginal rate of tax, i.e. the amount of 
taxpaidonthelastunitofcurrencyeamed,wasexcessive. 

6 A progressive tax is one which take5 an increasingly greater 
proportionoftheiocomeofarichperson. Aregressivetaxi1 
one which takes an larger portion of low incomes than high 
incomes. A proportional tax is one which takes an equal 
proportionofeveryone'siocome. 
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7 MonetarypolicyreferstotheuM"ofinterestratesand/or 
thequantityofmoneytoinflLIE'ncethelevelofaggregate 
demand in an economy. 

8 Quantitative easing refer; to the deliberate policy of a 
govemmenttoincreasethemoneympplythroughthe 
purcha1eofbond1aOObillstocreatemorelKjuidityinthe 
sy,tem 

9 Exchangeratepolicyreferstoasituationwhereacoumry's 
exchangerateisdeliberatelychangedtoinflueocethelevel 
ofaggregatedemandintheeconomy. 

10 Whereas many macroeconomic policies focus on 
influencingthelevelofdemandinaneconomy,supply­
sidepolicyfocusesontryingtoimprovethedegreeof 
efficiencyandflexibilityinmarkets.Examplescould 
include lowering income tax, lowering unemployment 
benefits,improvementsintheprovi,ionofeducationand 

training, reform of trade unions to reduce their power 
andinfluence,theencouragementofprivatisationand 
deregulationandtheimprovementofinformationabout 
jobvacancie1. 

11 Anincreaseiniocomeisunlikelytoleadtoasignif,cant 
increase in the demand for food, became there is only so 
muchthatpeoplecaneat, andsotheincomeelasticityof 
demand for food is likely to be inelastic rather than elastic. 
Of cour;e, the iocome elasticity of demand for particular 
types of food may well be elastic, e.g. people with higher 
incomesaremorelikelytoputchasemoreexclusivetypes 
and brands of food 

12 Tiedaidreferstoaidthatispro..idedbycountriesor 
agencieswithcertainconditionsattachedandsot:he 
countryrecei..ingtheaidhas n(){been entirely free in terms 
ofhowtheaidistobeallocated 
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Key terms 
0 

abnOl'mal profit : the level of profit (also known ilS supernormal 
profit) thatisoYerandalxweoorrna!profit 

absolutitadvantage: asituationwhereacountrycanproducea 
pariicular good u1i ng fewer r=urces than another country 

acctlt ratlnginfluion:asituationw!ieretherateof inllationis 
rising.sayfrom5%to25%,andisbeginningrobecomea!.l'rious 
probleminaneronomy 

;1cu1lera tor. awayofcakulatingtheeffectofachangein 
n.llt~I income on invest men( in an economy 

acl i~ balances: money which is llowmg chrough the economy, 

underpinningthetran1a:t ionsandprecaucion¥ymotivesfor 
holding money 

ilCtual growth in national output: a moYement from within 

the production ~1ibility frontier of an economy to a position 
onthefrontier,remlting fromthebenerutilisationofthe 
e,,;istingfactor1ofproduction 

advaloremtax: a11ind irecttaxwithaperce11tagerate,e.g.atax 
me of20% per product sold 

Adam Smith: one of the founding fathers of Economics (ln3-
90) Nici author of The Wealth ofNatlOl'IS.published in 1776 

aggr.gate d emand: the total amount eh.lit is spent on an 
economy's goods and services OYf'f a giYen period of time: 
it is made up of four t'K'ments - consumption, i=tment, 
govemmentspendingandnetexpom 

aggrepte expenditure (oraggreptedemand ~ thetot:al 
demandfor,andexpenditureon,goodsarid!ot'l'Vicesinaneconomy 

aggregatesupply: the totaloutputthatthevariousfirms inan 
economyareableandwillingtosupplyatdifferentpriceleve1s 
in a giYen period of time; it ir,cludes both consumer and capital 

products 

aid : cheprocessofdeve1opedcountriesprovidingfinancial 
support co developing economies 

allootive efficiency: asituationchacdescribestheextent 
to which the allocation of resources in an economy matches 
consumerprt'ferences 

allocat ive m K hanism: an alkx:ative mechanism is a method 
oftakingdeosiom about the di fferent uses that an be made of 
faccorsofproduction. A mechanismisrieededforecol'\Omicgoods 
thatart'scarce.Freegoods insufficiemsupplytosatisfydemand, 
such as iMror sunshine, do l'\Ot need an allocariYe mechanism. 

a nt lclpaud inllation: theexpectedfuturt'rateofinflationinan 
economy 

appredu ion:theriseinvalueofacurrencychacisfloating 

at constan1prices.: da.tawhichhasbeenadjusced to take into 
accounctheeffectsofinHation 

at curn nt price,s: data which is expressed in terms of the prices 

ofapi/"ticularyear, i.e.theyhavenotbeencOfrectedto take 
accountofinflation 

a utomat k stabi liser: a situat ion where changes in the level of 

taxationand/orpub! icexpenditureautomaticallybring about 
changesinaneconomywithouttheneedfordeliberateaction 

by a government 

a utonomous In vestment: capital investment that is not related 
tochangesintheleYelofnationalincomeinaneconomy 

averagecost:checocalcostdividedbythenumberofunits 
produced;alsoknown asaveragetotalcost(ATC) 

avenge fixed cost:thetotal fixedco<;tofproduc:tiondiw:ledby 
thenumberofunitsproduced 

averag, product: theoutputperunit of thevariablefactor,e.g. 
output per worker per period of ti me. This is alw referred to as 
productivity 

averag, propenslty toconsume: the proportionofincome 

that is spent 

average r.venue: the total revenueobtiined from s.llles di~ed 
bythenumberofunitssold 

averag,variable cos1:thetotalvariableco<;tofproduction 
dividedbythenumberofunitsproci.Ke 

balanceofpayments: afl;'Cordofal l traf"6actiomlinked 
withexpomandimports,together with intemationalcapital 
movements. It consists of the current account, the capital 
accountandthefinancialaccoum 

balancedbudge1: whereprojectedrevenueandplanned 
government spending are equal 

barrien1 1oexitandffltry:variou1obstadeschac makeicYery 
diffiOJlt,orimpossble.fornewfirmstoexitoremeranindustry. 
FOfetample.wherea firm is benefiting from technical economies 
of scale, 1t may be difficult for a new firm w enter the industry 
becau1eitsa-..eragecostsofproductioowillbemu::hhigher. 
Another reawn might because a fi rm alrt'ady has iegal control 
ofproduccionofaproduct throughapatent. Ane,,;ampleofa 
barrier to exit would be where a firm has alrt'ady invesied heavily 
in capital equipment and would be rt'luctant to just 'write off' 

this expenditure 

barter: thedirt'Ctexchangeofone goodorserviceforancxher 

base year:ayearchosenw thatcomparisonscanbemade 
overaperiodoftime;theb;iseyearforanmdexisgivena 

valueoflOO 

b ilatual trade : where trade takes place between rwo 

birth rat t: the avt'fa8t' number of live rnrm; per thousand of 
populationofacountryinagiventimeperiod,usuallyayear 

breakevt n point: the level of output at which a firm is making 
neitheralossnoraprolit 

broad money supply: a measure of the stock of money which 
reflectsthetotalpotentialpurchasingpowerinaneconomy 

budge1 ddidt: where projected revenue is less than planned 

expendicure 

budge1 line : a line thac sll<»M all the possiblecomrnnacions of 
rwo produces chat a consumer woukl be able to purchase wich 
fixed prices and a given income. It is also sometimes known as a 
comump<ionpossit,.lityline 

budget 5urplus: whereprojectedrt'venueisgrearerthan 
plannede;,;penditure 

buffer stock: a stock of a commodity which is held back from 
themar\retint;mesofhighprcx!uctionandreleasedontothe 
marli;et in times of low production 
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G 
n no,uoft:;u1a1ion: themainprinciplesofta)(arion.i.e.any 
s~temofcaxesshouldadht'll'totheseprinciplesinordertobe 
effective 

n pital account ofthebalanceofpayments.: thisismadeupof 
transilCtions where the«' is a transfer offinanci.11 assen betWt'm 
onecourmyandanother.Fort>xample,sucha1i!'lill1cialasset 
couklincludethepurchaseofaphysicalassetsudiasland 

capita l: thefactorofproductionthatincludesallthe 
human,madeaid1topmductioo,sucha1tools,equipment 
and machinery 

cap ital:ou tput rat io: a way of measuring !he amoum of capital 
employedincheproduaionofagivenleo.<elofoocput 

n rt~: a sicuuion YIOt'rea number offinns ~ree to collude, i.e. 
worktogecher.su:h.isby~mitingoutplA:tokeeppricehigherthan 
would bethecaseiftherewascompetition between the1inns 

u ntra lban k: themainbankinacountrythatisresponsiblefor 
OYersightoftheOOnkingsystem 

cetttls par ibu,: alatin termthatliterallymeans'otherthings 
being equal' 

changt lndema nd: thisiswherethereis a changeinthe 
conditions of dem,md, i.e. o;omething other than a change in 
the price of a product; this is shown by a shift of a dem,md 

change In quantityd emandfd: this is wheredt'mand for 
aproductchangesas.iresukofachangeinthepnceofthe 
product change in quantity demanded is shown by a rTIOYffllent 
along a demand curve 

cheque,: chequesareamethodofpaymei,t,i.e. theyareameans 
oftransferringmoneyfromoneac:counttoanother.Theyare 
not, h~ver. a form of money 

circular flow o f income: the Row of income around an economy, 
involving a mi:,;rure of injections .ind withdrawals or leak~ 

daimant count: thenumberofpeoplewhoofficiallyregisteras 
unemployed 

clOSfd «onomy: an economy which does noc tradt' with the 
restofrheworld 

cl0Hdshop: arequirementthatallemployeesinaspec11ic 
workplacebeloogtoaparticulartradeunion 

collectlvelnrgaining: theproce,;sofnegotfatioobetween 
tr,1deunionrepresentative1oftheworl<ersandtheiremployers 
onsuchissuesasremuneration(payment)andworking 
conditions 

common e:,;tem al t ariff: where al l of the countries in an 
ecooomicorganisatiooimposethes.irnetarilfwithaher 
countriesou:sideoftheorganisation 

compan tivead n ntage: .i situation where a country might be 
moreeffictem at producingeverythingcom~red toanocher 
country, but where there would st~I bean .idv.lntage if1t 
produced something that itwasleastb.adatpr<Xlucing 

complementary goods: goods which are consumed together, 
e.g. DVDs ,1nd DVD players. The!,!' goods h,1ve a neg,1rivf! cross 
elasticity of demand, i.e. a rise in the price of one of them will 
leadroadecre,1seinthedemandfortheother 

composlte dt m.ind: thi1referstothedemandfor,1product 
which can be used for more th.in Drn' purpose. Stone, for 
e:,;amplecouldbeusedforbuikfjngpur~esandcouldillsobe 

used intheconstructionofroads;.iparticularpieceoflandcould 
be demanded to build both shops and houses 

concentral lonntio: thepercentageof.imarketcontrolledby 
a given numberofrirms.e.g. the five largest firms in an irdusuy 
might control 80%of the output of the industry 

conglomerate inugra1 ion: where there is ,1 merger between 
firms which are operating in com~etely different mall::ets rather 
thanindifferentstagesofthesamemall::et 

constant returns to sca le: whereas economies of scale give rise 
to decre,1sing costs. it may be that there is a level of output where 
comremaintheSime.Thisisknownasmnsrantreturnstos.cale 

consumet"p,-kes lnde:,;: aw~ofme.isuringchangesinthe 
prices of .i number ofconsumtr goods .ind servi«s in an 
economyover.iperiodoftime 

consumer surplus: a situaoon that comes about because some 
consumerswil valuea~rticularproductmorehighlythanother 
consumersandyettheywillpaye:uc:tlythes;imepriceforitas 
theocherconsumers.Consumerrurplusreferstothevalueofthis 
extrasatisfaction;itisshownonademand,1ndrupplydiagram 
by the triangle between the price line and the demand cu.ve 

consumption: the spending by consumers in an economy (Ner a 
period of time 

contu uble market: a siruationwhereitmayberelativelyeasy 
for new entrants to enter a market or irdustry. the effect of 
this is that existing fimu in an industry face the threat of new 
firmscomingintotheindustryandincreasingthedegreeof 
competition 

contractingout: thetransferofresponsibilityfortheprovisioo 
ofaservicefromthepublictotheprivatesector 

cost effici ency: asituarionwhereafirmusesthemost 
appropriatecombinationofinputsoffactorsofproduction, 
giventherelativecostsofthosefactors 

costofli11 ing: thecosi:of,1selectionofgoodsandservicesthat 
are consumed by an average household in an ecormmy at a given 
periodoftime 

cost-pt.1shinfla1lon: ariseinthegenerallevelofpricesinan 
economy,causedprimanlybyasigniftcantriseinthecosi:sof 
production 

cost-bffle fit a nalysis: ananalysisofaprojectwhichindu:les 
avaluationoftheto(alcostsandto(albenefitsinvolved,i.e. 
indudingprivateandexternalcostsarniprivateande:,;rernal 
benefit! 

costsofproductlon: thesearethevariousmsrsinvolvedinthe 
productionprocessandcanbegenerallydividedintofixedcosts, 
whichdonotvarywithchangesinoutput,andvari,1blecosts. 
which do v.iry with ch,1nges in output 

credit creat ion: theprocessbywhichfinancialinstitutions 
make loans through what is known as fra:tional reserve banking. 
i.etherequirementthatsuchinstitutionsonlyneedtoholda 
certainpen:;entageoftheirtoul~abi6ties,say10'll,,intheformof 
cash reserves. Thefinancialinstitutionsarethenabletoexpand 
theirlendingbyamultipleofanynewdepositsreceived;thisis 
1:nownasthecreditcreationmultiplier 

credit multiplier: the reliltionship between new deposits 
createdasaresultof,1dditionalcashdeposits 

credit: referstoasituationwhereapersoncantakepossessiori 
of.iproductimmedi,1tely,butnotberequiredto~yforituntil 
a later time 
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crttpinginftation: asituationwherether.ueofinflationis 
reasonmlylow,1oi1y;ibout2% 

Cl"0$1 ~uticityof demand {or cross pc'ke~uticityof 
d"1'1and): thismeasuresthedegreetowhichachangein 
thepnceofoneproductleaclstoach;ingeinthequantity 
demanded ofanother product 

currentaccountofbalanceofpayments: thisismadeup 
of four elements - the trade in goods, the trade in services, 
income arid current transfers 

currenttransfers: thisreferstothenetpaymentsby 
govemmentsandprivateindividuals,suchasgrantsforoverwas 
~ or cash remittance1 sent home to their own co1.mtrie1 by 
migrant workers 

cuM:om1 union: a group of countries which promote free trade 
between themselvt'S, and which impose a common external 
tariff on imports from countries outside the area 

deadweight losses: the reduction in consumer surplus when a 
monopolyproducerreduce1outputandrais.espricecompared 
to what the situation would be in perfect competition; there is 
thereforeawelfarelosstothecoos.umer 

de,lth f'ilte: the number of people per thousand of population in 
acounrrywhodieinagiventimeperiod.usuallya~ar 

de,::~uing ~turns to SGille: where the same proportional 
increasemproductivefactorsgivesrisetodecreasmgadditions 
tototaloucput;thisgivesrisetodiseconomiesofscale 

deficit: anegativebalancewhenexpendicureexceedsincome 

de.flat!on: agenera ldecreaseintheaverage/Mofpficesin 
an economy over a period of time. ~flation can also mean a 
reductioninthell'Velofaggregatedemandinaneconomy,in 
contrasttoreflationwhichmeansanincreaseinthelevelof 
aggregatedemand inanec0110my 

deflationarygap: a5itw.tionwheretheleYelofaggregate 
demand in an economy is less thm the aggregate supply at ful 
employrnent, causing unemployment in the economy 

d-nd curve: a curve that shoW$ how much of a good or 
serYkewil be demanded bycons.umersatagiven price in a 

dengul1tion: thereductioninthenumberofreguliltions.rules 
andlawsthatoperateinmindusrry 

derived <lemand: this i,; where the demand for a component 

dependsuponthefinaldemandforaproductthatusesthac 
component For example, thedemmd for rubber is derived from 
thedemandfofcutyres.Deriveddemandcanalsobeusedin 
relationtothedemandfofl'l'Orkers,e.g.thedemandforbus 
drivers derives from che demand for bus transport from people 

deva luation: thefallinvalueofacurrencythatisfixed 

directtaxation: whereasanindirecttaxisimposedon 

expenditure,adirect taxisimpmedontheincomesof 
individuals and firms. barn pies of direct taxation indude income 
tax (on the incomes of individuals), corporation tax(on the 
profitsofcomparies)andinheritancetax(ontheweakhof 
individuills) 

discretiona rylhcalpolicy: theuseofdeliberatechanges 
intaxationand/Orpublicexpenditurewiththeintentiooof 
changing the level of aggregate demand in an economy 

diseconomlu of scale: a 5ituation where the average cost of 
production riseswithanincreaseinthelevelofoutput 

dlsequilibrlum: asituationwhere thereisanimbalancebetween 

demand and supply in a marker, i.e. there will be a situation of 
excessdemandore,u:esss.upply 

dissaving: a situ11tion that can occur when consumption 

exceedsincomeandsopeoplehavetorelyonsilVingsthathave 
beenaccumu~tedinthepast 

dis1ribu1lonoflnco me: thedegreetowhichincorneina 
country is evenly distributed 

diversifia.tlon: asituatioowhereafirmdecidestooperareina 
numberofmarkecstospreadrisk 

division of labour: the way in which production is divided into 

asequenceofspecifictaskswhichenablesworkerstospecialise 
inaparticulartypeofjob 

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

where a sder needs to find a buyer who wants what is being 
soldandwheretheselleralsowmts,;omethingthatthebuyer 
has got ilnd isw~~ng to tradeineichange 

dumping: thepraa:iceofsellingaproductatapricethatisless 
thanthecostofpl'OOuction 

:::a:":~:~: this gives the quantities sold ofa product at a 
different prices and enables a demand curve to be drawn from 
the information in the schedule economic deveiopmfflt: a broader perspective that goes 

beyondincreas.esinnationaloutputtotakeintoaccountfactors 
deniand·pu ll inflat ion: ari1einthegenerallevelofpricesinan thatinfluencethequalityofl ifeofpeopleinparticularcoumries 

economy, caused primarily by too much demand for products economic growth: an increase in the national output of an 

den,11nd: the quantity of a product that consu!l'le!1 are wi~ing to economy c,.,er a period of time, usuaJly measured through 
buy at a gi...en price in a given period of time changt"s in gnxs domestic plOO.lct 

denit rit goods: products which are rivalrous and exdudable 
which. if left toa free market,wouk:I be~kelyto bewer­
pmduced and over-cons.umed lhesodalcostsofproducrion/ 
cons.umptioooutweightheprivatecosts 

dependencyratio: theratioofthosepeopleinacoumrywho 
are unable to wori<: divided by those who are able to wori<: 

depre<:iation: thefallinvalueofa currencythatisfloating 

depreciat ion(ofcapital): theamountofcapitalthatis 
neededtoreplaceequipmentthathasdepreciated,i.e.worn 
out,o,erayear 

e<:onomic law: ilneconomictheoryputforwardbyeconomists, 
suchasthelawsofdemandandsupply 

e<:onomic p roblem: a snu.nion where there are not enough 
resourcestosatisfyallhumanneedsandwams 

economic rent: the extra payment received by a factor of 
production rhat is above what would be needed. to keep it in its 
present use 

economicunlori: agroupofcountrieswhichagreetointegrate 
theireconomiesasmuchaspossiblethroughvariousrutes,laws, 
policie1andregulations 
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economiesoflargedimensions: thereductionin.weragecost 
asaresultofminglargerfactorsofproduction,mchaslarger 
comainers inthetransportationprocess 

effective demand: comumers must not only want to buy a 
particularproductbutbeabletoaffordtopayforit.Effective 
demandrefer,todemandthatisbackedbytheabilityandthe 
willingnesstopayforaproduct 

efficient resourceal location: theoptimalu1eof.ca1Ceinput1 
toproducethelargestpossibleoutput 

e lastic : iftherespon1eofdemand(or1Upply}i1proportionately 
greaterthanthechangeintheindependemvariable,thenthe 
calculationisgreaterthanoneandi1thmdescribedase!a1tic 

embargoes: bans on imports from particular countr;e<;. They 
caneitherapplytoparticularproduct1ortoall product1from 
particu!arcoumries.They areusualJyimpo.edforpciitical, 
diplomaticormilitary,ratherthaneconomic,reasons 

enterprise: thefactorofproductionthatreferstothetakingofa 
ri1kinorganisingtheotherthreefactor1ofproduction 

entrepreneur: theindividualwhotakesariskincomb1ningthe 
other factors of production 

equi·marginal principle: this 1tates that aoonsumerwill maximi1e 
total1atisfactionbyequatingtheutilityor1ati1factionperunitof 
money spent on the marginal unit of each product consumed 

equ ili brium: a >ituation where the quantity demanded in the 
marketplaceisexactly equaltothequantitysupplied There 
i1neitherexcessdemandnorexcesssupplyinthemarkel:. lti1 
sometimesreferredtoa,astateofrestorbalance 

equi li briumprice: thepriceatwhichamarl<etclears.The 
processofman<etclearingarisesbecau1ethepriceisfreeto 
changeand,e1:tleattheequilibriumlevel 

equil ibrium quant ity: a situation where a man<et clears, with 
consumersgettingalltheywantattheequilibriumpriceand 
producers not being left with unsold products, i.e. there is no 
exces1demandorexcesssupply inthemar1<e1: 

exchangerate policy: thedeliberateuseofchangesin 
exchangerate1toinfluencethe levelofaggregatedemandin 
an economy 

excisedutin: anindirecttaxonexpenditure 

excludable: a situation thatocrurs with private goods in that when 
a product is mnsumed by one person, all others are excluded from it 

expendituredampening(orexpenditurereducing): apolicy 
whichattemptstobringaboutareductioninthelevelof 
aggregatedemandinaneconomy 

expenditureswitching: apolicywhichattemptstobringabout 
achangeinthepat ternofdemand inaneconomyby reducing 
the demand for imports and increasing the demand for exports 

exports: goods and/or 1ervices that are produced domesticalJy 
inonecountryandsokltoothermuntries 

external balance: the balance between receipts and payments 
in relation to international tram actions between one muntry 
andothercountries inthewo~d 

externalbenefits: theadvantagesgainedbythirdparties,noc 
just the mmumer or the producer 

externalcosts: thecostsimposedonthirdparties 

external diseconomiesofsca le: thelearewhencostsof 
production ri1e becau1e of developments outside a panicular firm 

external economiesofscale: thesearewhencomof 
producrionfallbecau1eofdevelopmentsoutsideaparticularfirm 

externalities: costsorbenefitsofeitherconsumptionor 
productionwhichhavespilloverorthirdparty effectsthatare 
notpaidforby theconsumerorbytheproducer 

0 
financialaccountofthebalanceofpayments.: thisismade 
upofthecapitalinflowsandcaP4taloutflowsresultingfrom 
inve ,tmentindifferentcountries 

financialeconomiesofsca le: thereductioninaveragecosta1a 
resultofafirmbeinglarger,suchastheab.lityofalargerfirmto 
negotiatemorefavourableborrowingtermsonaloan 

firm: aparticularanddi1tinctorgani1ationthati1owned 
separately fromany otherorganisat ion 

fiscaldrag: theideathatmorepeoplewillbedraggedintothe 
'tax net'inasituationofinflationifthetaxallowancesarenot 
increa1ed inlinewiththerateofinflation 

fiscalpolicy: theu1eofpublic revenueand/orpubl icexpenditure 
toinfluencethelevelofaggregatedemandinaneconomy 

fixed capital fonnation: buildings, plant, machinery and vehicles 
forcommercialusethatareu.edintheproductionprocess 

fixedcosts: thecost1ofproductionthatremainconstantatall 
levels of output, including zero production; examples include 
rent and interest payments 

fixedexchangerate: anexchangeratethatisdeterminedata 
particu!arlevelbyagovernment 

fixedfactorsofproduction : resourceinput1that existinthe 
shortrunwhenthequantityofthefactorsu.edcannotbe 
changed,e.g. ca~talequipment 

flat·ratetax: ataxwithacomtantmarginalrate 

float ingexchangerate: anexchangeratethatisdetermined,l ike 
anyotherprice,by themarketfoR:esofdemandandsuppJy 

foreignexchang,: theforeigncurrencythatisusedinother 
countriesasamediumofexchange 

Forex(orForeignhchange)Market: thecomingtogetherof 
buyer1andse!lersofcurrenciestoestabli1haprice 

free rider: the idea that it would be impossib~ to charge people 
for the u1e of something becau1e it would be virtually impos1ible 
tochargeeachpersonfortheu1eofaproduct;thisiswhymeet 
lighting. for example. is provided a, a public good rather than a, 
a private good 

freetrad , : tradewhichisnotrestrictedorlimitedby different 
types of import controls 

free trade area: a group of countries which promote free trade 
between themselves, but which re1:ain a 1eparate set of trade 
barrit'flagainstothercountries 

fu ll employment: the level of employment as a result of 
everyonewhoisableandwillingtoworkhavingajob,withthe 
exceptionoftho1ewhoarefrictionalJyunemployed 

GDPdeflator: aratioofpriceindicesthatisusedin national 
incomestatisticstotakeawaytheeffectofpricechangessothat 
thefigurescanbeseenasrepresentingrealchangesinoutput 
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gtntnlp!'"ictltvtl: theaveragelevelofpricesofallco=er 
goods and services in an economy at a given ptriod of time 

globaln.ltion: theprocesswherebythereisanincreliingv,ortd 
m;ui:ec in goods and services, making an increuein multilateral 
trade more ~ke!y. It has been made possible by a number of 
factors, including progress in trade ~bera/isation 

governmtntuptnditure: thetotalofallspendingbya 
government 

governmtnt fai lure: a situation where government intervention 
tocorrectmarketfailull'doe1 notactuallyimprovetheleve!of 
ecOl'\Omic efticiency; it is possib~ that such intervention may 
-n reduce the efticiencyof the alWl:ion of scarce ieources in 
the economy 

grondomn1icproduct: thetotalvalueofallthathasbeen 
producedoveragivenperiodofcimewithinchegeographical 
OOUndaries of a counuy 

gronnation.11lproduct: thegrossdomesticproductofa 
countryplusnetpropertyincomefromabfoad 

horltontalint,gration: wherefirmsatthesamestageof 
production merge 

hol money: 11°"'5 of money that move from one counuy to 
¥JOchertotakeadvantageofdifFerent raresofinterestinvari= 
countries 

hou1thold uptndi1ure: a s.urvey is taken on a regular baliis 
(us.ualtyl"'6ymooth)torecordchangesinthepncesofa 
selection of goods and Sl'Mces that constitutes a repieentative 
basket 

Human DeY,lopm,nt Index: a composite measure that 
combineslifeexpectancy,averageincomeincheformofgross 
national income per capita (PPP USS) and years of schooling 

Human Pove-ny lnde-JC this was d-loped by the United 
Nations to complement the Human DeYelopment Index; it 
puts more of a focus on cheextentofdeprivation in different 
countries 

hyperinHation: ;is.ituationwherethe-r;u:eof1nflationis 
becomingveryhigh,sayover100'lf,,andiscbmagingconfldence 
in the country's economy 

0 
Idle balance-s: money which is withdrawn from the circular flow 
ofmoneyinaneconomy, underpinningthespeculativemotive 
for holding money 

Immobility of labour: thedegll'e-ofoccupation.al immoblity 
andgeographiClllimmobilityoflalx>ur'Mlichm<1kes<1labour 
rmrketlessflexiblethanitwouldotherwisebe 

lmiu,tt ofux: this refers to che peoon, comPJlllyor transaction 
on which a tax is levied, i.e. some-one- is responsible for handing 
the money to the tax authorities. The- impact of a tax, therefore, 
isessentiallyconcernedwiththelegalsituation.Asindicated 
aboYe,theevemualincidl.'flce of ataxcouldbedifferern:ifthe 
burdenofthetaxispassedto someoneelse 

lmptrfect compe-tition: a market which 1.idi:s some, or all, of 
thefeaturesofperfectcompetition 

impoc-tedinfbtion: ariseinthegenerallevelofpricesin an 

economy,ousedprimaritybyasignific:antincre-aseintheprice 
of imports 

imports: goods and/Or services that are- produce-d in foreign 
countrie-s and consumed by people in the domestic economy 

incide-nctoftu: thisrefe~totheburdenoftaXiltion.For 

example,withanindirecttaxonexpenditure,theburdenof 
thetaxislikelyrobesharedbetweentheproducerandthe 
consumer. However, if the price elasticity of demand is perfec1ly 
ine!astic,andthell'isaverticaldernandcurve,theincidenceof 
thetaxwi llbeemirelyontheconsumer.Ontheotherhand,if 
the price elasticity of demand is perfectly elastic. and there is a 
horizontal demilnd curw, the incidence of the tax will be entirely 
on the-producer 

incometfft<:t: theeffecroncons.umptionofachangeinreal 
income which occurs as a result of a price change 

income1lasticityofd~nd: thismeasure-sthe-degreeto 
whichach.ingeinincomesleadsto achangeinthequantity 
demanded of a product 

incomttu: adirec1taxonthe incomesofindividuals.Thell' 
isusually apersonalallowance,whichi1taxfree,andthen 

diffe!l'nttaxratesfordifFell'nt levelsofincomeoverthe tax•free 
allowance. Income tax, therefore, is u1u.a~y l)fogtesive ;is the tax 
rat!'1change;isincomesrise,i.e.itt;ikesahigherproporriooofa 
highe-r income and a lower proportion of a lower income 

incrasingrtturns lo scale: whereou:put can be increased using 
proportionai:e!yfewerinput!i;thisgivesrisetoeconorroesofscale 

indirectUIJC ataxthatrsim~onexpendirure;itisindirect 
inthatthetaxisootypaidwhentheproducton'Mlichthetaxis 
levied is purchased 

inducedlnvtstment: capitalinvesi:mentthatisrelatedto 
changes in the level of national income in an economy 

industry: acollectionoffirmsproducingsimilarproducts 

intlastlc: iftherespooseofdemand(Ofsupply)is 

proportionatelylessthanthechangeincheindependentvariable, 
thenthe-cillculationislessthanoneandisthusdescribedas 
ine!;istic 

inhn1 induury argument: the idea that a newly established 

industryshouldbegiventimetoestablishitself;itw~ltherefore. 
needtobeprotected,.atle.mtemporanly 

inferior good: a good for 'Mlich the demand falls with an 

influlon: ageneralincrease in theaveragelevel ofpricesinan 
economy OYer a period of time 

influionarygap: asitu.arioo wherethek>Yelofaggregate 
demand in an economy is greater than the aggregate supply at 
fullemployment.causingariseinthegeneralk>Yelofpricesin 
the economy 

informa1ion failure: a situation where people l;ick the ful 
infOfmation that would allow them to make- the- best decisions 
aboutconsumptioo 

injt<:tlon: spending which adds to the circu0r flowof ncome; this 
can come from investment. government expenditure aod expoo:s 

inte-gr.1tlon: the process whereby two or more firms come 

togetherthroughatakeOYer,mergeroracquisitionAmergeris 
where two or more firms combine together ;is a ~t of mutual 
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agreement,whereasatakeoveroracquisitionusuallyinvolves 
some form of hostile bid by one firm for another 

interest: therewardforpartingwithliquidity. Thi1meamthatif 
apersondepositscas.hinasavingsaccount,whichtheycanno 
longeruseforaperiodoftirne,theirrewardisanadditionalmm 
of money that they will get back with the amount of money 
originallydepolited 

interestratepolicy: theuseofchangesinintere1tratesinan 
economy to bring about particular objectives, such as a change 
in the exchange rate 

internaldiseconomiesofscale: thesearethedisadvantagesof 
afirmgrowinginsizeintheformofanincreaseintheaverage 
cost of production 

internaleconomiesofscale: thesearetheadvantagesofafirm 
growinginsizeintheformofareductionintheaveragecostof 
production 

lntemationalMonetaryFund: setupin1944topromote 
intemationaltradethroughsuchmeamresasproviding 
financial support in the form of a loan which will help a country 
tooven:ome,oratleastreduce,adeficitinthebalanceof 
payments: it now has 188 member countries 

investment: (1)1pendingoncapitalequipment,suchasa 
machineorapieceofequipmentthatcanbeusedinthe 
productionprocess:(2)thespendingbyfirm1inaneconomy 
overaperiodoftime 

invisiblebalance: thi1referstothetradeininvi1ibleservices, 
suchasbanking.betwe.-ncountries 

0 
J-curve effect: the period of time, after a depreciation, when the 
current account of the balance of payments gets worse before it 
get1better 

joint demand: thi, is a situation where two items are consumed 

together, i.e. they are compjement1. An example would be shoes 
and shoelaces 

jointsupply: asitu.ationwheretheprocessofproducingone 
productleadstotheproductionofanotherproduct,suchas 
meat and leath er. It can sometimes happen in the chemical 

labourproductivity: productivitymeasuresthelevelof 
efficiencyintheuseofresoutces.Labourproductivity,therefore, 
measures the efficiency of labour in terms of the output per 
personperperiodoftime 

Laffercurve: thisshow1therelations.hipbetwe.-ntherateoftax 
andtherevenueobtainedfromthetax 

land: thefactor ofproduction thatindudesallthegiftsof 
nature,ornaruralresoura.-;,thatcanbeusedintheproce1sof 

production, suchasminerals,forestsandthesea 

law of demand: a law (or theory} which states that there is 
aninversere!ationshipbel:weenthequantitydernandedofa 
productandthepriceoftheproduct,ceterisparibus 

law of diminishing marginal utility: the princi~e (or law} that 
themarginalutilityofconsuming1ucces1iveunitsofthesame 
product will fall 

lawofdiminishingretums: a1additionalunitsofavariable 
factor,1ucha11abour,areaddedtoafixedfactor,sucha,capital, 

theadditionaloutput(ormarginalproduct) ofthevariablefactor 
willeventuallydiminisli 

lawofsupply: alaw(ortheory)which1tatesthatthell'isa 
directre!atiomhipbetweenthequantitysuppliedofaproduct 
andthepriceoftheproduct,ceteri1paribus 

leakage (or withdrawal): money which leab out of the cin:ular 
flowofincome;thiscanbeasaresultofsavings,taxationand 
money1penton1mports 

liquidity: theextenttowhichafinancialassetcanbetumed 
intocasli.Forexam~e,ifsomes.haresinacompanyaresold,the 
paper asset becomes money 

liquiditypreference theory: theKeynesiantheoryofinterest 
rate determination, ba1ed on three motives for holding money 
- the transactions motive, the precautionary motive and the 
speculative motive 

liquidity trap: a situation at low rates of interest when change; 
inthemoneysuppjywillhavenoeffectontherateofinterest 
and where the demand for money is perfectly elastic 

loanable fundstheory: theideathatintere5tratesare 
determined by the demand for, and the sup~yof, loanable funds 
in financial markets 

~~u;:i~c~~;~ :~:!::cal can be produced as a byproduct of • 

Keynesian: anapproachthatisbasedontheviewsofthe 
economistJohnMaynardKeynes(1883- 1946} 

0 
labour: thefactorofproductionthatindude'ial l thehumaneffort 
thatgoesintotheprocessofproduction,bothmentalandphr.,ical 

labour force: the number of peo~e that are available for work 
ma country 

labour force survey: this will include not only those who 
are official!y regi1tered as unem~oyed but alm those who 
are availa~e for work but who have not officially registered 
themselvesa1unempjoyed 

macroeconomics: thestudyofeconomicsatthenationaland 
international levels 

managed (dirty)float: anexchangeratethatisdetermined,to 
some extent, by the force1 of demand and suppjy, but where the 
rateismanagedbyagovemment,i.e.itwill on!ybealk,wedto 
floatbetweencertainparameter1 

margin: the point at which the la1t unit of a product is 
produced or consumed 

marginalcost: theadditionalcostofproducinganextraunitof 
a product 

marginalphysicalproduct: theamountofextraoutputthatis 
produced ifafirmi11Creasesitsinputoflabou r byoneunit 

marginalproduct: theadditionaloutputthatisproducedfrom 
empjoy;nganotherunitofavariablefactor,e.g.theextraoutput 
from em~oying an additional worker 
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margim1lpropensitytoconsume:t:heproportionofan 
increaseinincomethatisspent 

margim1I revenue: the excra rew:onue obrilined from the sale of 
an addicional unit of a product 

mugirwil rewnue product: the extra revenue obtained by a firm 
as it increases icsootpuc by using an addition.al unit of labour 

marginal tu ratr. the pmJXlnion of an increase in income 
whichistakwintax 

marginalut il ity: theadditionaluti lityors.itisfaciionobtained 
fromtheconsomptionofanextraunitof.iproduct 

marke,: : a way in which buyers and sellers come together 10 

e~angeproduccs 

marke,: economy (or markft syuem}: an economy where 
decisionsabouttheallocationofresourcesaretakenthroughthe 
price mechanism 

marke,: fai lure: a marl,;et imperfection which gives rise to an 
allOGKionofsc.irceresourceswhichisnotasefficiemasitmight 
haveotherwisebee!i 

marketimperfKtions: theseoccurinanimperfecimarlcet, 
suchasaneedforgovernmentinterventioninamarket 

Marshall -Lemercondition: therequiremenithatfora 
depreciationtobesoccmfult:hesumohhepriceelasticity 
of demand for exports and the price elasticity of demand for 
importsmustbegreaterthanone 

maximum price controls: controls which establish a ma,cimum 
priceforaproduct;priceisnotallowedtoriseabovethisspecific 

""' 

monetaryinfbtion:ariseinthegeneralll'W'lofpricesin an 

economy,QIJSl'd primarily by too much morMeyin an economy 

monetary policy. the use of interest rates and/or the money 
supply to influeoce the level of aggregate demand WI an economy 

monttaryunlon:agroup ofcountrieswhodecidetobring 
their economies doser together through the adoption of a single 
currency 

money: anythingwhichisgenerall yaa:eptableinasociecyasa 
meansofpaymem 

money supply. ihe amount of mor.ey available to the general 
publk:andt:heban!<:ingsysteminil/\economy 

monopolluic competition: a market or industry where there 
is competition between a large numberoffinnswhich produce 
products which .ue sim~ar but differentiaced, usually through the 
useofbrandim.iges 

monopoly. amarkecorindustrywherethereisasinglefirm 
whichcontrolsthesupplyoftheproduct 

monopsony:asinglebuyerofaproductorofafactorof 
production, such as labour 

Multidimensional Poverty Index: replaced the Human Poverty 
Index in 2010; like its predece1sor, it focuses on the extent 
ofdeprivationindifferemcountries.ltismadeupofthree 
dimensions and ten indicators 

multilateral tradt: a more reali,;tic situation where trade t.ikes 
place between a number of countries 

multiplier: the amount by which an increase in an injection into 

the circular Rowof income will bring about an increase of total 
income 1n an economy 

munstt1 tedbenefits: benefitsthatareprovidedtothose 
people entitled to them after taking into account their income 
andiherefore,theiroeedforthebenefits • 

mtdlumofexchange: the useofmoneyasanacceptabje 
means of payment between buyers and sellers of a product narrow mon.ey ~upply: a mea1ure of the 1tock of money in an 

mtnu COR5: the comofcontinual!yhavingiochange mt' prices economy which 1s mainlycar.h 

of goods and services as a resujtof an inAatiomry situation natio111J dri:it: the total of all debt accumulated by a g,:M!ll'lffil'Ot 

merit goods: products which are rivalrous and acludable but, if 
lefttoafreemarli;et,wouldbelikelytobel.Wlder·producedand 
under<onsumed 

mlcrol'Conomics: t:hestudyofthebeh~rofrelati...elysmall 
economic 1.r,iu,. six:h as particular Wldividuals. households Of firms 

migration: thl' movement of people from one area to another, 
eitherwithinacountryorbel:weencountries 

minimum efficient scale: the lowest level of OU!put where 
averagecostisattheminimum 

ml•ed economy: an economy where the al~ation of resources 
isdecidedbothbym.irketforcesandbythestate 

mobility of labour: the degree to which labour 6nds it easy to 
move from one job to another (occupational mobility) and/or 
from one location to another (geograi*iical mobi~tyj 

Monttarist: an approach that is based on the views of a 
number of economists,of which the most well known is Milton 
Friedman(l912-2006) 

monetarybur. thecashheldbythegeneralpublicandby 
thebankingsystem,includingthebalancesofthefinancial 
institutionswiththecentralbankofthecountry. Themonetary 
baseac1sasthebasisforanyexpansionofbanklendinginan 
economy 

nationallncoml':ageneral termforthetotalincomeofan 

economyr:J,/l'f a particularpt'riod oftime.Mcrepredsely, 1t 
referstonetnatio~produCT 

natura l increaisr. anaturalincreaseintheJXlpulationofa 
countryisdeterminedbythecrudebirthrateminusthecru:le 
deathrateofaJXlpulation,i.e.itisthedifferencebetweenthe 
number of live births and the number of de~ths in~ country 
during a year 

natura l monopoly: a situation where average cost will be lower 
withjustoneprovider,avoidingthewmefulduplicationof 

natura l nteofuntmployment: thenon-accek?ratinginftation 
rate of unemployment (NAIRU~ it can also be described as 
equilibrium unemployment. This is the rate of unemployment in 
an economy which wiR prevent the rate of inflation increlilng 

needs:thingsthatareessentialforhumansurv~.e.g.foodor 
sham 

negative consumption uternality: an extemality that 
affectstheconsumptionsideofamarket inanegativeor 
disadvantageous way 

ntgative utemallty: the external cost that may occur as a 

resultofan.iction,bringingsomedisadva11tagetoa1hirdpany 
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negative income tax: the payment of money to those peopll' 
oo low incomes imcead of taking part of their income from 
them through income tax 

nega1ive production uttmality: an eictemalil:y that affects the 
productionsideofamarketinaneg.itiveordisadvantageousw'&'/ 

ne1dome11icproduct: thegrossdomesticproduc1ofa 
countryminusdepreciacionoropitalcoosumption(thisisthe 
we,u and tear of capital equpmenc over Cime. leading co a fal in 
il:svalue) 

Net Economic Welbre (or Me.a.wuble Economic Welfare): a 

opportunitycost: thebenelitforegonefromnotchoosingthe 
nextl:,e,;talternative 

optimum popula1ion: the number of people in a countiy that 
will produce the highest per capita ecooomk rewm, given the 
full uti~sationofthe resources available 

optimumresourceallocaiion: thebestallocacionofresources 
possibleingivencircumstancn 

outputgap: thed11ferencebet1oYeentheactu.iloutpucandthe 
potentialou:putofaneconomy 

~=ri:::c:~t~~~~s~!:~:i;~:1:::apita; a 
andlookingafterchesickandelderty,anydepleiionofnatural paractoxof1hrift: thecontudictionbetweenche~ 
resources and changes in the natural environ=t advant.igeo;and the potential dis.a.dvancages dSiMllSin an econcmy 

nei erron and omisMonJ: those tr-risactions in the balance of paradox of value: the fact thac certain products that are 
payment1thatgounrecorded essentialto1urviva~sucha1water,a1echeipefthank-ss 

netinvestmentlncomt: thisreferstothenetinc:omethat 
re!arescoinvestmencs.suchasdividendsonsharesorinterest 
payme,m 

netnat ional product: thegrossnationalproductofacountry 
minusdepreciationorcapitalconsumption 

net property income from abroa.d: the interest and profits 
onforeigninvestments.. ltreferstothetotalinterest,profits 
anddividerids receivedbytheresidentsofonecountryon 
theirforeigninvesrmenttminusthetotalinterest,p!'Ofitsand 
dMdends paid to foreign residents on their investments in this 
particular country 

nominal value: the value of a sum of money without taking into 
accounttheeffectofinfluion 

non•excludability(ornon-excludable}: wherethe 
consumpoonofaproductbyonepersondoesnotexdude 
othersfromconsumingchesameproduct 

non•pecuniaryadvant33es: theildvanta&e5ofemployment, 
otherthanthemoneythatisgained.suchasthejobsatisf~tion 
gainedfrom a particularfofmofemployment 

non•fqecubility. asituationwhereindividualscannotactually 
btain from the consumption ofa public good, ~en if they 
wanted to, e.g. an iOOvidual annot reject being defended by the 
armed fofces of a country 

non·rivalness (or non,rlvalry): where the consumption of one 
productdoesnotpreventitsconsumptionbysomeoneetse 

no rmal good: a good for which the demand rises with an 

normal profit: thelevetofprofitthacalirmrequiresrokeep 
operating in the industry 

normativ,statemtnt, astatementwhichissubjectiveand 
exprnsesavaluejudgement 

oligopoly. a market or industry in which there are a few large 
firmscompetingwitheachother 

open tcononl)': an economywhi:h criides'Mth the 11.'St ofthev.uid 

open marke t operation,: the process of a government buying 
or selling bonds in order co inAuence the money supply in an ~, 

important p.-oducn to 1urvival, 1uch as diamond1 

Pare10 optimali1y: a particular use of the term 'optimality' 
associated with the Italian economist Vilfredo Pareto, who 
statedthatthi1situationexistedwhenitwasnotpossibjeto 
reallocate resources to make someone better off without making 
somoonl'elsewo!'leoff 

participationrate: theproportionofthepopulationwhich is 
eitherinemploymentorofliciallyregisteredasunemployed 

pecuniary advantages: the advantages of employment that are 
inthefomioffmancialrewardsorbenetits 

perfect compeiition: a market or industry consisting of many 
virtuallyidenticalfirmswhichaH~cepcthemarke,:priceinthe 
industry 

perfectlyelanic: thisreferstoasiruationwhereallthatis 
produced issold/bOughtatagi>en price;it issho,,.,n asa 
horizontal straight line 

perfectlyinelastic: thisiswhereachangeinpricehasnoelfect 
on the quantity demanded (or supplied); the nlculation w~I be 
zeroanditis~asavercicalstuightline 

perishability: thelengthoftimein v.tlichJprodoctis~kelyto 
decayorgobad;theshorterthetime.themoreperishablethe 
productForexample,cheesewinusuaJrthaveasell.bydateand. 
ada1ebywhichit1houldbeconsumed 

planned (or command) economy. an economy where 
decisiomabouttheallocationofre!Ourcesaretakenbythe 

positiveconsumptionexternallty: anextemalitythataffects 
the consumption side of a market in a positive or beneficial way 

positiveexternality; theexternalbenelitthatmayoccurasa 
rerultofanaction,bringingsomebenelittoarhifdparty 

positiveproduc1ionuter~lity: aneictem.ilitythataffectsthe 
productionsideofam.;ar,,;etinapositiveorbenefici.;alw'<tf 

positive statement: a mcemenc which is factual and objective 

potential growth in national output: a shift outwards of the 
production possibilil:yfrontier, resulungfromagreaterquantity 
and/or qualil:y of factors of production in an economy 

povenytrap: the!iltu.ation which occurs when~ person 
receiYesbenefittincreasingincome.bucwhichthenmeansthe 
person is no longer entitled to recerve as much as was the case 
beroe 
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precautionarydemandformoney: moneythatisll"<juired. 
topayforunexpectedexpens.es.lti1anactivebalanceandi1 
interest inelastic 

predatorypricing: adel iberate attemptbyamarkel:leaderto 
reducepricesinordertoforceotherfirm1outofamarkel: 

priceagreements: wherefirmsinanoligopolisticmarketagree 
tofixpricesbetwl'<'nthemselves 

pricediscrimination: theprocessofchargingdifferentprices 
indifferentmarketswheretherearedifferencesintheprice 
elasticities of demand 

price elasticityofdemand: thi1meamresthedegreetowhich 
achangeinthepriceofaproductleadstoachangeinthe 
quantitydemandedofaproduct 

priceelasticity ofsupply: measuresthedegreetowhich 
achangeinthepriceofaproductleadstoachangeinthe 
quantity1uppliedofaproduct 

pricemechanism: theoperationofchange1inpricesina 
markettoactas1ignal1toproducer1toallocateresoua:es 
accordingtochangesinconsumerdemand 

pricestabilisation: asituationwhere a governmentintervenes 
to purchase stocl::1 of a product when sup~y is high and to sell 
stocks of a product when supply is low 

primarysector: productionthattakesplaceinagriculrure, 
lishing,forestry,mining,quarryingandoilextraction 

private goods: goods that are bought and consumed by 
individualsfortheirownbenefit 

privatisation: the transfer of the ownership of an indumy from 
thestateorpublicsectortotheprivatesector 

producersurplus: thedifferencebetweentheplicethat 
coo1Wl1ef';arewillingtopayforaparticularproductandtheprice 
thatproducersrequireinordertoll.lpplytheproductFirmswill 
1topincreasingsupplyifthepriceisju1tequaltothernarginal=t 
ofp/00.uction,butforalltheootputthatfirmshavesupp!iedupto 
thatpo4nttheyhavereceivedapriceabove thecostofproduction. 
Thi1istheproducersutp!u1;itisshownonademandandsupply 
diagrambythetriang~betweenthepricelirieandthesupplycurve 

productionfunction: referstotheratioofinputstooutput 
overagiventimeperiod.ltshow;theresourcesthatwillbe 
needed to produce a maximum level of output, assuming that 
theinputsareusedefficiently 

productionpossibility curve (orfrontier): agraphic 
representation showing the maximum combination of goods 
or services which can be produced from given resources 

productiveefficiency: a1ituationwhereafirmoperatesat 
the minimum of the average cost curve. It is made up of two 
elements:technicalefficiencyandcostefficiency.ltcanalso 
be seen in term1 of a whole economy when that economy i1 
operatingonitsproductionpossibilitycurveorfrontier 

profit: thedifferencebetweentotalrevenueandtotalcosts 

profit maximisation: (1) the idea that the main aim of a firm 
is profit maximisation; (2) the situation where marginal cost is 
equal to marginal revenue 

progressivetaxation: wheretaxationtakesahigherproportion 
ofaperson'sincomeasthatincomeris.es 

proportionaltaxation: ataxwhichtakesanequal 
proportionofincomewhateveraperson's incomelevel 
happemtobe 

public goods: goods and services that are provided by the 
publicsector,otherwisetheywouklnotbeprovided 

purchasingpowerparity: thevalueofacurrencyintemisof 
what it would be able to buy in other countries 

qualityoflife: awiderconceptthanthe1tandardoflr.ting 
tocomparelivingconditiomindifferentcountrie1; itcould 
takeintoaccountsuchcriteriaasthenumber ofdoc:torsper 
thousand of population, the quality of drinking water and the 
averagesizeofschooldasses 

quantitativeeasing: theproc:essbywhichagovemmentbuys 
securitiestocreatemoreliquidityinthefinancial1ystem 

quantitytheoryofmoney: atheorywhichlinbthequantity 
ofmoneyincirculationinaneconomywiththerateofinflation. 
It is stated as MV = PT where Mis the quantity of money, Vis 
thevekxityofcia:ulation,PisthegeneralpricelevelandTi1the 
numberoftransactiominaneconomy 

quota: a limit on the imported products that are allowed to 
enteracountry;aquotacanbeintheformofalimitedquantity, 
al imitedvalueoralimitedmarketshare 

realvalue: thevalueofasumofmoneyaftertakinginto 
aa:ounttheeffectofinflation,i.e.theeffectsofinflationhave 
been removed 

rectangularhyperbola: thisishowunitaryelasticityofdemand 
is represented in a diagram; a movement up or down a demand 
curvewillleavetotalrevenueunchanged 

regressivetaxation: a1ituationwhereataxtakesalarger 
proportion of low incomes than it does of high incomes 

regulations: thesecoveravalietyoflegalandotherruleswhich 
applytofirmsindifferentcircumstances 

resources: theinputsavailabletoaneconomyforuseinthe 
production of goods and services 

retail prices index: an index. ju1t like the consumer prices index. 
which measures changes in the prices of a number of goods and 
servicesinaneconomyO\leraperiodoftime,butitindudesa 
number of items that all' not included in the CPI, mch as the 
mstsofhousing 

returns to scale: the relationsh ip between the level of output 
producedbyafirmandthequantityofinputsrequiredto 
produce that output 

revaluation: theriseinvalueofacurrencythatisfixed 

revenue maximisation: when the objective of a firm i1 to 
maximisethetotalrevenue,ratherthantheprofits,ofafirm 

risk-bearing economies of scale: a situation where there is 
diver1ification10thatafirmi1notreliantonwhathappens 
inju1tonemarket.Bydiversifyingimodifferentmarkets,the 
O\lerall pattern of demand is more predictable and so a firm can 
savecosts,sucha1byreducingtheamountof1tocksheldin 

rivalry: rivalry in consumption means that when a product is 
mmumedbyoneperson,itcannotbeconsumedbyaoother 
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H lff maximlu t ion: when the objective of a firm is w maximise 

thevolumeofs-les 

n mpling: the use of a represematr.'e sample of goods and 
services consumed in an economy to gi...e an indio.cion of 
changes in thecoscofkving 

sa tisficlngprofits: whentheobjectiveofafirmistoproduce 
a levelofprofitsthati1sati1factoryto stakehciders.sucha1 
shareholdersandmanagl.'f'i 

saving: the amoont of disposable income that is not spent on 
coosumption 

secondary $Ktor. production that takes place in 
manufacturing.construction and energy 

~ e leath trcosu: inasituationofveryhighinflation,people 
needtoensurethattheirmoneyisgainingimerest andsowillbe 
lessinclinedtohavelargecashdeposi~Thesecomareinfact, 
searchcomthiltarl'cau,;,edbythehighraceofinlbtioninan 

ecooomy 
soclalbenefi t5: thewmofprivatebene!itsandexternalbenefltl 

social costs:thesumof privateoostsand e)(ten,alcosts 

sptti.a Usat lo n: theprocesswherebyindivicluals,firmsand 
economiesconcentrateonproducingthoseproductsinwhich 
theyh.weanadvantage.lndividualsworicingforaparticular 
firm .ue an example. in the form of division of labour. Whole 
economies an also benefu from ~ialisacion chrough the 
principleofcomparaciveadvantage 

tp«ific t u :anindirecttaxthatisafixedamouncperunitof 

output 

speculatlve demandformoney: moneythatisrequi~tobuy 
government bonds. It is an idle balance and is imerest elastic 

spi ll over elfect: theelfectofcertaindecisionswhichhavean 
impacconthirdparties,i.e.thosewhoareneithertheproducers 
northeconsumersofaparticularproduct 

stagffat ion: a situation where an economy is experiencing high 
inRauon and high unemployment at the same cime 

standa rd o f defe rred payment: the use of money to purchase 
aproductnowandrepaythedebt inthefuture 

stock$: goods >Mlich have been produced, buc ....+,id, are un~d 
and sto~ for sale in the future. For example, a ~rm which sells 
car tyres will usual~ have comiderable stods of tyres to flt a 
widerangeofdifferentcars 

storeofvalueorwealth: theuseofmoneytostoreweal th 

sub,idy: an amount of money that is paid by a government to a 
producer. Thisisdonesothat thepricechargedtothecustomer 
wilbelowerthanwouldotherVffit'havebeenthecasewithout 

the subsidy 

substitu te goods: goods which .are possible alrernacives. e.g. gas 
orelearidtyilSaSOUl"Cl'of energyinahome. Thesegoodsh.wea 
po~fr-1!crosselastidtyofdemand,i.e.ar5einthepriceofoneof 
them wil lead to an increase in the demand for che a her good 

subnitutloneffK t: thisshowsthee!feccofariseorfallinthe 
price of a product on the utility or satisfaction obtained from 
eadlunitofmoneyspentonthatproduct.Asaresu ltofthe 
pricechanges,eiq:ier.diturecanberearrangedtomaximisethe 
utility or sat isfaction gained 

sunr ise indu, tries: industries that are new, or relati'-1!1y new. and 
which .ire growing fm. It is also expected that theyw~I become 

veryimporuminthefucure 

sunsetinduKrits: industriesthathavepassedcheirpe.ik.ind 
are now in decline with no real&ic hope of r«overy 

supply: thequamityofaproductthatproducersarewillingto 
sellaragivenpriceinagivenperiodoftime 

supply curve: a curve that shows how muc:h of a good or 
servicewill besuppliedbyproducersatagivenpriceinagiven 

period of time 

supply-side econorn ki: the approach to change in an economy 
thatpuuthefocusonthesupplyside,ratherthanthedemand 
side,e.g.privatisation.deregulationandconmctingout 

supply-side policy: policies which enable markets to YIOO: more 
efficient~ 

surplm: a po~tiYe balance when inc:omee)([:eedsapenditure 

sust.iinability: thec.ipacitytoendure;itisthepotential 
for thelong-termmaini:enanceofwellbeinginaneoonomic 
environmemsothattheintere-1tsoffuture,aswellaspresent, 
generationsarecakenfu llyintoaa:ount 

0 
tariff: a t.i~ or duty that is imposed on an imported product 
to make it more expensive in the hope that this wil reduce 

demand for the product 

tu crediu: aformofbenefit that ispaidtopeopleon 
low incomes to boosc their income and raise their standardoflMng 

technica l economlu: thereduction inaverage costasaresult 
oftheapplicationofadvancedtechnologyinafirmwhichbrings 
aboutagreaterdegreeofefficiency 

technical effici ency: asituationwhereatirmproduce-1the 
maximum output possible from given inputs 

technical mono poly: technica~y. a monofX!ly is said to exist 
where there is just one firm in an industry 

1e nns of1rade: chepriceofexportsinrel.ationtothepriceof 

1mporu 

teniarysector: prodlJCtionthattakesplacethroughthe 

provision of services 

thirdparty: individualsorgroupsthatareootthemainparties 
inatransaction,butarestillaffectedbyit 

totalcurrencyflow:anelementofthebalance of payments 
that refers to the total inflow or outflow of money which 
re-;ultsfromacountry'sintemationaltransactionswith0<her 

c01Jntries 

tota l product: thetotaloutputproducedbythefactorsof 

production 

to ul revenue: thetotalincomethatfinT"l!ireceivefromsales;it 
iscalcul.icedbychepriceof.iproductrrn..dtipliedbythenurnber 

ofproductssokl 

touluti lity: thetot.ilaniountofsatisfactionobtainedfromche 
purc:haseofar.umberoful"litsofaproduct 

tnde(busineu)cycle: thefluctuationsinthenationaloutput 
of acountry,involvingasuccessionofstagesorphases,including 
boom, r«ession. slump and r«overy 

Keyterms @ 



tradecreation: thecreationofnewtradeasaresultofthe 
reductionoreliminationoftradebarrier1 

trade diversion: where a cenain amount of trade is lmt as a 
resultoftheimpositionoftradebarriers 

tradeunion: anorganisationofworkerswhichisinvolvedin 
collectivebargainingwithemployer1toachievecen:ainobjectives, 
such a1 improvements in pay and working conditions 

trade-weightedexchangerate: awayofmeas.uringchanges in 
anexchangerateintermsofaweightedaverageofchangesin 
other currencies 

velocityof circula.tion: theaveragenumberoftimesone 
panicular unit of money is used over a given period of time 

vertical integrat ion: where a firm joim with another firm at 
anearlier1tageoftheproductionprocess(backwardvertical 
integration)oratalaterstageoftheproductionprocess(forward 
vertical integration) 

visiblebalance: thi1refer.;tothetradeinvisiblegoods,mcha1 
car1,betweencountries 

vo luntaryexportrest raints: adecision,takenbyanexporting 
country,tovoluntarilyrestrictit1export1inthehopethata 
country that it exports to will decide agaimt impo1ing impon 
controls 

tradingpossibilitycurve: ameansofshowingtheadvantages 
oftwocountriestradingwitheachotheraslongasthe 
opportunity mm of production are different 

;:::~:~:;:~ ~ : ::::n:a:~\n;:~~:~ic a 
transferearnings:theminimumpaymentrequiredtokeepa 
factorofproduction initspresentuse 

transitional economy: an economy which wa1 previously a 
command or planned economy and which is now allowing a 
greaterdegreeofscopeformarketfotcestooperate 

unanticipatedinflation: theactualrateofinflationinan 
economyminustheanticipatedorexpectedrateofinflation 

unemployment: a 1ituation where people who are able and 
willing to work are unable to find work 

unemployment rate: the number of unemployed people 
dividedby thelabourfotce 

unitofaccount(ormeasure ofvalue): theuseofmoneyto 
establishthevalueofaproduct 

unitary elasticity: this is where the proportionate change 
indemand(ors.upply) i1exacdyequaltothechangeinthe 
independentvariable;thecalculationwillbeequaltoone 

universa l benefits: benefitsthatareprovidedtoeveryonewho 
is entitled to them without taking into account the income of 
those people 

value judgement: an opinion which reflects a panicular point 
of view 

var iab lecosts: thecosts ofproductionthatvary with 
changesinoutput,i.e. thecostiszeroifnothingis 
produced; examples include the cost of raw material1 and 
component parts 

variab lefactorsofproduction: factorsorresourceinputs 
thatcanbe variedinthe1hortrun,whenatlea1tonefactorof 
productioni1fixed,e.g. rawmaterials 

wagedrift: asituationwheretheaveragelevelofwagesinan 
industrytendstori1efasterthanthempposedwagerates 

wants: thingsthatarenotes1ential,e.g.anewcarortelevision 

weights: theitems inarepresentativesampleofgoods 
andservicesboughtbypeopleinaneconomywillnotall 
be of the same importance; weights are given to each of 
theitem1toreflecttherelativeimportanceofthedifferent 
comporientsinthebasket,andsoapriceindexinvolvesa 
weighted average 

welfare gain: anadditionalbenefitresultingfrommorebeing 
p,oducedinamarket 

welfare loss: a 1ituation which arises when MSC exceeds MSB, 
k>adirigtoasocially inefficiefltallocationofresoutces 

workdisincentives: thepossibility thattaxarioncouldleadto 
peoplebeingunwi llingtowork,e.g.theremaybeadisincentive 
to work if rates of income tax are too high 

workingcapital: thepartofthecapitalofabusinessthatis 
availabletopayforwagesandmaterialsandnottiedupinfixed 
capital,sucha,land,buildingsorequipmem 

working population: the people in a country who are working 
or who are actively 1et>king work 

WorldTradeOrganisation: anorganisationsetupin1995to 
promotefreetradein theworldthroughthereductionoftrade 
barrier.; 

0 
X-inefficiency: asituationwhereaveragecosti1notatitslowest 
pointbecamemonopolypowerhasgivenrisetoinefflciency 

0 
yield: theannualincomeobtainedfromabondorashareasa 
p,oponionofit1currentmarketprice 
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